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Please state your name, business address and occupation?
My name is John D. McCormick, and my business address is Suite 920, 910
7™ Avenue South West, Calgary, Alberta. | am afinancial consultant and
President of J. D. McCormick Financial Services, Inc. A description of my

professional qualificationsisfound in Attachment 1.
What isthe purpose of your evidence at this proceeding?

The City of Calgary has requested that | provide my views with respect to rate of
return and capital structure that ATCO Electric seeksin this application for its

Transmission segment.

Wasthe evidence prepared by you or under your direct supervision and

control?
Yes.
How isyour evidence organized?

| have divided my evidence into two parts. Inthefirst part, | offer observations
on ATCO Electric’s applied for equity return and capital structure for its
Transmission segment as compared to financial market requirements, and the
financia performance of utilities which have equity returns set by an adjustment
formula. Inthe second part, | reply to several statementsin the materialsfiled in
this application with respect to the proposed capital structure, methodology and
changesin the financial markets.

Please summarize your conclusions.

The combination of the 11% equity return applied for and the 35% to 40%
common equity ratio appear to be in excess of the current requirements of the
financial markets, relative to the markets' perception of the underlying business

risk of the Transmission segment.
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A more appropriate equity return would be one derived from aformulasimilar to
those used by the National Energy Board (“NEB”)* or the British Columbia
Utilities Commission (“BCUC")? adjusted to recognize the shares of companies,
which are the owners of most regulated utilities subject to those formulas, are
trading at substantial premiums to the underlying book values.

The proposed capital structure places an unnecessary burden on the ratepayer as
the equity layer increases beyond that which was approved by this Board (the
“AEUB” of the “Board”) in Decision U99099 for stand aone Transmission
utilities.’

Part |

Q.6 What factsdo you rely on to support this conclusion?

A The best evidence of the appropriateness of the current equity return
resulting from these adjustment mechanisms and the alowed capital structuresis
found in the trading prices of the shares of the companies which are the owners of
the utilities that earn the returns allowed by these formula. The common shares of
TransCanada, the public entity that investors must buy to participate in owning
the Mainline and the BC System®, are trading at a material premium to book
value.® The common shares of BC Gas Inc., the public entity that investors must

! The RH-2-94 Decision, which established the NEB adjustment mechanism, covered Alberta Natural Gas
Company Ltd, Foothills Pipe Lines Ltd., TransCanada Pipelines Ltd., Trans Mountain Pipe Line Company
Ltd., Trans Quebec & Maritimes Pipeline Inc. and Westcoast Energy Inc. From timeto time, certain of
these pipelines have entered into negotiated settlements with their shippers and returns under those
negotiated settlements may vary from that determined under the adjustment mechanism.

2 The June 10, 1994 Decision of the British Columbia Utilities Commission on “Return on Common
Equity” covered BC Gas Utility Ltd., Pacific Northern Gas Ltd. and West Kootenay Power Ltd. Thereturn
for Centra Gas Fort St. John was also determined to be the average of the ROEs allowed to BC Gas and
PNG. See page 35.

% In Decision U99099, the Board determined that a 35% equity |ayer was appropriate for TransAlta
Transco. See page 264 of the Decision.

* TransCanada s BC System is the former Alberta Natural Gas.

® As at September 30, 2002, TransCanada shares were trading at 1.91 times book value. Since December
1995, calculated on aquarterly basis, the shares of TransCanada have traded at an average 1.64 times book
value. During that period the low was 1.02 times book, which occurred at March 2000, following an
announcement of adividend cut and multimillion after tax write down of certain unregulated assets. The
high was 2.10 times book value.
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buy to participate in owning BC Gas Utility,® Centra Gas British Columbia’ and
the Trans Mountain Pipe Lin€®, are trading at a material premium to book value’.
Although the corporate structure of Canadian Utilitiesisless weighted to
investments which enjoy the security of regulated returns than TransCanada, the
prices of its securities also support this view™. The common shares of Canadian
Utilities, the first public entity above ATCO Electric in the ownership chain that
investors could buy to participate in owning ATCO Electric, aretrading at a

material premium to book value.*

Q.7  Why should we care whether utility holding companies are trading above

book?

A While regulatory boards have many responsibilities, one of them might be
described as assuring the continued financial health of the utility. One of the tests
to be met in the process of awarding the utility an appropriate rate of return isthe
capital attraction test. Real world current market data shows that capital is being

attracted to those companies as many utility holding companiesin Canada are

® The BCUC formula governs BC Gas Utility, but owing to the withdrawal of its 2002 application, the 2001
return on equity continued to apply in 2002. See the BC Gas 2002 Annual Information Form page 7.

" Centra Gas British Columbia has negotiated an incentive regulatory arrangement which expiresin 2002.
See Order G-6-00.

8 Although Trans Mountain could be regulated under the NEB formula, since 1996 it has had a negotiated
incentive toll settlement with its shippers. Seethe BC Gas 2002 Annual Information Form page 13.

® As at September 30, 2002, BC Gas shares were trading at 2.03 times book value. In the last year,
calculated on a quarterly basis, the shares of BC Gas have traded at an average of 1.84 times book value.

10 See CAL-ATCOGTA-125(a) in which ATCO Electric confirms the reply provided in CAL-AG-26(b)
where ATCO Gas provides its calculation of the portion of assets that were subject to regulation for the
period 1989 to 2001. For Canadian Utilities the portion of assets that were subject to regulation had fallen
from ahigh of 97.23% in 1990 to 56.83% for 2001. For CU Inc. the portion of assets that were subject to
regulation had fallen from a high of 99.99% in 1999 to 79.29% for 2001. In response to written questions
by participantsin RH-4-2001, TransCanadareplied in ADOE 1.59 that the “unregulated business of
TransCanada represents less than 10% of the total assets of the Company” and in CAPP 210, that the non-
regulated businesses “ do not have a material impact on TransCanada s consolidated financial
fundamentals.”

The directional importance of the change in the proportion of regulated investments can be inferred from
the rating changes being applied to companies like TransAlta which have experienced aratings reduction as
the proportion of its regulated operations has declined. See also the DBRS Methodology in Rating Utilities,
June 2002 in which the authors provide a general standard for Regulated, Mixed and Unregulated
enterprises in which the debt capacity reduces from regulated to unregulated enterprises.

1 Asat September 30, 2002, Canadian Utilities shares were trading at approximately 1.95 times book
value.
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trading well above book, while earning areturn on alarge portion of those assets
which is generally calculated with reference to the book value of the rate base.

Q.8 Isit correct to usethe pricesof securities of the publicly held parent of a
utility asa guide for deter mining whether the allowed return of the utility is

adequatein light of the businessrisksthat the utility faces?

A While the analysis would be easier with publicly traded stand-alone utilities,
important information can be drawn from the trading prices of the securities of
utility owners. Since TransCanada, the public entity which owns several NEB
regulated pipelines aso owns other businesses, the view that we may obtain of the
required returns from the prices of securitiesisalittle blurred by the inclusion of
those other businesses within the financing entity. Those other businesses have
included both regulated and unregulated™ businesses. To the extent that the other
regulated businesses have returns that move in parallel with the returns allowed
by the NEB formula, thereislittle blurring.** To the extent that the proportion of
unregulated business increases relative to the regulated businesses and the
unregulated businesses have returns that vary from the returns allowed by the
NEB formula, there may be more blurring. Fortunately, the relative size of the
unregulated businesses within the financing entity has been reduced in recent
years.” Share prices are the best evidence of the market reaction to TransCanada' s
expected relative returns. Even Mr. Lackenbauer, one of TransCanada s capital
markets experts in the RH-4-2001 proceeding, testified that “the proxy for [the
mainline], which is not a perfect proxy, is the TransCanada common equity” .*°

While it would beideal if the Mainline were in a separate financing vehicle so as

12 1n British Columbia Electric Railway Company Limited vs. Public Utilities Commission of British
Columbia, 1960 SCR 837.

31 response to written questions in RH-4-2001, TransCanada replied in ADOE 1.59, that the “unregul ated
business of TransCanada represents less than 10% of the total assets of the Company” and in CAPP 210,
that the non-regulated businesses “do not have a material impact on TransCanada’ s consolidated financial
fundamentals’.

14 Certain of TransCanada' s current pipeline investments were also part of the RH-2-94 decision, including
Alberta Natural Gas Company Ltd, Foothills Pipe Lines Ltd., and Trans Quebec & Maritimes Pipeline Inc.
1> On December 23, 2002, TransCanada announced its participation in the purchase of certain nuclear
generation assets in Ontario for a price of $376 million.

1® RH-4-2001 Hearing Transcript February 28, 2002 at line 2073.
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to remove any blurring, it remains the largest asset and is therefore amajor driver

of TransCanada’ s results.

The same concepts apply to other companies, like BC Gas, where the major
portion of itsfinancial results are related to its regulated utility businesses. The
relative importance of the regulated utility businesses will vary over time as each
corporation acquires'” and divests, but while the regulated utility businesses
remain amajor portion of the business, their return on capital cannot help but be

reflected in the trading price of the shares.

Similarly, Canadian Utilities Limited holds both regulated and unregul ated
investments and as such, consideration must be given to the changing risk
profile.* The prospective returns of the unregulated business, the relative
proportion of regulated and unregulated businesses, and the capital structure of
each firm will also be of interest to prospective investors.

It is aso noteworthy, that the NEB and BCUC formulas generate slightly different
returns. For 2002, the NEB formula provided a 9.53% return to the utilities
covered by its formulawhile the BCUC formula offered a 9.13% return to the low
risk benchmark utility™. For 2003, the comparative rates are 9.79% and 9.42%.
One of the factors giving rise to the difference is the cap on equity risk premium
that exists in the BCUC formula when the forecast yield on the long-term Canada
bond falls below 6%.

Surely the use of the prices of the utility holding company shares as a proxy

for the market required return on itsregulated utility investment isa

7 On November 19, 2002, BC Gas announced the acquisition of an interest in the Express Pipeline.

18 See CAL-ATCO GTA-125 (a) in which ATCO Electric confirms the reply provided to the similar
guestion in CAL-AG-26(b) where ATCO Gas providesits calculation of the portion of assets that were
subject to regulation for the period 1989 to 2001. For Canadian Utilities the portion of assets that were
subject to regulation had fallen from a high of 97.23% in 1990 to 56.83% for 2001. For CU Inc. the portion
of assets that were subject to regulation had fallen from a high of 99.99% in 1999 to 79.29% for 2001. See
also FIRM-ATCOGTA-141(a).

¥ BC Gasisthe low risk benchmark utility, and the return on equity of other utilities covered by the
formulawill be slightly higher.
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violation of the stand-alone principle and a misapplication of the capital

attraction standard?

A On the contrary, it is the use of the most obvious tool to arrive at afair result.
TransCanadais arguing this point in its review and variance application in respect
of the RH-4-2001 decision, but there is no other route for an investor to supply

capital to the Mainline, in TransCanada' s case, but through the public company.

In many proceedings, competing proponents of the mystical art of the
“comparable earnings’ method and the “equity risk premium” method offer
complex analysis of corporate earnings, discount cash flows and select varying
time periods and geographical data sets* to estimate long term equity risk
premiums and reach divergent conclusions as to the required utility rate of return.
Some of this evidence is apparently not perceived as helpful.# In these debates
over the appropriate methods, | am reminded of the principle of “misdirection” in
magic® as the focus on method seems to overshadow the outcome of the process.
Those who would seek to misdirect regulators’ attention may be hoping that those
regulators will not place emphasis on the real world current market data, which
shows many utility holding companiesin Canada trading well above book while
earning areturn on alarge portion of those assets which is generally calculated

with reference to the book value of the rate base.

We should little wonder at the fact that so many regulators have approved an
adjustment formula when faced with differences between the company and
intervenor experts. Having heard sometimes repetitive testimony supporting a
range of recommended returns in each proceeding, and after making an award
within the ranges recommended by regulatory experts, regulators can see the

shares of the utilities trading at generous levels throughout the test period.

20 See page 19 of the Application for Review and Variance, dated September 16, 2002.

2 The evidence filed in RH-4-2001 on behalf of TransCanadarelied in large measure on U.S. data.
TransCanada al so proposed the use of the “ATWACC” method.

2 Decision 2001-96, page 57. See aso page 27-1, lines 4 to 9 of the 2003/2005 General Tariff Application.
% Misdirection in magic is the practice of directing the attention of the audience away from the movement
of the hand which is executing the trick and directing that attention toward some other object.
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In this proceeding, and the ATCO Gas proceeding which precedesit in time, we
are being directed by the applicant to focus on asingle table of bond spreads*
rather than the market to book ratios of utility companies which are earning, in

part, formula generated returns below that which the applicant seeks.

Surely, the use of the compar able earnings and the equity risk premium
methods are enshrined in the legal precedents which establish the
responsibilities of the regulatory boards?

Whilethisis primarily alegal question, the Hope Natural Gas decision relates, in
the language of its day that, “the return to the equity owner should be
commensurate with the returns on investments in other enterprises having
corresponding risks. That return should be sufficient to assure confidence in the
financia integrity of the enterprise, so asto maintain its credit and to attract
capital.”® It seems a very reasonable test, but like much of life, the devil isin the
details. The difficult task isfiguring out which companies have corresponding or
similar risk, but we should not lose sight of the goal which is the adequate return,
not the process of considering what earnings are comparable or the process of

determining the optimal datato support the calculation of an equity risk premium.

Certain of the proponents of the mystical art of the “ comparable earnings’ method
and the “equity risk premium” analysis strive to ignore the obvious. What is
obvious to meisthat the common shares of utilities are generally trading at
market to book multiples well above one. It isalso obvious that major
acquisitions of utilities are taking place by utilities and others at premiumsto the
trading market prices which were already at a premium to book value® Thereis
nothing quite like atakeover bid to demonstrate that capital is being attracted to

the rate base of a utility.

24 The Tableis found on page 27-3 of the 2003-2005 General Tariff Application.

%320 U.S. page 591 at 603. This concept has been adopted in Canadian cases as well. At page 602, the
decision aso suggests that “it is the result reached not the method employed that is controlling.”

% Recent transactions include the Duke acquisition of Westcoast, the Enbridge acquisition of interestsin
Alliance and the BC Gas acquisition of Express Pipeline.
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While we are discussing an adequate return on equity as the goal of the “ capital
attraction” test, the November 2002, filing by TransCanada of a shelf prospectus
for $2 billion in Canada, and $1 billion in the United States, covering common
and preferred shares and debt, gives evidence to their need to attract capital in the
future. Asequity tends to be more permanent capital, utilities are more frequent
issuers of debt. While much of this capital may go to ventures other than their
NEB regulated assets, there is a constant need to refinance maturing debt. Itisthe
equity return that helps underpin the debt obligations. In the absence of an equity
return, the interest coverage would approach one. In that regard, one might have
expected TransCanada and other companies regulated by the NEB formulato
have been restricted in recent years in their capital market access by the allegedly
low rates of equity return. For TransCanada, that appears not to have been the

case.”

The senior debentures of TransCanada are and have been rated by DBRS as“A”
since July 1998. The medium term note debentures of BC Gas are rated by DBRS
as“A (low)”. Thelong term debt of BC Gas Utility is and has been rated by
DBRSas“A” since at least 1992. The senior debentures of Canadian Utilities are
rated as“A” by DBRS and “A+” by S& P. Debentures of each of these firms will
trade at spreads over the comparable government bonds of similar term within the

range that ebbs and flows as demand for credit changes over time.

Do you agreethat ATCO Electric need be awarded an equity return of 11%

for its Transmission segment?®

No, | do not. The ROE resulting from the NEB and BCUC adjustment
mechanisms appear to be well within the range of what the market requires. In
other words, they are generous. Assuming that its allowed capital structureis
appropriate to its business, the 11% equity return ATCO Electric seeksis

materially above the levels which the various adjustment mechanisms allow. The

%" See RH-4-2001 proceeding transcript for February 27, 2001 at lines 820-1, where Mr. Girling of
TransCanada replies to the question “When, since early 1999, have you been unable to raise debt on
reasonable terms and conditions?’ by saying “We haven't been.”
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2002 NEB formula calculation produced an allowed ROE of 9.53% and, for 2003,
aROE of 9.79%%. The BCUC formula produced an allowed ROE of 9.13% for
2002 and a ROE of 9.42% for 2003, in each case for alow risk benchmark
utility®*. Each of these formulas operate based on expected future bond rates. Itis
clear that they did not result in allowed ROEs of 11% for 2003. Based on the
current interest rate conditions, it is unlikely that these mechanisms will generate
arate approaching 11% for 2004*. A host of utilities are able to access the
capital markets with the ROES generated by these adjustment mechanisms. In my
view, ATCO Electric has presented no realistic justification for its request for a
return of 11%, which is about 120 basis points over what is allowed to companies
regulated under the NEB adjustment mechanism.

Q.12 Arethereother utilitiesthat have been awarded or negotiated an equity
return of 11%7?

A Y es, there are examples of utilities being awarded or negotiating returns of 11%
but when discussing historical awards or negotiations it isimportant to remember
the time or business context of that decision or agreement. Whileit is difficult to
extract the equity return allowed in a*“black box” or package negotiation, there
are examples of negotiated returns of 11%. In Canada, the Alliance Pipelineis
allowed 11.3% on its 30% equity layer and in the U.S. it isallowed 10.7% ROE.*
Maritimes & Northeast is allowed a 13% return on its 25% equity layer for its

8 2003-2005 General Tariff Application, Page 27-1, line 12.

% The 2003 NEB return on equity was announced December 5, 2002.

% For 2003, see letter L-46-02 dated November 21, 2002 and for 2002, see letter L-43-01 dated November
26, 2001.

3 Using the NEB formula, which is the more generous than the BCUC formulain periods of low interest
rates, to arrive at an 11% ROE for 2004 or 2005, the 10-year forecast yield would need to rise from the
5.50% rate used in the 2002 cal culation to approximately 7.12%, assuming that the 10 to 30 year spread is
held constant at 48 basis points. To achieve an average 11% ROE for the years 2003 and 2004 under the
NEB formula, similar to the return the applicant seeks, the 2004 return under the NEB formula would need
to rise to approximately 12.2% which would require the 10-year forecast yield to rise approximately 322
basi s points from the 5.50% rate used in the 2003 cal culation to approximately 8.72%. At an interest rate
of 12.2% the equity risk premium would be approximately 300 basis points. To average an 11% return over
the 3 years, the average return under the NEB formulawould need to rise to approximately 11.61% in each
of the last 2 years, which would require the 10-year forecast yield to rise approximately 242 basis points
from the 5.50% rate used in the calculation for 2003 to approximately 7.92% in each of the last 2 years. At
an interest rate of 11.6% the equity risk premium would be approximately 320 basis points.
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first 5 years ending in 2004.* These rates of return were determined in the
recognition that Alliance and Maritimes & Northeast were new pipelines facing

different risks and were negotiated in advance of the construction.

For the sake of contrast between the ATCO Electric’ request for a 11% ROE, |
compared that request to the allowed returns of some local gas and electric
utilities and found that most had been awarded returns in the 9.375% to 10%
range®.

Q.13 Doyou agreethat there have been “significant changesin financial markets

since the equity risk premium was deter mined for 1996" *?

A It would be difficult to argue that there have not been significant changesin the
financial markets over the last few years. Investors are al too well aware of the
term ‘irrational exuberance”* and the disclosures surrounding the accounting at
Enron, WorldCom and Global Crossing. With all those changes, in some respects
we have returned to levels similar to the time when the hearing for Decision
U97065 occurred and the decision was released.*”. The TSE 300 index began
1996 at 4,768 and ranged through the year between 4,707 and 6,019, closing the
year at 5,927. In 1997, that index ranged from 5,679 to 7,210. Theindex hit a

% Alliance Pipeline Limited Partnership, Bond Rating DBRS, June 28, 2002, page 3.

% Maritimes & Northeast Pipeline Limited Partnership, Bond Rating DBRS, August 26, 2002, page 3.

% While not intending to be exhaustive, in July 2002, the BCUC alowed PNG, which had applied to
increase the risk premium spread over the benchmark rate, equity returns of 9.63% and 9.88% on segments
of its operations. Gaz Metropolitain, which is the subject of an incentive arrangement, was awarded 9.67%
for 2002 with an incentive of 0.02%. For 2002, Enbridge Consumers Gas was entitled to 9.66% under the
OEB formula. There are awarded rates outside this range, an example of which would be Newfoundland
Power which was awarded 9.05% for 2002. For 2003, Gaz Metropolitain was allowed a rate of 10.34%,
including the 9.89% formula return and 0.45% incentive for expected productivity gains. Union Gasis
under amulti-year performance based regulation arrangement. In FIRM-ATCOGTA-131, the applicant
comments on the capital structures of certain of these firms.

% 2003-2005 General Tariff Application, Page 27-2, lines 12 to 13. The reference to 1996 appears to be to
the U97065 decision in respect of ATCO Electric.

% While not necessarily the first use of the term, please see the remarks of Mr. Alan Greenspan on
December 5, 1996, found at http://www.federal reserve.gov/boarddocs/ speeches/1996/19961205.htm. While
the applicant viewed the technology bubble as a “relatively short-term phenomenon” in CAL-AG-
3(g),which the applicant confirmed in CAL-ATCOGTA-105(a), we note that the period during which Mr.
Greenspan was expressing concern about “irrational exuberance” began contemporaneously with or before
the 1996 period the applicant has used as its base for changes in financial markets.
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high of 11,388.8 in 2001 and has since retreated to alevel of approximately
5,635% as the renamed S& P/TSX composite index. On December 27, 2002, the
index had returned to 6,595. On February 10, 2003, the index closed down at
6,444. The performance graph in the Management Proxy Circular for Canadian
Utilities, dated March 8, 2002, gives us an indication of the relative performance
of the gas and electrical utilities subindex to the broader market®. This period
witnessed adramatic rise and fall in the prices of technology stocks which have
been described by some commentators as a bubble. During this period there has
also been atremendous growth in the number of income funds and trusts listed on
Canadian stock exchanges.

On the debt side, investors will be well aware that interest rates have fallen. The
monthly data for Government of Canada marketable bonds over ten years®
provided average yields during 1996 that ranged between 6.42% and 8.07%.
During 1997 they ranged from 5.78% and 7.07%. In 1998 they ranged between
5.08% and 5.78%, and the rate as at February 13, 2003 was 5.42%.

The monthly data for Government of Canadareal return bonds™ provided yields
during 1996 that ranged between 3.97% and 4.99%. During 1997, they ranged
from 3.95% and 4.34%. In 1998 they ranged between 3.85% and 4.17%. In 2002,
the monthly low was 3.25% and the rate as at February 13, 2003 was 3.14%.

Having noted the “round trip” in the equity markets and the falling interest rates, |
must say that these changes in broad indices do not mean that | accept the
proposition that ATCO Electric’s transmission segment has been disadvantaged

by changes in the capital markets. In my view, these events do not provide

3" The hearing closed in October 1996 at atime when the TSE 300 was in the 5,500 range about 14% below
current levels, and the decision was issued in October 1997 at a time when the TSE 300 was in the 6,800
range about 6% above current levels.

% October 9, 2002 close.

% For the period December 1996 to December 2001 the gas and electrical utilities subindex is shown as
outperforming the TSE 300 by aratio of 174 to 140. The Management Proxy Circular for Canadian
Utilitiesisincorporated into the record through CAL-ATCOGTA-111(c).

“0 Bank of Canada Series B14013 provides monthly data, series B114022 provides daily data. Using the
monthly series slightly compresses the range for each year since highs and lows may occur on days other
than the final day of the month.
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sufficient support for the requested increase in the equity risk premium sought by
the applicant.

Q.14 Isthereother market information which you considered relevant to theissue

of required return on equity capital?

A There are three areas of market information which | would liketo like to add to
the record. These three are the increasing investor interest in income funds and
trusts, the reversal of the major gains earned by technology stocksin the last few
years, and, the implications arising from the recent acquisition activity involving
utilities.

The first aspect, that | thought relevant to the issue of required returns on equity
capital, was the growth in recent years in the market for trusts and income funds.
These securities pay out a high proportion of the cash flow generated by the
underlying assets, an amount which is often in excess of the income earned. As
such, for tax purposes the distribution can be, in part, areturn of capital. At the
end of 1996, there were approximately 37 of these trusts and funds listed on the
TSE. By September 2002, there were approximately 137 listed on the TSX. The
market capitalization of the issued units of these trusts and funds had risen from
just over $7 billion at the end of 1996 to just over $39 billion by September 2002,
a compound annual growth rate of over 34%. The largest fund at the end of 1996
had a market capitalization of just over $700 million. By September 2002, there
were three” that each had over $2 billion in market capital and the 4 largest trusts
or funds exceeded the total market capitalization of all the trusts which had
existed at the end of 1996. In these 69 months, over 110 new trusts or funds were
launched and while the process of bringing new trusts to market may slow, it does
not seem to have stopped.® Clearly, these investment vehicles attracted a great

deal of new capital in recent years.

“! Bank of Canada Series B14081 provides monthly data, series B114018 provides daily data.

2 The 3 largest trusts were Enerplus, Canadian Oil Sands and RioCan.

“3 During the same period, a number of funds or trusts were consolidated. In the month of October 2002, 2
of the 8 new listings on the Toronto Stock Exchange were income funds or trusts of sometype. Of the 6
other new TSX listings in October, 3 were transfers from the TSX Venture Exchange. In the month of
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The table below presents the return on average equity earned by certain funds
during 1998, for the last 12 months ending September 2002, and their recent
distribution yields.*

Sept. 2002

Fund 1998 Return  Return Yield
Algonquin Power Income Fund 3.5% 3.7% 10.0%
Clean Power Income Fund® 3.2% 9.8%
Great Lakes Hydro Income Fund® 8.2% 8.0%
Northland Power Income Fund 5.6% 8.2% 9.2%
Pembina Pipeline Income Fund 3.5% 7.7% 9.6%

Average 4.2% 6.2% 9.3%

While the earned return of each fund will vary based on a host of factors,
including business cycles and commodity prices, none of the fundsin the table
above earned areturn on equity equal to that sought by the applicant. None of
these funds pay a pre-tax yield, which includes a partial return of capital, equal to
the 11% after tax return sought by the applicant, and in some cases these
distributions are up to 85% currently taxable.* For the 12 months ended
September 30, 2002, these funds earned between 3.2% and 8.2%, in all cases less
than the 11% return sought by the applicant. Without earning the return which the
applicant seeks, many of these funds have been able to attract capital .®®

November 2002, 7 of the 12 new listings on the Toronto Stock Exchange were income funds or trusts of
some type. Of the 5 other new TSX listingsin November, 3 were transfers from the TSX Venture
Exchange. See pages 5-9 of the TSE Review for October and pages 5-13 of the TSE Review for
November. During December, 2 new funds were listed, and in the initial offerings each of underwriter
groups exercised its over-allotment privilege to increase the issue size.

* The funds were listed in arecent National Post article “Betting on a Shrinking Resource”, and included
all the power and pipeline funds listed therein having approximately 12 months operating history. The
yield was calculated as the annualized value of the latest distribution divided by amid day price on
December 11, 2002.

“® Clean Power Income Fund was established in October 2001.

“® Great L akes Hydro Income Fund was established in September 1999.

“" By way of example, Pembina has indicated that approximately 85% of 2002 distributions will be taxable.
In February 2003, Northland’ s web site was estimating that 65% of its 2003 distributions would be taxable
as business income, with 35% as a return of capital. Northland Power indicated in its third quarter report
that it expects that approximately 50% of distributions will be tax deferred for 2002. In February 2003,
Great Lakes Hydro' s web site was estimating that 60% of its distributions would be taxable as business
income, with 40% as areturn of capital and tax deferred. Algonquin Power has indicated the approximately
50% of its distributions will be taxable in both 2002 and 2003. For 2001 Algonquin noted only that
approximately 71% of distributions were return of capital. Not all funds provide estimates of future tax
deferral characteristics.

“8 The Algonquin Power Income Fund filed a prospectus for $85.1 million in trust units in October 2002,
filed a prospectus for $75.2 million in trust unitsin October 2001, filed a prospectus for $65.3 millionin
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If one were to assume that the market’ s required equity return was in the
neighborhood of the 11% after tax return sought by the applicant, or even the
9.4% to 9.8% returns currently allowed under the BCUC and NEB formulas, it
might follow that income trusts averaging arate of return of approximately 6%
should be trading at a discount to book value. The table below sets out the market
to book ratio of each of the income fundsin the table above, calculated using the
guarter end market prices. Clean Power, the most recently created income fund
which began trading in mid November 2001, is trading the closest to book value.
The market prices and the history of issues by these funds, in my opinion, make a
significant statement about the adequacy of single digit returns on equity in the

current market.

Fund 30-Dec-01  30-Mar-02  30-Jun-02 30-Sep-02
Algonquin Power Income Fund 1.3x 1.2x 12x 1.3x
Clean Power Income Fund 1.0x 1.1x 1.1x 12x
Great Lakes Hydro Income Fund 1.3x 14X 1.3x 1.3x
Northland Power Income Fund 15x 1.4x 15x 15x
Pembina Pipeline Income Fund 1.3x 1.3X 1.4x 14x
Average 1.3x 1.3x 13x 13x

Q.15 Will you comment on therecent reversal of the major gains earned by
technology stocks, the second aspect which you considered relevant to the

issue of required return on equity capital?

The second aspect that | thought relevant to the issue of required returns on equity

capital in recent years was the reversal of the major gains earned by technol ogy

trust unitsin June 2001, and filed a prospectus for $65.0 million in trust unitsin January 2001. In addition
to prospectus offerings, Pembina established a Distribution Reinvestment Plan in January 2003. The Clean
Power Income Fund filed a prospectus for $75.5 million in subscription receipts for trust unitsin October
2002 and for $187.9 million in trust unitsin November 2001. The Great Lakes Hydro Income Fund filed a
prospectus for $205.8 million in trust unitsin May 2002 and for $141.4 million in trust unitsin December
2001. The Northland Power Income Fund a preliminary prospectus for $65.0 million in trust unitsin
February 2003. The Pembina Pipeline Income Fund filed a prospectus for $87.5 million in trust units and
$87.5 million principal amount of convertible debentures in November 2001 and $60 million principal
amount of convertible debenturesin March 2001. In addition to prospectus offerings, Pembina established
aDistribution Reinvestment Plan in January 2003 and estimated that it would issue $24 million in equity in
2003 under that plan. In addition to the power income funds listed in the table, the Boralex Power Income
Fund filed a prospectus for $250 million in trust unitsin February 2002, and the Calpine Power Income
Fund filed a prospectus for $230 million in trust unitsin August 2002. In some of the issues the demand
was sufficient to allow the underwriters to exercise an over-allotment right. By way of example, as aresult
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stocksin the last few years. In short, the returns on information technology stocks
have been dismal. In October 2000, the TSX information technology index hit
levelsin excess of 110. In October 2002, the same index fell to levels below 10.
Nortel may be the most famous Canadian example of the irrational exuberance
that some saw gripping the capital markets. In July 2000, its shares were trading
as high as $123 and in October 2002 they had fallen to prices as low as $0.69. In
August 2000, Nortel represented 34.59% of the TSE 300 index but by September
2002, it had fallen dramatically and represented only 0.53% of the S& P/TSX

composite index.

| believe that the poor returns on shares of companies in the technology sector isa
factor which makes the returns available under aformula similar to the NEB
adjustment mechanism quite attractive in the current market. The billions of
dollars attracted to the units of the various income funds and trusts, some of
which, as shown in the preceding tables, are not achieving the returns available

under formula similar to the NEB adjustment mechanism, confirms this view.

Can you comment on theimplications of the purchase of several utilities at

material premiumsto the underlying book value?

In recent months there have been a number of acquisitions of companies which
own regulated utilities and regulated utility assets. These acquisitions have taken
place at substantial premiumsto the trading market of the shares of the utility
owners or the rate base of the utility assets. | believe paying a substantial
premium for rate base assets indicates that the return on those assetsis in excess

of the then market requirement.

In March 2002, Duke acquired Westcoast committing approximately U.S. $8.5
billion.* Duke's offer was a cash and share offer valued at approximately $43.80.
The market for Westcoast’ s shares had been approximately $36 prior to the offer.
Westcoast’ s major assets included, in addition to the NEB regulated utilities,

of the over-alotment being exercised, the Calpine issue achieved $264 million proceeds, and the

Algonquin Power issue of October 2002 closed with $98.5 million gross proceeds.



© 00 N O o A W DN P

=
o

11
12
13
14
15
16
17
18
19
20

21
22

Written Evidence of
John D. McCormick
ATCO Electric Application No. 1275494

Page 16

interests in the Alliance Pipeline, Union Gas and Centra Gas, and a number of
power generation projects. | was interested in comparing the proposition that the
applicant’s calculation of widening spreads in utility bonds justified an 11% after
tax return equity® with the action by Duke in committing U.S. $8.5 billion in the
purchase of Westcoast. Since Westcoast, in the absence of a negotiated settlement
involving a higher or incentive rate of return, is saddled with the apparently
inadequate NEB adjustment mechanism and ROE, | could not believe that the
synergies and returns on other aspects of their business outweigh the
comparatively* low rate of return on Westcoast’s NEB regulated pipeline
investments, which Duke will acquire as part of the purchase.

In November 2002, BC Gas acquired a one-third interest in the Express Pipeline
for consideration of approximately $200 million®. In its November 20, 2002
conference call, the officers of BC Gas declined to provide arate of return on
equity when asked to do so by one analyst. They noted that they anticipated
earning $12 million in 2003 from the investment, operating management fees and
certain tax benefits which were described as “ significant”. As such, the return on
equity for 2003 appears to be approximately 6% or less. Thisreturn is based on
the full through-put volumes which were supported by a commitment of the
vendor to continue to ship volumes above committed capacity for a minimum of

two years.

In support of the acquisition, BC Gas offered 5.3 million shares to the market at a
price of $38.00.*

> The consideration was originally set out in a September 20, 2001 press release.

%0 2003-2005 General Tariff Application, Pages 27-2 to 27-3. Comments on the applicant’s manner of
calculation of the spreads appear later in this document.

*! For clarity, the intended comparison is between the NEB rate and the rate sought by the applicant in this
proceeding.

*2 The November 19, 2002, press release reported “ The consortium is paying approximately Can $1,175
million for the Express Pipeline System, including assumed debt of approximately Can $582 million”.

%3 On December 3, 2002, BC Gas filed a prospectus for an issue of $201.4 million of common shares. They
had also undertaken a private placement of approximately $100 of common shares on the same termsto
assist in the financing of the Express pipeline purchase. In November 2001, BC Gas filed a prospectus for
$188 million of Subscription Receipts for common shares.
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In our own province we have seen the recent AltaLink acquisition of TransAlta

distribution assets™. In that transaction, AltaLink paid a premium of

approximately $200 million for rate base assets of approximately $644 million.

While we do not currently have an adjustment mechanism determining the return

on equity for Alberta utilities®, AltaLink must have been aware of the recent

public record of decisions of the AEUB setting returns on equity®. AltaLink isin

the process of applying for AEUB approval of its rates.”’

Q.17 Isn'tit thecasethat, under the NEB adjustment formula, equity risk

premiumsincrease astheinterest rate expectation isreduced?

A Y es, as the table below shows, the equity risk premium increases as the

expectation of interest ratesis reduced. From a 3.30% equity risk premium in
1996, the 2002 equity risk premium increased 60 basis points to 3.90% as the long
Canada forecast yield fell 240 basis points from 8.03% to 5.63%. Effectively, the
equity risk premium allowed under the NEB formulaincreases by about 25% of

the amount of the decrease in forecast interest rates.

1995 1996 1997 1998 1999 2000200120022003

Unadjusted ROE for prior year™ A 12.2511.3410.6710.21 9.58 9.90 9.61 9.53
Long-term 30 Year forecast bond yield prior B 9.25 8.03 7.14 6.535.69 6.12 5.73 5.63
Average forecast yield 10 year Canadas [Consensus] C 7.60 6.50 5.95 5.256.00 5.85 5.15 5.50
Average yield diff. Between 10 an 30 year Canadas D 0.43 0.64 0.58 0.44 0.12-0.12 0.48 0.48
Long Canadas 30 Year forecast yield (C+D) E 9.25 8.03 7.14 6.53 5.69 6.12 5.73 5.63 5.98
Diff. Forecast Long Canadas yield (E-B) F -1.22-0.89-0.61 -0.84 0.43-0.39-0.10 0.35
Interest Rates and Equity Risk Premium Adjustment (.75*F)G -0.92-0.67 -0.46 -0.63 0.32-0.29-0.08 0.26
Unadjusted ROE for current year (G+A) H12.2511.3310.6710.21 9.58 9.90 9.61 9.53 9.79
Rounding to the nearest 25 basis point until 1997 11.25

Resulting Equity Risk Premium (H-E) | 3.00 3.30 3.53 3.68 3.89 3.78 3.88 3.90 3.81

Under the NEB formula, the maximum equity risk premium would be 5.31%

which would occur when interest rates fell to 0% and the minimum equity risk

> The transaction was announced in July 2001 and received regulatory approval in March 2002.
* A hearing on that matter is contemplated.

%6 These decisions would include the 2000-9 Decision which determined areturn on equity of 9.375%, and

U99099 (see page 328) which approved arange from 9% to 9.5%.

" In Application No. 1279345, AltalLink has sought a return on equity of 10.75%.

% The difference between 11.33% in line H for 1996 and 11.34% in line A for 1997 was rounding
recognized in alater pressrelease.
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premium of 0% would occur with the interest rates forecast to achieve arate of
21.24%.

For comparison, the BCUC formula caps the equity risk premium at 350 basis
points for returns derived from forecast interest rates below 6%™.

Isn’t the methodology® proposed by ATCO Electric similar to the method
used by the NEB in its adjustment mechanism?

The methodology is both similar and different. The NEB began with a starting
period and estimated a forward bond yield and established an equity risk premium

at that time which was intended to apply going forward for an indefinite period™
subject to annual adjustments. In subsequent years, the equity risk premium

changes inversely by 25% of the change in interest rates in an estimate of a 30-

year Canada bond and the overall equity return varies by 75% of the change in the
estimated 30-year yield. The NEB estimate of the 30-year Canada bond is
derived from a published 10-year Canada forecast and the then current spread

between 10-year and 30-year Canada bonds. The return on equity is the revised
equity risk premium plus the estimated 30-year Canada bond yield. ATCO
Electric looks back and identifies a Board decision when it approves of the
allowed equity risk premium in the context of the then bond rates and compares

the average interest rates achieved on Canada and Utility bonds based on month

end data going forward. They recommend adjusting the 2003/2004 equity risk
premium by an amount equal to the whole change in interest spreads from the
initial period, rather than the factor used in the NEB formula. Finally, ATCO
Electric derives their estimate of the 30-year Canada bond from a published 10-
year Canada forecast and adds the “normal spread” between 10-year and 30-year

% See page 24 of the August 26, 1999 Decision of the BCUC, “Return on Common Equity for a
Benchmark Utility”.

€0 2003-2005 General Tariff Application, pages 27-2 and 27-3.

®1 See page (ix) of the RH-2-94 Decision where the NEB did not set any time or interest rate boundaries on
the adjustment mechanism.
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Canadabonds. The return on equity derived by ATCO Electric isthe revised
equity risk premium plus the estimated 30-year Canada bond yield.

While noting that the application proposing this methodology is only to apply to
the 2003/2005 years, | would offer two observations on itsresiliency. Wereit to
be proposed as aformulato cover agreater period of time, it would result in more
volatile changes in the equity risk premium due to the inclusion of the whole
changein interest rates rather than the factor used in the NEB formula. As actual
spreads can be either positive or negative and may vary from the norm materially,
using a“normal spread” will make the result less sensitive to current market

conditions.

Do you agree with the methodology® used to support the 11% return on
common equity described in section 27 B?

No, | do not. The applicant has not addressed whether its base year 1996 was a
normal year® nor has it accounted for any variationsin interest rates that arise
between the prevailing interest rates and spreads in the specific month in which
the Board heard evidence or delivered its decision and the averages for the year
1996.

The applicant has used annual averages of monthly Canada and Utility yields for
all but the last data point which is described as being of June 14, 2002.*

The applicant wishes to determine its return on equity based on a Consensus
Forecast® interest rate. Asforecasts are rarely achieved, the results more often
being higher or lower rather than right on the estimate, there may be some
variance between the then forecast and the achieved rate. Its analysis, though, is
premised on its calculation of the increasing difference in annual average of

achieved monthly Canada and Utility yields. The applicant has not explained

62 2003-2005 General Tariff Application, pages 27-2 and 27-3.

% The extended table attached as BR-ATCOGTA-41 suggests that 1996-1997 period was the low point for
Canadato utility bond spreads since 1975.

% See CAL-ATCOGTA-108(f).

% Recent Consensus Forecasts are attached to CAL-ATCOGTA-56.
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whether the 7.5% Canada long term Bond rate for 1996 set out in the table on
page 27-3 was coincidentally equal to the forecast rate for 1996, similar to the
June 2002 Consensus Forecast rate of 6.10% upon which the applicant then builds
its calculation, or adjusted its calcul ation to address the variance in forecast and
achieved Canada rates to the allowed return on equity. Infact therisk freerate
put in evidence by the applicant’ s witness in the U97065 proceeding was 8%.%

The applicant relies on A rated Utility bond yield data from one source”, CBRS,
up to August 2000 and thereafter a second source, the Globe and Mail, without
demonstrating that the second source of data would have provided consistent
information for the earlier period. Calgary provided an opportunity for the
applicant to demonstrate the consistency of method in CAL-ATCOGTA-
108(g)(ii) in asking for an extension of datato January 1996. Being mindful that
the source of the datais Monday editions of the Globe and Mail®, the applicant
replied “Neither ATCO Electric or Foster Associates have access to the data for
the sampleidentified in BR-ATCOGTA-42(a) prior to September 2000.”
[Emphasis added.]

The applicant aso relies upon the validity of the sample of bonds used to develop
the A rated utility debentures rate for September 2000 and thereafter, but it is not
clear the extent to which this sample has been biased upward by the exclusion of
shorter term bonds and the extent to which increased spreads within the sample
are the result of company specific events® such as downgrades™ which may be
related to non-utility activities.

% See Decision U97065 page 239. At page 234, the Board chose to use arisk free rate based on long-term
Canada bonds, in the range of 7.5% to 8% to which a spread of 25 to 50 basis points was added, resulting in
arange of utility debt of 7.75% to 8.5%. It isimportant to remember that the decision in U97065 was
rendered October 31, 1997. Applications were filed in late 1995, and after an attempt at a negotiated
settlement, the matter was heard from July to October 1996.

" The Utility Bond yield data up to August 2000 isidentified as CBRS datain BR-ATCOGTA-42(a).
While the subsequent data is described as being drawn from a Foster Associates data base extracted from
information published in certain Monday editions of the Globe and Mail.

% See CAL-ATCOGTA-108(c)(V).

% Although CAL-ATCOGTA-108(c)(iv) requested the data points used in the Utility debenture data, a
similar question in the ATCO Gas proceeding, CAL-AG-6, elicited a broader reply. Whiletheincreasein
yields quoted in CAL-AG-6(a2) for issues existing from September 2000 to October 2002 averages 38
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Prior to September 2000, the utility bond sampleisa CBRS A rated utility group.
In BR-ATCOGTA-42(a) we see that 4 of the 20 bonds and 4 of the 10 issuersin
the sample are described as being rated BBB+ in November 2002.

The utility bond sample subsequent to August 2000 excludes a number of issuers
which would have met the applicant’ s criteriafor inclusion set out in CAL-
ATCOGTA-108(d)(iv), “Utility issues were viewed as eligible if they were rated
A by either rating agency.”™ Effectively, the Utility Bond series developed by the
applicant is closer to a*“benchmark” series, since only afew bonds were included
in that sample, while the Canada seriesis an un-weighted average of the
preponderance of all Canadian government bonds over 10 years™.

basis points per issue, the change was not universal. The three Enbridge Consumers Gasissues traded at
marginally lower rather than higher yields. Two issues, EPCOR and TransAlta, each of which have been
downgraded to BBB+ by S& P and for that reason should not be included in the A utility sample, accounted
for 251 of the aggregate 643 net basis point change, approximately 39%. Including the other two issues that
were downgraded, BC Gas Utility and Nova Scotia Power, accounts for 333 of the total 643 basis point
change, approximately 52%.

" For the 10 issuers identified in BR-ATCOGTA-42(a) there were downgrades by DBRS in respect of two
and downgrades by S& P in respect of eight. S& P increased the ratings of Westcoast and Union Gas.
TransAltawas downgraded 2 rating categories from A(high) to A(low) by DBRS and 3 rating categories
from A+ to BBB+ by S&P. At November 2002, four of the 10 issuersin the table had split ratings with one
rating in a BBB category while at the beginning all were A rated by both rating agencies. In CAL-
ATCOGTA-134(a) and BR-ATCOGTA-44(f) the applicant supplies data with respect to changesin spread
between various A rating categories which would explain, in part, the increasing spreads over Canada
bonds of the 8 firms downgraded by S& P.

™ While not intending to provide a complete list of A rated utility issues omitted from the ATCO Gas data,
S& P rated Canadian Utilities, CU Inc., Hydro One, Maritime Electric, Newfoundland Power and Nova Gas
Transmission in the A category at year end. DBRS in addition, as at December 27, 2002, rated certain of
the debt instruments of the following issuers within the A rating category: Alliance Pipeline A(low); Aquila
Networks Canada (Alberta) A; Caribbean Utilities A(low); Express Pipeline A(low); Maritimes &
Northeast Pipeline A; Trans Mountain Pipe Line A(low). Yields on bonds of various terms greater than 10
years for Alliance Pipeline and Maritimes & Northeast Pipeline appeared in the Globe and Mail issue of
Monday, October 28, 2002. While these issuers may have a split rating currently, at some prior period they
may have been downgraded by CBRS/S& P and prior thereto would have properly fit within a CBRS/S& P
“A” bond rating group. Since ATCO Electric was apparently attempting to extend a data series which was
an average of 10, 20 and 30-year term bond yields over a period of time, the selection of appropriate bonds
to estimate each of the 10, 20 and 30 year terms would exclude, at various times, the issuers for which
trading information or bonds of appropriate maturities were unavailable, but should include bonds of aterm
less than 25 years.

2 Real Return Bonds are some of the few bonds excluded from the B14013 series. Government of Canada
marketable bond series like B14013, are unweighted arithmetic averages of the yields on all direct debt
payable in Canadian dollars with the exception of Canada Savings Bonds, Real Return Bonds and, in some
cases, extendible issues.
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The applicant has assumed that as spreads increase between mismatched series of
Canada and utility bonds, so too must the equity risk premium, basis point for
basis point without providing support for that proposition. Neither the NEB nor
BCUC formula assumes one for one changes in equity risk premiums as the risk
free rate changes.

Finally, thereis no proof offered as to the superiority of using the “normal
spread” between 10 and 30 year Canada bonds as opposed to the current market
spread, nor why it is appropriate to add a“normal spread” to atime specific
spread between Long Canadas and Utilities bonds™.

Q.20 Areyou satisfied that the use of the U97065 decision concerning 1996 isthe
appropriate starting point for the adjustment to the equity risk premium?

A No, | am not. In focusing on the U97065 Decision, the applicant appears to
ignore the more recent U99099™ and 2001-96™ decisions which came to asimilar
conclusion asto equity risk premiums at a time when this table shows wider bond
spreads more similar to the recent market. The applicant appears to have chosen
1996 in part due to it being nearly the low point in its calculation of the spread
between annual averages of long Canada bonds and the CBRS A utility series.”
This methodology attempits to relate the decision with respect to equity risk
premium to annual averages which differ from the interest rates used in the
Board sdecisions. In that respect the applicant istrying to look back and put a

square peg in around hole.

In my evidence in the ATCO Gas proceeding, to examine the resiliency of this
method, | suggested that we also look at how the ATCO method might have

% See CAL-ATCOGTA-109(c) and itsreply.

™ See page 327, Decision U99099, related to certain electrical utilities. “The Board notes that the risk free
rate is some 200 basis points lower than the risk free rate in 1996. The Board is persuaded that the historical
data relating to market equity risk premium to the risk free rate does not indicate there exists a significant
variation in risk premium over the range of interest rates experienced since 1996. For the purposes of this
Decision, the Board is not persuaded that it should reflect any inverse relationship between interest rates
and the equity risk premium that may or may not exist when the risk free rate drops from 7.75% to 5.75%.”
" See page 59, Decision 2001-96 related to ATCO Gas, in which the Board established aforecast long
Canadarate of 6% and an arate of return on common equity implying an equity risk premium of 3.75%.

® See BR-ATCOGTA-41.
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applied to the decision of the Board in E93004 concerning the 1992 and 1993
Canadian Western Natural Gas Fair Return hearing which also set the return on
equity. | repeat those comments here, because they demonstrate that the decisions
of the Board are made on company specific parameters, not the average bond
spreads of agroup of utilities. The importance of using company specific
parameters should be clear in the admission that there are yield differences
between A(high) and A(low) company’s bonds”. The annual average of all A
rated utilities would obscure those differences potentially benefiting some and
penalizing others. These comments also point out importance of timing in
regulatory decisions. In some decisions, the record closes early in the test year. In

others, the record may not close until late in the period or even beyond™.

The E93004 decision was issued in February 1993 after the filing of evidencein
April and May 1992, and a hearing in June 1992, The table below provides the

" See CAL-ATCOGTA-108(e). If the equity risk premium is based on the spread between Canada bonds
and a sample of A rated Utility bondsis based on the annual average of month end yields of a sample of A
companies ranging from A(high) to A(low), the equity risk premium will be affected by the ratings changes
of the financing companies rather than the utilities which may be a portion of their businesses. The mix of
A(high) to A(low) ratings may change over time related to factors independent of the utility operations. A
change in the mix of companiesin each rating category would alter the calculated equity risk premium
determined under this method irrespective of the risk a particular company faced. In BR-ATCOGTA-44(f)
we are given an indication of how important the mix of the various classes of A credits could be. In that
reply, for 30-year term debt, the increased spread isindicated as 86 basis points between A(high) and
A(low). In CAL-ATCOGTA-134(a) for 20-year term debt, the increased spread is indicated as 40 basis
points between A(high) and A. CAL-ATCOGTA-134(a) did not request a spread for A to A(low).

8 See page 65 of Decision 2000-9, “the Board is of the view that the appropriate risk-free rate related to
long Canadabonds is 6.7 per cent for 1997 and 5.6 per cent for 1998. These yields are based on actuals for
1997 and the most current data available at the time of the proceeding.” The 2000-9 decision concerning
Canadian Western Natural Gas was issued after the first year of the test period. The Board did know the
actual risk freerate for 1997 and had several months of actual 1998 results available to it. Neither of the
values expressed in the table on page 27.3 for Long Canada bonds for 1997 and 1998 are the values on
which the Board made its decision in 2000-9.

" See page 15, Decision E93004.
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data for 1992 which would have been used to calcul ate the average for that year
that appearsin BR-ATCOGTA-41.

A Rated LT 10+ CDA BONDS Spread

January-92 10.42 8.92 1.50
February-92 10.50 8.97 1.53
March-92 10.87 9.28 1.59
April-92 10.94 9.51 1.43
May-92 10.17 9.17 1.00
June-92 9.91 8.87 1.04
July-92 9.26 8.21 1.05
August-92 9.19 8.19 1.00
September-92 9.73 8.53 1.20
October-92 9.51 8.33 1.18
November-92 9.96 8.66 1.30
December-92 9.69 8.54 1.15
Average 10.01 8.77 1.25

While the numbers in the table above may be of historical interest, they are not
the numbers upon which the Board' s decision was based, since about half of them
occurred after the hearing closed. So to subsequently attempt to relate the

Board’ s decision to some average for the year, asis the practice in the ATCO
method, islikely aflaw inlogic. At the time of the E93004 hearing, the Board
identified the risk free rate as 9%.%° None of the monthly A rated Utility yields,
nor the annual average for 1992, are 9%. The Board also noted that the Company
would be able to finance at 70 basis points over a 10-year Canada. The Board
reached its decision on company specific parameters, not the average annual yield
of A rated utility bonds. In reaching its determination of equity risk premium, the
Board allowed 325 basis points, allowing CWNG areturn on equity of 12.25%.

We know the Board determined that the appropriate equity risk premium for 1992
was 325 basis points. Were the formula suggested by the applicant to have been
applied to the 1992 numbers, because the average 1992 spread is 125 basis points,
approximately 65 basis points greater than the applicant’s 1996 base year's
spreads of approximately 60 basis points, we would need to increase the equity
risk premium granted in that year from the applicant’s 1996 base year’s 375 basis

8 See page 232, Decision E93004 lines 1 through 3.
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points to 440 basis points (375+65 basis points). The applicant’s method is
driven solely by the change in spreads rather than the more complex relationships
between spreads and estimates of future risk free rates which are used in the NEB
and BCUC formulas. The applicant’s method would provide an equity risk
premium approximately 115 basis points (440-325=115 basis points) greater than
that awarded by the Board for 1992. While readers may object to looking back,
the same 440 basis point equity risk premium result would be obtained in afuture
year where the anticipated risk free rate was 9% and the A utility spreads were
125 basis points.

Do you have any observations on theinterest rate data points which

appeared in the Table on page 27.3?

Yes, | believe that it has an inherent inconsistency which renders suspect the
conclusions that are based upon the data. In BR-ATCOGTA-42(a) the applicant
notes that for the period up to August 2000, the datain the Table was the average
of the “month-end yields on the 10-, 20- and 30-year A rated Utility Bond”#
using CBRS data. For September 2000%? and forward, the data represented the
month end yields of certain utility issueslisted in BG-ATCOGTA-42(a)®.
Unfortunately for consistency, the bonds used in the later part of the data contain

no 10 or 20-year issues,* do not represent the full spectrum of utility issuers® and

8 BR-ATCOGTA-42, response ().

8 |t was not clear to me why the CBRS published 10, 20 and 30 year A utility bond data for September
2000 was not used. Those rates were, respectively, 6.67%, 7.02% and 7.37%. They would average 7.02%
while the data point for September 2000 in the CAL-AG-6(a2) table filed in the ATCO Gas proceeding is

7.09%.

8 While the list presented in BG-ATCOGTA-42(a) may list bonds that were used in most of the months
beginning in September 2000, the Enbridge 6/18/32, Gaz Met 10/30/30, and the Westcoast 3/20/31 bonds
were not issued in September 2000 and for that reason could not have been part of the average in that

month.

8 |n CAL-ATCOGTA-108(g)(i), the applicant notes that its data after August 2000 was based on maturities
of 25 or more years. This restriction makes the comparability an issue and were it not employed, bonds
such asthe Consumers Gas 10.625% July 2012 the Hydro One 5.77% November 2012 and the Canadian
Utilities 9.92% April 2022 maturities are examples of a bonds the maturity dates which could provide
indications of the missing 20-year and 10-year data points. For alist of maturities, prepared by the
applicant, of other instruments of those issuers listed in its BR-ATCOGTA-42(a) attachment please see
CAL-ACTOGTA-108(h)(i). For other CU or CUL maturities see schedule 26-E-2.
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exclude issues by the applicant’ s financing affiliate. In CAL-ATCOGTA-
108(g)(i), we are advised that the data for “ September 2000 to present isthe
average yield for asample of long-term A- rated issues (25+year s to maturity)
maintained by Foster Associates.” [Emphasis added]. Several inconsistencies
with the two data groups are made clear with that statement. The first
inconsistency isthat second group excludes the shorter term issues. With a
normally sloped yield curve, when averaging yields of utility bonds, excluding
shorter-term issues inflates both the result and the calcul ated spread off the long
Canada bond index. At September 2000, the then outstanding bonds in the then
samplein BR-ATCOGTA-42(a) spreadsheet have an average life of
approximately 27.6 years. By November 2002, the average life of the selected
bonds had fallen only to 25.9 years, as aresult of the passage of time being partly
offset by the addition of three new 30-year issues.

The degree of upward bias that results from ignoring utility bonds of 10 and 20-
year maturities in the later part of the data will depend on the slope of the yield
curve, but the applicant gave us a partial indication of the “normal spread between
10 year and 30 year GOC Bonds’ which was estimated at 30 basis points.®
Another indication of the upward bias can be found in BR-ATCOGTA-44(f) in
which the applicant provides an estimate of the “new issue average spread
indications” for utility bonds over benchmark Canada bonds in the 10 and 30 year
terms. The 10-year term is presented as having a 35 to 48 basis point spread
advantage over the 30-year term depending on the category of the A rating on the
spread over Canada bonds.”

The second inconsistency with the data before and after August 2000 is that
second group excludes some of the A issues, by virtue of the fact that the
subsequent data is drawn from “asample of long-term A- rated issues’. By

& | n addition to excluding bonds in the 10 to 20-year maturity range, the data for September 2000 and
thereafter excludes the bonds used to finance the applicant. | believethat it is unlikely that the CBRS data
would have excluded those bonds from consideration while they were rated within the A category.

8 2003-2005 General Tariff Application, Page 27-3, lines 12 to 13.

8 See also CAL-ATCOGTA-134(a).
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ignoring many of the A issues after August 2000, whether by choice of the
arbitrary 25 year minimum?® or otherwise, the spreads between Canada bonds and
utility bonds may appear wider than they otherwise would. The applicant has
selected afew relatively long-term utility bonds to compare to an unweighted
average of most of the government of Canada issues over 10 years. Assuming a
normally sloping yield curve, one would expect the spreads to appear to widen
whenever you compare a group of 25 to 30-year bonds, to a group of 10 to 30-

year bonds.

In addition to the general concern related to the exclusion of shorter term issues,
the rational for the choice of particular bonds is not made clear. Certain issuers
have several issues while others have only one of those issues that might have
fallen within the 10 to 30 year scope of the CBRS series. In CAL-ATCOGTA-
108(h)(ii), we are told that while “no specific weightings were selected; however,
an attempt was made to ensur e that the long-term issues of a broad spectrum of
A-rated utilities were represented, but that the data for a single company did
not dominate.” [Emphasis added] The principal amount of bonds for companies
in the sample ranges from $97 million from one company to $490 million from
another. Of the 10 identified corporate groups, the company or group with the
least principal represented 4% of the sample while the greatest represented 22%.

The utility bond data up to August 2000 isthe CBRS A Utility series. During the
time it published that data, CBRS also published a BBB Utility series. Asfour of
the issuers were downgraded by S& P at various dates® between September 2000
and November 2002, | believe that it isunlikely, had that firm continued to
publish its bond yield data series, that they would have continued to include the
securities of those downgraded issuersin the “A” series. It appears that the

8 |n CAL-ATCOGTA-108(k), we were informed that the CU bonds were excluded from the determination
of the continuation of a CBRS 10 to 30 year average since “None of the CU Inc. issuesreported in the
Globe and Mail at the time the A rated series was started in September 2000 had a maturity date of at least
2025."

8 CAL-ATCOGTA-108(g)(iii) notes the dates of the downgrades of four issuers. While they have
apparently adjusted the average yield to remove the downgraded companies, this would increase the
dominance of several of the few remaining companies.
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applicant may agree with that conclusion, since it advisesin CAL-ATCOGTA-
108(i) that “it is unlikely they [CBRS] would have included bonds they rated

below A-“ in an A bond data series.

In an attempt to quantify the upward bias of the ignoring shorter term issues and
including certain BBB rated issuersin the latter data, on October 1, 2002, |
accessed a data stream published by Bloomberg which estimated A and BBB
Utility bond yields. The table below compares the October 1, 2002, 10, 20 and 30
year indicated yields to the result calculated for September 30, 2002 in CAL-
ATCOGTA-108(g)(iii), suggesting an upward bias of approximately 74 basis

points.
A BBB®
Term 1-Oct1-Oct
Bloomberg 10 6.13 6.48

20 6.61 7.30

30 6.84 7.43

average 6.53 7.07
Sept 02 schedule CAL-AATCOGTA-108(qg) 7.27
variance .74

In alimited number of instances, when | compared the yield data to data available
from sources available to me, | found variances which may have been due to the
use of different pricing sources or method of calculation.

While over some time period the spreads between 10-year and 30-year Canada
bonds may average 30 basis points, the spread at any particular time may vary
from thisnorm. The CBRS Data for the month of March 2000” would provide a
good casein point. The 10-year GOC bond showed ayield of 5.92% while the

% After reviewing the IR repliesin the ATCO Gas application which in content were similar to the CAL-
AL-6 and BR-ATCOGTA-42, on November 26, 2002, | examined the list of instruments used by
Bloomberg to develop the BBB rated yields and noted that the list included the EPCOR June 2029 and the
TransAlta October 2029 issues used in the Foster Associates A rated group.

" In my evidence filed in the ATCO Gas proceeding | observed calculation errorsin the applicant’s
Canadian A Rated Utility Debenture yields, one of which was the March 2000 data point for the average of
the 10, 20 and 30 year A utility bonds appearing in the CAL-AG-6(b) attachment. The applicant had
calculated a 6.58% yield for March 2000. | calculated the data point to be 6.84% based on the respective
10, 20 and 30 year A utility bonds rates of 6.67%, 6.85% and 6.99%. ATCO Electric has now corrected this
data point and, although not discussed in our earlier evidence, the August 1996 data point. The corrections
contained in CAL-ATCOGTA-108(g)(i) would result in small differences in the values presented in the
table on page 27-3.
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30-year was shown at 5.74%. The spread at this date was negative. Negative
spreads can occur for a number of different reasons including market perceptions
of restriction of supply of bonds which can arise as aresult of the then

expectations of government surplus reducing financing requirements.

Why are you concerned with adding a normal 10-year and 30-year spread to

the current market for forecast 10-year bond rate?

My concern with this method is that it accepts one element which is based in part
upon current market conditions and, rather than taking the currently observable
spread asis done in the NEB and BCUC formulas, then adds a normalized rate.
In the period the NEB has used its adjustment mechanism, the 10-year to 30-year
spreads have varied from —12 basis points to +64 basis points®. Applying a
normalized spread over those years would have altered the forecast of 30-year
Canadas by over 30 basis points, which does not seem to me to be particularly
responsive to the then current market conditions.

Do you agreethat “significant changesin financial markets since the equity
risk premium was determined for 1996 ... indicate that an increasein the

equity risk premium iswarranted” 7%

If the increase contemplated is sufficiently large so as to take the return to 11%,
no, | do not. In the table which earlier presented the NEB formula returns and
resulting equity risk premium, there is a small increase in the equity risk premium
caused by changing interest rates between 1996 and 2003. | am of the opinion
that the NEB adjustment formularesults in arate of return on equity that is well
within the market requirements. In other words, it is generous. The table below
sets out the market to book ratios for TransCanada, and for comparison Canadian
Utilities Limited, calculated based on year end financial statements and the year
end share prices. Other than the 1999 data point for TransCanada, one cannot
help but observe the market to book ratios are well over one. The 1999 data point

2 See line “D” in the table showing the calculation of the NEB return on equity, above.
% 2003-2005 General Tariff Application, Page 27-2, lines 12 to 14.
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for TransCanada was affected by, among other things, $700 million in write
downs related to its unregulated investments and a cut in the dividend which was
announced on December 8, 1999.
Market to Book Dec-96 Dec-97 Dec-98 Dec-99 Dec-00 Dec-01 Mar-02 Jun-02 P02
TCPL 16x 20x 19x 12x 16x 17x 19x 20x 1.9x
CU 16x 21x 23x 17x 21x 19x 21x 21X 2.0x

NEB ROE 11.25% 10.67% 10.21% 9.58% 9.90% 9.61% 9.53% 9.53% 9.53%
ERP 3.30% 353% 3.68% 3.89% 3.78% 3.88% 3.90% 3.90% 3.90%

Under the premise that aregulated utility must have the ability to access the

capital markets by offering an appropriate return that will alow it to finance at a
price that represents at |east book value, the market to book ratios in the above
table appear to be well in excess of the minimum standard. Some small reduction
in the allowed ROEs would appear to be possible without endangering the
strength of the balance sheets of the utilities governed by the NEB formula.

In the RH-4-2001 proceeding, TransCanada made a similar argument™ suggesting
that the changes in the competitive environment and financial markets warranted
anincreasein their ROE. The NEB did not increase their ROE®, apparently
rejecting that argument. Fortunately or unfortunately, the market recognizes the
changes to which companies are exposed in the stock price on a minute-by-minute
basis. TransCanada, the public entity which ownsthe Mainline, is followed by a
host of equity analysts,* several bond rating firms and thousands of investors”
and potential investors, all of whom to some degree make up the “market” and

affect securities prices with their behavior. The “market” has been aware of the

% In the Additional Written Evidence of TransCanada PipeLines Limited, November 2001, filed in the RH-
4-2001 proceeding, at Page 3 of 9, Answer 3, lines 3 to 5, TransCanada observed that “changesin the
competitive environment, combined with devel opments in financial markets, warrant an increase in the fair
return of the Mainline.”

% The NEB did alow an increase in the equity layer from 30% to 33%. See page 59 of the RH-4-2001
Decision.

% On December 26, 2002, the TransCanada web site showed 10 Canadian based and 2 US based analysts as
providing research on TransCanada including, BMO Neshitt Burns, CIBC World Markets, Credit Suisse
First Boston, Edward Jones, FirstEnergy, Goldman Sachs, J. P. Morgan, National Bank Financial,
Raymond James, RBC Capital Markets, Scotia Capital and UBS Warburg.

%7 Page 68 of the TransCanada annual report for 2001 shows 36,350 registered shareholders up from 30,758
in the prior year. Registered shareholders represent afraction of the total shareholders since many
shareholders will own their shares through accounts registered with an investment dedler.
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development of other pipelines for years.”® The “market” is made aware of the
economic, competitive and political developments and regulatory changes
through a host of communication options®. The “market” is aware of the return to
which the Mainlineis entitled under the adjustment mechanism and may
anticipate the result in advance of publication since the formulas are known.*®
The “market” is aware of a cornucopiaof alternative investment opportunitiesin
utilities and other industries in Canada and internationally and, with all this

knowledge, still awards TransCanada a large premium over its book value.
BC Gasissimilarly well followed in the investment community.***

Canadian Utilities Limited is also followed by a number of equity analysts'®,
bond rating firms'® and a host of investors and potential investors. The market
should be well aware of the transmission business of ATCO Electric through the
Canadian Utilities Limited public disclosure documents including its Annual
Information Form, Annual and Quarterly reports.

% |In the RH-2-94 decision that gave rise to the current adjustment mechanism, the Board observed at page
8, that “ TransCanada noted that it can no longer be viewed as a monopoly with respect to deliveries to
eastern Canadian markets since it faces increased competition from alternative pipelines and supplies,
including U.S.-sourced supply. TransCanada pointed out that eastern Canadian local distribution companies
(“LDCgs") are diversifying their gas supply portfolios to include, in some cases, up to 30% U.S.-supplied
gas and are proposing new pipeline facilities to connect their franchise areas with U.S. supply and storage
facilities.”

Among other proposals, applications and decisions throughout the period, on July 3, 1997, Alliance
Pipeline Ltd. applied for the necessary certificates and authorizations to construct the Alliance Pipeline
which was authorized in decision GH-3-97 issued in November 1998.

% See page 27-9 of the application at lines 7 and 8.

100 The NEB, on December 8, 2000, announced the approved rate of return on common equity of 9.61% for
the year 2001, on December 6, 2001 announced the approved rate of return on common equity of 9.53% for
the year 2002, and on December 5, 2002 announced the approved rate of return on common equity of
9.79% for the year 2003. Since the formulas are known, and as the inputs become known the results may be
estimated and anticipated by market participants.

191 On December 11, 2002, the BC Gas web site showed 9 analysts as providing research on the firm
including, BMO Neshitt Burns, CIBC World Markets, Credit Suisse First Boston, Edward Jones,
FirstEnergy, National Bank Financial, Raymond James, RBC Capital Markets and Scotia Capital.

192 Bloomberg, as of October 1, 2002, showed analyst coverage by BMO Nesbitt Burns, CIBC World
Markets, Credit Suisse First Boston, Edward Jones, RBC Capital Markets, Raymond James, Scotia Capital.
103 Canadian Utilities Limited is rated “A” and CU Inc. israted “A(high)” by DBRS and S& P rates both
companies “A+". Ratingsinformation is attached to BR-ATCOGTA-51 and FIRM-ATCOGTA-135 and
referred to in the application at line 13 on page 27-14.
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Q.24 Doyou agreethat thebusinessrisk of ATCO Electric has materially
increased since 1993 as “ evidenced by ... an increased risk of franchise
loss” 1*?

A. ATCO Electric’s franchise loss discussion appears to focus on the loss of
distribution franchises and for that reason this allegation of increased risk is of
little relevance to its Transmission segment. For that reason, | concluded that the
allegations of increase risk of loss of distribution franchises did not operate to

materially increase the risks of the Transmission segment.

Even if the loss of distribution franchises were material to the risks of the
Transmission segment, | did not view that risk as significant since the key issue
for mein the distribution franchise loss discussion is the price at which the
company isto be bought out by the relevant municipality. In my view the
analysis of the risk of franchise loss must start with the question “is there

harm” 2% In my mind using the word “risk” to describe the probability of an
event that may not harm you isamisnomer. |If the buyout priceisat a price equal
to or greater than book, plus the cost of termination of redundant employees and
unbundling any debt financing [all on an after tax basis|, | am hard pressed to
understand that the company would have suffered any significant harm'®.

104 2003-2005 General Tariff Application, Page 27-5 lines 17 to 19. See also BR-ATCOGTA-45 where the
applicant refersto “forced sales’ rather than less colorful terminology relating to the exercise of an option
by a party to an agreement.

1% CAL-ATCOGTA-116 sought information as to the quantification of franchise option prices and was
advised that no formal analyses have been performed and that to do so would entail significant effort.

196 A high price may represent an impediment from a purchaser’s point of view. On page 2 of the Airdrie
letter to Grande Prairie which is partly attached to CAL-ATCOGTA-112(a), the author observes that in the
event that the cost of purchaseis “replacement of a system under existing development conditions ..., no
municipality, or business for that matter, could make a business case to purchase its system.” While the
applicant has not provided us with a numerical estimate of the purchase price for any of itsindividual
franchises under the terms of the applicable agreements, if we assume that they are insuring the distribution
assets for an amount approximately equal to the replacement cost, the insured values disclosed in FIRM—
ATCOGTA-121 are 196% of book values, which may provide an estimate of the applicant’s view of the
replacement cost. Were that representative of the values required under the purchaserightsin the
distribution franchise it would suggest that the applicant anticipates a material gain on the disposition of a
franchise. The analysis notes ahigher ratio to book for the insured value of Transmission assets to book
value, and while explaining that thisis duein part to some $88 million in underground distribution lines, it
is not clear whether that amount affects the numerator and the denominator or just the numerator of the
fraction.
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The public disclosure documentation'’ related to the distribution franchises shows
them to be long-term arrangements with the option exercise price to be set by the
regulator in the absence of a negotiated agreement™®. The applicant has suggested
that the “traditional method of valuation is based on Reconstruction New less
Depreciation”*®, although no source for this contention was offered, perhaps
because “ ATCO Electric has never “lost” afranchise.”** In the one case of a
franchise being lost in the last 30 years, it appears that ATCO Gas received an
amount greater than its book value. Although information requests™* attempted to
have ATCO Electric demonstrate what would be the financial consequence of the
sale of some distribution franchise assets, the applicant did not provide a
guantitative reply. Considering the assertions of serious jeopardy of the loss of a
single franchise and the increasing importance of this matter, it is quite puzzling

to learn that the impact of the loss has not been quantitatively assessed.

| was interested in the contrast between the dire warning found in the application,
“the loss of amajor franchise like Grande Prairie would challenge the viability of
the Company” ,**? with the proportion of total revenue and ATCO Electric
distribution rate base represented by Grande Prairie, which are respectively 7.9%
of distribution revenues and approximately 8% of distribution rate base."*®
Distribution revenues and rate base are merely a portion of the company as a
whole. Clearly, the sale of any portion of the business would, to the extent not
mitigated by staff, cost reductions or the redeployment of the proceeds, require
some portion of the fixed or administrative costs to be allocated over a smaller

197 See CAL-ATCOGTA-111 (b) & (c) which incorporate certain public disclosure documents into the
record.

108 See CAL-ATCOGTA-114 (c & d).

199 See CAL-ATCOGTA-114 (d).

10 See CAL-ATCOGTA-115 (i-m).

1! See CAL-ATCOGTA-116(b).

12 See 2003-2005 General Tariff Application, page 27-7 at lines 24 and 25.

113 See CAL-ATCOGTA-116 (a).

14 Using the mid year rate base estimates for the mid year of the test period, 2004, the distribution rate base
of $759.1 million is approximately 49% of the total ATCO Electric transmission and distribution mid year
rate base.
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revenue base. That being said, to suggest that a sale for value, under an option*
that was one of the terms of the relevant contract, of 4% of the total distribution
and transmission rate base would challenge the company’ s viability seemsto
suggest amuch weaker entity than one with an equity layer over 35%"°. The
warning attached to the sale of the Grande Prairie franchise seems puzzling
compared with the absence of concern arising out of the sale of the retail energy
business which must have generated some revenue to attract a purchase price
estimated to be $128 million.*’

Has Canadian Utilities Limited revised the disclosurein its Annual
Information Form to alert investorsto the fact that businessrisk of ATCO
Electric has materially increased since 1993 as “ evidenced by ... an increase
risk of franchise loss’ **?

Not materially. The applicant admits that the disclosure, to alert the capital
markets to the risk it alleges to exist in this application, has not been revised,
saying “ There has been no material change in the AIF disclosure related to
franchises over the period 1990 to 2001.”**° Given the claim of athreat to “the
viability of the Company”** and the continuous disclosure obligations placed on a
public company, thisis puzzling.

Do you agreethat the businessrisk of ATCO Electric has materially
increased since 1993 as “ evidenced by ... theinvestors perception of the

Albertaregulatory environment” 1?

No. In some respectsthisis one of the more puzzling aspects of the application.

While this topic is second to the distribution franchise renewal risk in section 27,

310 CAL-ATCOGTA-116(f) the applicant confirms that “including an option to purchase an asset in a
contract” is not exceptional in commerce.
11810 BR-ATCOGTA-45, “The loss of franchises for any utility challenges the ongoing viability of that

utility.”

17 The December 10, 2002 press release by the ATCO Group refers to the estimated consideration. Page
1-2 of the application and BR-ATCOGTA-1 and 2 refer to the pending sale.

118 2003-2005 General Tariff Application, Page 27-5 lines 17 to 19.

119 See CAL-ATCOGTA-115 (h).

120 2003-2005 General Tariff Application, Page 27-7 lines 24 and 25.

121 2003-2005 General Tariff Application, Page 27-5 lines 17 to 19.
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it requires over 5 pages where distribution franchise risk was covered in about 3
pages. Generally written in a conditional tense, we are advised of the “ potential”
of investors forming a negative conclusion on the Alberta regulatory environment
“whether this conclusion is based upon factsisirrelevant”.** For all the worry
over the potential of investors reaching negative conclusions, the actual
conclusions of investors are reflected in the share price of equities every day.

These investors still reward Canadian Utilities a handsome market to book ratio.

| do hope, though, that ATCO Electric will join me in urging the devel opment of
an equity return adjustment formulafor Alberta utilities so asto increase, in one
aspect, the relative certainty which investors would derive from such a decision.

Where do bond ratingsfit within your analysis?

Bond ratings are one of many sources of information available to the market on an
issuer’ s securities. Bond ratings provide the market with an independent
assessment or measure of the relative probability that the debt of the various
issuers will be repaid in accordance with the terms of the instruments. The rating
could be viewed as a proxy for an assessment of business risk and financing risk. |
do not believe that the opinions of bond rating agencies should drive the Canadian

regulatory process.

Bond rating does not appear to be an exact science. Theratings for individual
firms are devel oped through the individual judgment of those employed by the
various rating agencies. Consequently the changing and sometime divergent
judgments of bond raters, at any particular time, should not be the sole driver of
the allowed return for aregulated utility, and in my view, are no substitute for the
views of the regulator. Thisis particularly true when the financing entity is aso

financing assets beyond those included in the rate base since the financing of

122 See 2003-2005 General Tariff Application, July 2002, page 27-10 line 1 and line 8.

123 AltaLink has enjoyed an “A (high) rating from DBRS since July 2002, but it appears that S& P was
unwilling to grant an “A-" rating without Altalink “securing its senior debt by granting afloating charge”.
See paragraph 8 to the AltaLink financing approval application dated December 12, 2002.
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those assets may affect the bond rating upon which the regulated entity will

market its bonds.

A company’s debt instruments do not always trade in line with the bond rating.
As demand ebbs and flows, spreads will vary from those in the same rating
category. Spreads can widen out before downgrades occur because the debt
markets can respond more quickly to changes in circumstances than do the rating
agencies. Spreads can widen or narrow due to matters not directly related to the
credit quality of the specific company including anticipated financings and
anticipated shortages of new government bonds due to increasing government

surpluses.

Q.28 What ismoreimportant an “A” rating or a 2.3 times* interest coverage

ratio?

A Of the two, | would view the “A” rating as more important. However, neither of
those items, the rating or the interest coverage ratio, are asimportant as the

“market” reaction to the financial position of the company.

It isalso clear that the various rating benchmarks, including interest coverage
ratios, “are not written in stone”. | would observe that TransCanada has been able
to maintain an “A/A-" rating for a number of years without maintaining a 2 times
interest coverage ratio. Other issuers have been awarded an A rating by S& P

without meeting the benchmarks.

To propose a minimum interest coverage ratio target effectively makes the equity
return afunction of the weighted average cost of the existing debt issues and the
current tax rate. The table below provides interest coverage numbers for a
simplified example of a 55.8% debt, 6.4% preferred equity and 37.8% common
equity capital structure using a 35.1% tax rate for arange of interest and equity

12410 CAL-ATCOGTA-129 the lowest pre-tax interest coverage ratio for an “A” rated issuer with an S& P
business position ranking of 2, is2.3 times. See dso BR-ATCOGTA-50 in which the applicant indicates
that the business risk of transmission on the S& P rating scale would be between “1” and “2". In BR-
ATCOGTA-44 the applicant provides calculations of interest coverage for ATCO Electric under severa
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return rates.’® To maintain a 2.3 times interest coverage ratio as the imbedded
average debt costs increase from 7% to 14%, the after-tax equity return must
increase from approximately 70 basis points greater than the average imbedded
debt rate to 238 basis points greater than the average imbedded debt rate.

Rate Base $ 1,000 Pre Tax Pre Tax

Tax Rate 35.1% Rate Rate Return

Debt 55.8% 7.96% $ 4442

Preferred 6.4% 6.09% 9.38% $ 6.01

Equity 37.8% 9.25% 14.25% $ 53.88

$104.30

InterestCoverage
Debt Rate Equity Return
8.00% 9.00% 10.00% 11.00% 12.00% 13.00% 14.00%

7.0% 2.35 2.50 2.64 2.79 2.94 3.09 3.24
8.0% 2.18 2.31 2.44 2.57 2.70 2.83 2.96
9.0% 2.05 2.16 2.28 2.40 2.51 2.63 2.74
10.0% 1.94 2.05 2.15 2.26 2.36 2.46 2.57
11.0% 1.86 1.95 2.05 2.14 2.24 2.33 2.43
12.0% 1.79 1.87 1.96 2.05 2.13 2.22 2.31
13.0% 1.73 1.81 1.89 1.97 2.05 2.13 2.21
14.0% 1.67 1.75 1.82 1.90 1.97 2.05 2.12

Q.29 Haveyou any observationson ATCO Electric’sfinancing calendar ?

A

Yes. For 2003, ATCO Electric advises that it will face the maturity of $14.7
million principal amount of a 7.25% Debenture and anticipates issuing $53
million 7% 20-year debenture. For 2004, ATCO Electric anticipates the
retirement of $29.4 million 8.73% debenture and issue of $80 million 7%
Debenture For 2005, ATCO Electric anticipates the retirement of $38.2 million
8.43% debenture and issue of $46million 7% 20-year debenture.*®

Recent financings by CU Inc. have been for shorter terms.*””  With only one issue

maturing between June 2011 and August 2019'%, the maturity calendar appears

approaches. In CAL-ATCOGTA-128, the applicant calculates interest coverage based on the BCUC and
NEB allowed returns for 2003.

%The tax rate was drawn from FIRM-ATCOGTA-139 for Transmission for 2004 and the capital structure
numbers are from Schedule 26-E-1, ignoring no cost capital.

126 2003-2005 General Tariff Application, Section 26, page 26-5 lines 5 to 22. The principal of issues
anticipated in CAL-ATCOGTA-134 (f-h) differ from that set out in Schedule 26-E-2.

127 CU Inc. filed pricing supplements to its shelf prospectus for, $175 million (5 year) debentures due
November 2006 on October 31, 2001, $50 million (5 year) debentures due November 2007, and $150
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open to shorter issues and the maturity curve would allow them to do a 10-year
bond which might save ratepayers between 50 and 70 basi s points depending on

market conditions®.

Q.30 Isthe 35-40% " Common Equity component of the capital structure

appropriatefor ATCO Electric’s Transmission segment?

A The Board has not had to separately consider the appropriate common equity
component for ATCO Electric’s Transmission segment as aresult of the
negotiated settlement of many issues which would otherwise have been
considered as part of U99099. In that decision, the Board determined that a 35%
equity layer was appropriate for the transmission functions of the other utilities
before it

As| read the application, the major change in risk identified by the applicant isits
belief in the heightened possibility of the sale of one or more franchises at a
premium to going concern value, or as ATCO Electric putsit, the risk of franchise
loss hasincreased. As addressed above, | am hard pressed to see how the sale of
assets at prices above book, pursuant to the exercise of a contractual option,

places the company in grave jeopardy. More importantly, thisrisk would not
relate to the transmission segment.

Ignoring the ever-present worry that some investors may form conclusions not
supported by facts, the other major justification for the proposed increase in

equity layer appears to be the “requirement” for the applicant to do its share to

million (15 year) debentures due November 2017 on November 19, 2002. See also CAL-ATCOGTA-
111(d).

128 See Schedule 26-E-2 of the December 2002 Refiling.

12910 CAL-ATCOGTA-134 the applicant estimated cost difference of 85 basis points between the 10 and
20 year maturity for an A(high) rated issuer, and 90 basis pointsfor an A rated issuer. The applicant also
confirmed, in part (c), that there is only one issue maturing between 2013 and 2018 and, in part (d),
acknowledged the portfolio benefit of having staggered maturities. Using 10-year issues, rather than 20-
year issues for the full $179 million contemplated to be issued in Schedule 26-E-2 over the 3 year test
period, assuming an 85 basis point saving would ultimately reduce the pre-tax interest burden by
approximately $1.5 million per year. The principa of issues anticipated in CAL-ATCOGTA-134 (f-h)
differ from that set out in Schedule 26-E-2.

120 2003-2005 General Tariff Application, section 26, Page 26-3, line 12.

31 Decision U99099 at page 264 and 266.
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maintain the current debt rating of its parents. The Standard and Poor’ s rating
outlook was revised for “ATCO Ltd. and subsidiaries Canadian Utilities Ltd and
CU Inc. to negative’** on November 12, 2002. In that announcement, S& P
focused on theincreasein “ATCO’ s business risk” including “growing
investments in nonregul ated independent power ... growing merchant power
exposure ... and the growth of nonutility operations.” S& P aso noted “The
consolidated businessrisk profile of ATCO is supported by Alberta-based
regulated gas and electricity distribution and transmission operations, ...
Distribution businesses have virtually no exposure to market price and volume
risk, as they are permitted to flow through all electricity and natural gas supply
costs.” While S& P has commented on what it perceivesto be the relatively thin
equity layer alowed regulated Canadian utilities, the specific statementsin the
November 12, 2002 S& P comment seem to me to demonstrate that the increasing
businessrisk is due to the “growth of nonutility operations’. Assuch, it appears

that the transmission segment ATCO Electric is doing its share.
Will an adjustment mechanism work well in any circumstance?

Any system created by human beings suffers from limitations, and as such, there
may develop in the future a confluence of eventsin which the current adjustment
mechanisms used by the NEB and the BCUC would not provide an adequate
return for aregulated company. However, it seems clear to me that these
adjustment mechanisms have performed well for anumber of years. TransCanada
has been able to access the capital markets on areasonable basis. The high market
to book ratio currently enjoyed by TransCanada and BC Gas shareholders provide

tangible support for the view that these formulas continue to work well.
Conclusion
Please review your conclusions.

The combination of the 11% equity return applied for and the 35% to 40%

common equity ratio appear to be in excess of the current requirements of the

%2 See BR-ATCOGTA-51. See CAL-ATCOGTA-129 for the S& P targets of debt to total capital.
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financial markets, relative to the markets' perception of the underlying business

risk of its Transmission segment.

A more appropriate equity return would be one derived from aformula similar to
those used by the NEB or the BCUC, adjusted to recognize the shares of
companies which are the owners of most regulated utilities subject to those

formulas are trading at substantial premiums to the underlying book values.

The proposed capital structure places an unnecessary burden on the ratepayer as
the equity layer increases beyond that which was approved by this Board in
Decision U99099 for stand alone Transmission utilities.

Before concluding, have you ever given evidencein aregulatory proceeding?
Yes. | have appeared in two regulatory proceedings.

In 2001, | was retained by the Alberta Energy and Utilities Board as an
independent financial expert to give evidence at the 2000 Pool Price Deferral
Accounts Proceeding.** The 2000 Pool Price Deferral Accounts Proceeding was
convened to permit the AEUB to determine the amount payable to the owners of
six electrical distribution systemsin respect of the prudent cost of financing of the
deferral accounts, which in aggregate were approximately $632 million. Pursuant
to the relevant regulation, the prudent cost of financing of the deferral accounts
could include the costs of “debt financing, equity financing or a combination of
debt and equity financing.”** My duties included, among other things, analysis of
the applications, and; filing a written submission on the prudent financing options,
cost of financing, impact of debt financing on capital structure and the impact of

the cost of financing for other corporate purposes.*

In 2002, | filed evidence and appeared as a financial expert, having been retained
by the Canadian Association of Petroleum Producers (“ CAPP”) to give evidence

133 See the various decisions related to the proceedings including Alberta Energy and Utilities Board
Decision 2001-92. In addition to written evidence, Mr. McCormick was examined on July 27, 28, and 30,

2001.

134 See section 4 of the Deferral Accounts Deficiency Correction Regulation, Alberta Regulation 240/2000.
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in respect of the TransCanada Pipelines 2001 and 2002 Fair Return Application
heard before the NEB in proceeding RH-4-2001°. The 2001 and 2002 Fair
Return Application Proceeding was convened to consider, among other things,
whether TransCanada’ s “ currently-approved return, based on a deemed capital
structure of 30% common equity and the rate of return on common equity (ROE)
resulting from the RH-2-94 Formula’**” was appropriate. My duties included,
among other things, analysis of the application, reviewing financial market data
with respect to TransCanada and certain companies and; filing awritten
submission in which | concluded that the ROE adjustment mechanism had
performed well, allowing TransCanada to access the capital markets on a

reasonable basis.

In addition, | have filed evidence in respect of the AltaLink application number
1279345 and the ATCO Gas application number 1275466,which are currently
before the AEUB.

Isthereanything else that you would like to add?

Thefirst time | was aregulatory witness my wise counsel charged meto be as
helpful to the Board as | was able. It seemed agood rule. Being relatively new to
this regulatory world, | only read the cost order 2002-70 as | plowed through
some of the nearly 500 Information Requests filed in the ATCO Gas application.
| found that the Board' s injunctions** to pose a significant challenge for any
witness but parallel with the first advice | was givenin thisarea. Asaresult of
that advice and my first experience in answering a hoard of information requests,
| have attempted to footnote data sources relied upon. | would urge the Board to

encourage other parties to adopt this practice. In this case, the cost of capital

%5 Decision 2001-93, one of the decisions resulting from that proceeding, appearsin the list of decisions
cited by the applicant in CAL-ATCOGTA-119(a), which investors “may” view with concern.

136 |h addition to filing written evidence, Mr. McCormick was examined on March 19, 2002.

3" RH-4-2001 Decision, page 1. Inits decision, the NEB increased the Mainline's deemed common equity
ratio to 33% from 30% and determined that the rate of return on common equity resulting from the RH-2-
94 Decision should continue to apply. See pages 59 and 56. TransCanada filed an application for Review
and Variance in respect of this decision dated September 16, 2002.
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proposal by the applicant hinges on the data behind the table on page 27-3 and the
methodology used to analyze the perceived change. | spent a number of hours
attempting to identify the data sources and to determine whether we were dealing
with average or point-in-time data so that | might ask information requests that
touched theissue. The task was not rewarding since one of the data series
changed midstream and the final data points in both the Canada Bond and Utility
series appear to be a point-in-time data point,**® where their predecessors were
averages of month-end data. | see that the Board and a number of the other
participants all chose, each in their own way, to ask about the data'®. Had the
data source been footnoted, work would have been saved.

Q.35 Doesthisconcludeyour evidence?

A Yes.

1% The Board indicated that it wished the “best technical data’ be available and preferred that it be filed
earlier rather than later.

1% See CAL-ATCOGTA-108(f).

10 The Information requests on the data in the table on page 27-3 included, BR-ATCOGTA-41, BR-
ATCOGTA-42, FIRM-ATCOGTA 127, LE/RD-ATCOGTA-4, CAL-ATCOGTA-106, and CAL-
ATCOGTA-108.
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PROFESSIONAL QUALIFICATIONS OF JOHN D. McCORMICK

Academic Training

LL.B. from the University of Alberta (1978)
M.B.A. in Accounting from the University of Alberta (1975)
B.A. in Palitical Science, from the University of Calgary (1972)

Professional Organizations
Law Society of Alberta
Professional Experience

September 1975 - May 1978 - Sessiona Lecturer for the Department of Accounting, the Faculty of
Business Administration and Commerce, the University of Alberta

June 1978 - March 1983 — Barrister & Solicitor and Articling Student, Parlee, Irving, Henning,
Mustard & Rodney, Edmonton

September 1980 - May 1982 - Sessiona Lecturer (M.B.A. Tax) for the Department of Legal and
Industrial Relations, the Faculty of Business Administration and Commerce, the University of
Alberta

March 1983 - October 1991 — Associate rising to Vice-President and Director, ScotiaMclLeod,

Toronto and Calgary
In this capacity, Mr. McCormick represented the firm in transactions ranging from small
private placements to major financings including the initial public offerings of Telus and
Petro-Canada. The transactions included the issuance of preferred and common shares,
special warrants, rights, warrants, partnership units, and trust and royalty units. . .
domestic deals and crosshorder financings. He executed approximately $5 billion of
financing, wrote five trust deeds for major borrowers in the energy industry covering
secured and unsecured obligations in the domestic and European markets, and assisted a
major airline to renegotiate the terms of its convertible debentures with key financial
ingtitutions. In the utility area, he provided coverage of a number of western Canadian
utility issuersincluding Nova, Alberta Natural Gas and Foothills Pipe Lines. He
developed expertise in a number of industries including Canadian energy and petroleum
services, pipelines, basic and specialty chemicals, airlines, pulp and forest products,
telephone and telecommunications, and magnesium.

November 1991 — January 1994 — President, J. D. McCormick Financia Services, Inc., Cagary

January 1994 — January 1997 — Vice-President & Director, Levesgue Beaubien Geoffrion, Calgary
In this capacity, Mr. McCormick was responsible for account coverage of over 125
account relationships in Alberta, British Columbia and Saskatchewan. He gained
additional expertisein the banking, gold and satellite communications industries.




January 1997 — October 1997 — President, J. D. McCormick Financia Services, Inc., Cagary

October 1997 - May 1998 — Sprott Securities, Cagary

May 1998 — present — President, J. D. McCormick Financial Services, Inc., Cagary
In this capacity, Mr. McCormick secured and executed valuation and financial advice
assignments with junior and senior public companies and government. He assisted a
senior issuer in a securitization transaction. He provided financial advice with respect to
the recapitalization of Sunoma and Barrington, which had over $400 million in debt,
fairness opinions to directors of TSE, CDNX and ASE listed companies. He provided
financial advice in respect of several oil and gasindustry merger and acquisition
assignments, including advice to Tappit in respect of its attempted $13 million hostile
takeover of Backer, and expert testimony or reportsin three securities cases in Alberta
and Saskatchewan. Among other things, he was retained to provide, strategic advice with
respect to severa corporate reorganizations, a valuation of a U.S. corporation with equity
valued at over $200 million and strategic advice to its owner, advice in respect of a $15
million equity financing, the negotiation of along term joint venture, disposition of an ail
services firm, and, advice in respect of software company concerning a private placement
by amajor industry partner.

Previous Expert Reports

Mr. McCormick was retained by the Alberta Energy and Utilities Board to give evidence at the
2000 Pool Price Deferral Accounts Proceeding, which resulted in Decision 2001-92, and by the
Canadian Association of Petroleum Producers to give evidence at the TransCanada Pipelines
2001 and 2002 Fair Return Application proceeding, which resulted in Decision RH-4-2001. Mr.
McCormick was retained by the City of Calgary to give evidence in respect of the AltalLink
application number 1279345 and ATCO Gas application 1275466. He has provided expert reports
in respect of a number of lawsuits related to securities matters.




