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CHAI RVAN:  Good norning, |adies and gentl enen. Any
prelimnary matters? M Hashey?

MR. HASHEY: M. Chairman, we have -- or | have here three
answers to undertakings. Mybe it would be appropriate to
enter theminto the record.

CHAl RVAN:  Yes, sir.

MR. HASHEY: The first one -- and they are available for
distribution. The first one is an undertaking given on
Novenber 20th. This is back on the Panel D issues. And

there was a followup. It deals with the ancillary
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revenue requiremnment conparison. It was requested by M.
Young of Saint John Energy to do a conparison to the Mine
utilities.

CHAI RVAN:  Yes.

MR HASHEY: Yes. And that's avail able.

CHAI RMAN: Way don't we put it in as an exhibit, M. Hashey,
that is probably the --

MR. HASHEY: G(ood i dea.

CHAI RVAN:  -- sinplest way.

MR. HASHEY: That really doesn't apply to this panel You

know, this came fromthe other panel. Yes. Actually the

CHAI RVAN:  A- 23.

MR. HASHEY: M. Chairman, it was felt if there were any
foll owup questions that were necessary, undoubtedly Panel
C could deal with those on that. And simlarly, the next
one that I would offer, it again arises fromthe earlier
panel. And it is the undertaking Novenber 19th 2001 at
page 320. It is the unbundling of the bill and it was
requested by Saint John Energy, M. Young. And we have
that statistical information here.

CHAI RMAN:  So that is conparison of transmission bill to
current bundled bill, and that is A-24.

MR. HASHEY: Thank you. Again if there is follow up
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probably Panel C or M. Marshall could help on those.

The final one this norning is the undertaking given
yesterday by Ms. MacFarl ane when she was questioning and
responding to questions of M. Snellie. It is at page 109
of the transcript. And it is a revision to Saint John
Ener gy suppl enental 8, which is the response on the issues
of the cost of service, open access tariff difference.

And | have supplied a copy of that to M. Snellie a short
while ago, so he is aware of that one. As well as, |I'm
sorry, M. Young, of course was the original.

CHAl RMAN:  And that will be A-25.

MR. HASHEY: Thank you. There are no other answers. |'m
hopi ng to have anot her one today at sone point and we will
hopefully conplete themall, all the outstanding ones by
Monday norni ng.

CHAI RVAN:  Good.

MR. HASHEY: And on that point M. Snellie has indicated
that he does have anot her question. So for the panel that
he woul d ask, | have no objection to that.

CHAI RMAN: Okay, fine. Thank you, M. Hashey. Go ahead,
M. Snellie.

MR. SMELLIE: Firstly by way of prelimnary, M. Chairnman,
| just wanted -- and | have spoken to M. Morrison about

this. This relates to Panel C. And it concerns nmateri al
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that my colleague, M. Nettleton, will have for that
panel. And what | wanted to do was to alert New Brunsw ck
Power through you, that M. Nettleton will Iikely have
occasion to nake reference to the foll ow ng decisions of
t he PUB concerning New Brunswi ck Power and its
pr edecessor.

Firstly, the May 22nd 1991 deci si on concerni ng generic
accounting -- a generic hearing concerning accounting and
financial policies. Secondly, the July 16th 1991 deci sion
of this Board concerning depreciation policies. Thirdly,

t he Decenber 6th 1991 decision of this Board concerning
rates. Fourthly, the April the 15th 1992 decision in the
generic hearing concerning cost allocation and rate design
process. And lastly, the April 23rd 1993 deci sion
concerni ng rates.

And secondly on that point, M. Chairnman, M.
Nettleton tells me that he may wish to use certain aids to
cross exam nation, particularly since we are into the
worl d of nunbers. And those are in preparation. He
assures nme they are few in nunber. And what | have said
to M. Mrrison, and he seens to be content with it, is
that we will undertake to ensure that those pieces of
paper, however many they are, are sent electronically both

to Ms. Tracy and to M. Morrison not |ater than Saturday,
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if that is satisfactory with you?

CHAI RVAN: M. Morrison?

MR. MORRI SON:  Fi ne.
CHAI RMAN:  Yes, that's fine. W were busy, weren't we?

MR. SMELLIE: And just on the last point, M. Chairnman,
there was one question that | omtted to ask. It is a
fairly straight forward one, when | was cross exam ni ng
yesterday, but | do have sone foll ow up questions on
exhibit A-25, which is the response to the undertaking
that Ms. MacFarl ane gave to ne yesterday. So when it is
appropriate to do that nmaybe | could ask both of those
guesti ons.

CHAIRVAN:  Well | think nowis the tine, M. Snellie. o
ahead, sir.

CROSS EXAM NATI ON BY MR SMELLIE

- Dr. Morin, could you get before you exhibit A-22, which
is your presentation, and turn to slide 31?7 Slide 31, M.
Chairman. As | understood the purpose of this slide and
your associ ated coments, Doctor, when you nmade your
presentation, it was to the effect that in your opinion
the nost efficient capital structure is one that produces
an Arated, if not slightly higher, bond, is that correct?

DR MORIN. That is correct.

- And can you tell nme, sir, what enpirical evidence you
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have that this is in fact the case, and if so where
should find it in the application material s?

DR MORIN. Two sources. Nunber 1, nost electric utilities
strive for a true investnent grade capital structure,
meani ng the single A capital structure.

| f you |l ook around at the various bond ratings of
various utilities, the majority, the vast majority, the
average bond rating in the industry is a single A

Number 2, and this is a little bit nore technical,
there is a capital structure sinulation nodel that appears
in chapter 21, or excuse ne, chapter 19 of ny book
"Regul at ory Fi nance" which denonstrates that the single A
bond rating will lead to the | owest ratepayer burden.

It will produce the best tradeoff between risk and
return that | discussed in ny presentation.

Q - Thank you. Forgive ne, Chairman. |'mnot -- | know t hat
there are one or two chapters of Dr. Morin's text in the
record. And I'mjust not certain as to whether chapter 19
is one of them

DR MORIN. I'mfairly certain that it is.

Q - If it isn't --

DR MORIN. | will nake it avail able.

Q - Thank you. M. MacFarlane, could you get before you

pl ease the exhibit that has just been filed, exhibit A-25?
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M5. MACFARLANE: Yes.

Q - The original response to Saint John Energy's
Interrogatory -- sorry, supplenental Interrogatory was
filed on Septenber 30th. [Is that your recollection?

M5. MACFARLANE: Ckay.
Q - Intervenor evidence was filed towards the end of Cctober,
is that your recollection?
MS. MACFARLANE:  Yes.
Q - Including the evidence of J.D. Irving?
MS. MACFARLANE:  Yes.
MR. SMELLIE: I'msorry. Could you turn Ms. MacFarl ane's
m crophone on pl ease?

Q - And is it your understanding and recollection that the
JDI evidence specifically pointed out an increase of 15
per cent based upon the original response to the Saint John
Ener gy undert aki ng?

MS. MACFARLANE:  Yes.

Q - And yesterday you told us in evidence that this response

shoul d be revised?
MS. MACFARLANE:  Yes.

Q - And the revision, as | understand it and as you descri bed
it yesterday, is that you wish to include in the current
transm ssion cost of service, as shown on exhibit A-25, a

conponent on account of 1.25 interest tinmes coverage?
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M5. MACFARLANE: Yes.

Q - Is it the case, Ms. MacFarlane, that that conponent of
the cost of transm ssion services for a whol esal e and
i ndustrial custoner over and above actual interest cost is
in fact charged to those custoners today?

M5. MACFARLANE: In theory it is. And | say in theory --

Q - That is not ny question, Ms. MacFarl ane.

M5. MACFARLANE: | say in theory because when we set our
budgets we adjust rates so that in fact we are producing a
net inconme that gives us an interest coverage.

The fact though that NB Power is very subject to risks
outside of its control, compdity risk for an exchange
ri sk, weather risk, hydro risk, et cetera has neant that
in the |ast few years we have not been able to -- the
rates have not been sufficient to cover costs that were
unexpect ed.

And so | say in theory it is in there. But in actual
fact we have been incurring either net |osses or net
i ncomes that have not been sufficient to give us interest
cover age.

Q - And fromthe ratepayers' point of view, in fact it is not

charged today, correct?

M5. MACFARLANE: It depends on how you |l ook at it,

M. Snmellie. As | say, the intent when we set rates is
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that it is included. The unfortunate reality is our
budgets have not sufficiently foreseen sone of the
difficulties that we have had either on world markets or
wi th our operation of Point Lepreau. So the rates have
not been covering our cost.

Q - And just to be clear, the original version of Saint John
Energy suppl enental interrogatory 8 showed a difference,
which | think you agreed with nme yesterday, was in the
order of 15 percent?

MS. MACFARLANE: That is correct.

Q - And today's version, exhibit A-25 shows a difference that
is in the order of 6 percent?

MS. MACFARLANE: That is correct.

MR SMELLIE: | think that is about as far as | can take
this, M. Chairman. Thank you. Thank you, M.
MacFar |l ane. Thank you, Dr. Morin.

CHAIRVAN: M. Snellie. It is nmy understanding that it is
just Board counsel left. Saint John Energy m ght have a
coupl e.

But you are going to cover them M. MacNutt, is that
correct?

MR. MACNUTT: Well, just to clarify that, M. Chairmn, we
have tal ked to Saint John Energy. And we feel --

CHAI RMAN:  Bring your mke in, M. MacNutt. | can't hear
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you.

MR. MACNUTT: We have spoken to Saint John Energy. And we
feel that our line of questioning will cover the points
they wish us toraise. So | think we will have covered
everything they wish to address. Thank you.

CHAl RVAN:  Go ahead, M. MacNutt.

CROSS EXAM NATI ON BY MR, MACNUTT:

Q - Dr. Morin, you have heard Ms. MacFarl ane's evi dence and
read her evidence. Do you agree with all parts of Ms.
MacFar |l ane's evidence? And if not please describe what
portions you di sagree wth.

DR MORIN. | did not read Panel C evidence.

Q - ay.

DR. MORIN. This was outside ny province of experti se.

Q - But you did read her Panel A evidence?

DR MORIN O course | read it.
M5. MACFARLANE: Panel B.
DR. MORIN: Panel B evidence.
Q - Panel B. | have got to remenber where I am Yes.
Do you have any di sagreenent with anything M.
MacFar | ane has said in her Panel B evidence?
DR MORIN. Yes. | agree with the evidence.
Q - Now Ms. MacFarl ane, have you read all of Dr. Mrin's

evi dence?
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M5. MACFARLANE: Yes, | have.

Q - And do you agree with all of Dr. Mrin's evidence? And
if not would you pl ease descri be what portions you
di sagree with?

M5. MACFARLANE: | agree with Dr. Morin's evidence.

Q - Now Ms. MacFarl ane, yesterday you nentioned that upon the
reorgani zati on of NB Power, the new y-formed transm ssion
subsidiary would likely be capitalized by sonme form of
what you described as a debt to equity swap, is that
correct?

MS. MACFARLANE:  Yes.

Q - Wuld it be your understanding that the equity conponent
of the swap would be in the formof share capital or sone
ot her formof capital contribution?

MS. MACFARLANE:  Yes.

Q - Then the bal ance sheet of the subsidiary would include an
item described as capital ?

MS. MACFARLANE:  Yes.

Q - It would not be described as retained earnings?

M5. MACFARLANE: W anticipate over tinme there will be
retai ned earnings earned by the subsidiaries. But at
startup it will be share capital

Q - Now do you agree that the subsidiary would only be able

to pay dividends to its parent conpany out of its
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ear ni ngs?

MS. MACFARLANE:  Yes.

Q - Now you would agree with nme that based on the NB Power
annual report, which is in the exhibits filed by NB Power
as part of its application, that as of March 31, 2002 the
consol i dat ed bal ance sheet of NB Power showed a deficit of
144 mllion?

MS. MACFARLANE:  Yes.

Q - Do you agree with ne that in normal circunstances the
conpany may not pay a dividend when it has a deficit?

MS. MACFARLANE:  Yes.

CHAI RVAN: M. MacNutt, those at the back of the room are
asking that you bring the mke in alittle closer to you,
sir.

MR. MACNUTT: You want nme to turn it up anot her notch.
kay.

Q - Then NB Power woul d be precluded from paying dividends to
its owner until the conpany has converted the deficit to
retai ned earnings?

M5. MACFARLANE: The debt equity swap will effectively
elimnate the deficit. | can describe to you how t hey
work if it would be hel pful.

Q - Yes.

M5. MACFARLANE: All right. The intent is -- and these are
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standard debt equity swaps as utilities are corporatized.
So it is the way they are all done, shall we say.
The current assets of the existing conpany will nove
to a hol ding conpany at book value. They will then nove
fromthe hol ding conpany down into the individual subs at

book val ue in exchange for shares.

The debt -- pardon ne, the entire sharehol ders' equity
section, the debt and the retained earnings -- pardon ne,
the entire bottom part of the bal ance sheet, will nove

over to what the Chairman referred to as debtco. And what
will come back is a conbination of debt and equity
sufficient to match the assets that have been noved to the
subs.

Now as the Chairman pointed out yesterday, today our
debt and equity exceeds the anount of the assets by virtue
of the fact that we have a deficit.

But when the debt and equity goes over, the debt and
the deficit goes over, what will come back is a
conbi nati on of debt and equity only sufficient to
capitalize the assets.

So effectively the deficit stays in Debtco and becones
part of the investnent in NB Power and will be repaid over

ti me through earnings out of these new conpani es.

- Thank you.
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DR MORIN. | may add one thing to this. It is comon

practice for the dividend policy of an operating
subsidiary to be such as to maintain the debt equity
proportions to |l et us say 65/ 35.

O if the Board decides on 70/30, the dividend policy
will be such that the proportions of debt and equity wll
be mai ntained at 70/30 or 65/35, however the Board rules.

So the dividends to the parent becone sort of a
pl ugged figure, in a sense, so as to nmaintain the capital
structure proportions.

- Thank you, Dr. Morin.

M5. MACFARLANE: | mght just add, M. MacNutt, if | could,

when | say the debt and equity that conmes back as
sufficient to capitalize the assets, it will capitalize
the assets in each of the subs in the appropriate debt
equity ratio.

It will come through Hol dco, that debt equity swap,
and then will be sent down to the subs to match their
assets with the appropriate capital structure.

- Wiere is the equity portion of the capital additions to

cone fronf

M5. MACFARLANE: Effectively it is comng fromthe Province

of New Brunswi ck as shar ehol der.

- Now if in 2003/2004 fiscal year Transco is to make
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addi ti onal capital expenditures on assets, where would
t hose funds cone fronf

M5. MACFARLANE: That is still being devel oped. The current
thinking, as | understand it, to the extent that | can
talk about this is that capital expenditures that exceed
depreciation and therefore require sonme sort of capital
i nfusion, certainly sone portion of that will come through
debt borrowed directly by the subsidiary in its own nane
wi t hout a governnment guarantee. The equity portion,

di scussions are that the Debtco will continue to form --
to forma body that can be an equity infuser into the
subsidiary conpanies for capital expenditures that are in
the owner's interest.

CHAI RVAN:  Woul d you expl ain that anot her way?

M5. MACFARLANE: Okay. |If the capital structure is let's
say 50/50, capital expenditure is in excess of
depreci ati on because depreciation is held there as a non-
cash itemso that you have the cash to invest in your
plant. But if your capital expenditures exceed
depreciati on you need other capital. You need to get it
from some conbi nati on of debt and equity.

Wel | since your capital structure is 50/50, you get 50
percent of it fromdebt, the question becones where do you

get the other 50 percent from And the discussions that
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have been hel d have been such that the Province wll
continue for projects that neet its needs and interests,
or it believes are inits interest. It will continue to,
as any sharehol der woul d, infuse equity as required.
D d that hel p?

MR. SOLLOWE: Through the hol di ng conpany or the debt
conpany?

M5. MACFARLANE: The debt conpany.

MR. SOLLOAS: Not the hol di ng conmpany?

M5. MACFARLANE: The debt company to the hol ding conpany to
t he subsidiary.

MR. SOLLOAS: So there is no intent that the debt conmpany is
not to be -- just exist until the accunul ated debt is paid
off. It is going to be an ongoing thing, is it?

M5. MACFARLANE: As | say, the discussions aren't conplete
yet. But the only other source of equity would be to
all ow the corporation to go into the equity market and
dilute the Province's ownership. And that -- that does
not seemto be on the table. So --

CHAI RMAN:  Who floats the debt? 1'msorry, M. MacNutt,
ammarching right in here. But who floats the debt? For
instance, if it is a transmssion |ine?

M5. MACFARLANE: Yes. The transm ssion conpany woul d.

CHAI RMAN: At present, | don't know this for certain, but
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your counsel can probably tell ne, that | would i mgi ne
that all of the assets of NB Power are pledged as security
for the bond issues that have -- the debt issues that have
been i ssued by the Province of New Brunswick up to this
point in tine.

M5. MACFARLANE: No, they are not.

CHAI RVAN:  They haven't?

M5. MACFARLANE: No. They have been issued on the
Province's credit.

CHAI RMAN:  So there has been no security taken on the assets
of NB Power ?

M5. MACFARLANE: That's right.

CHAI RMAN:  There are sone bond issues outstanding still that
you floated the issues yoursel ves though?

MS. MACFARLANE: There is one.

CHAI RVAN:  Yes.

MS. MACFARLANE: That is an NB Power issue that is |left, but
it too has a provincial guarantee. So it is only on the
credit of the Province. None of the assets are pl edged.

CHAIRVAN: | see. All right. Thank you. Go ahead, M.
MacNutt. Sorry to interrupt.

MR. MACNUTT: Thank you, M. Chairman.

Q - Dr. Morin, in your evidence, which is in volune exhibit

A-2, at page 7, lines 5to 7, you state that you have been
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asked to recommend "a price cap regulatory framework for
NB Power Transm ssion”. |Is this not correct?

DR. MORIN:  Yes.

Q - And then further on page 7 at lines 21 to 23, you state
and | quote "The price cap framework for NB Power
Transm ssion substitutes a price cap regul atory nmechani sm
for traditional rate of return regul ati on (RORR)
constrai ned by an earni ngs nechanisnm'. 1Is that not
correct?

DR MORIN  Yes, sir.

Q - Page 9, lines 22 to 23, you state "There is no direct
| i nkage between rates and return under price cap
framework”. 1S that correct?

DR. MORIN. That is correct. There is no connection between
the tariffs on the transm ssion conpany and rate of
return. Because the rates are determ ned according to the
price cap formul a.

Q - Now at page 18, lines 1 to 2, you list the benefits of
the price cap franework relative to the traditional RORR
and state in paragraph 3 "The incentive for cross-
subsi di zati on di sappears as well because the plan breaks
any |inkage between rates and conpany cost of service".

Is that not correct?

DR MORIN: Yes, sir.
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Q - Now you would agree with me that NB Power has applied to
this Board for approval of its proposed tariff by virtue
of Part 3 of the Public Utilities Act?

DR MORIN  Yes, sir.

Q - 1 amgoing to read to you subsection 62(1) in Part 3 of
the Public Utilities Act. "62(1) The Board shall, when
considering an application by a public utility in respect
of an approval of a tariff pertaining to transm ssion
services, base its order or decision respecting the tariff
on all of the projected revenues and all of the projected
costs of the provision of transm ssion services."

Now woul d you pl ease expl ai n how your recomrendati on
that NB Power Transm ssion adopt a price cap framework is
consistent with the directions given the Board in
subsection 62(1) of Part 3 of the Public Utilities Act,
which | just read?

MR. HASHEY: To have a lay witness interpret a statute may
not be quite fair, you know, subject to the issue that
this could be a matter of sone |egal discussion. | don't
have a problemw th himanswering, but | want that caveat
on that answer.

CHAI RVAN:  Well it certainly will be a question of sone
| egal argunment. Go ahead and answer, Dr. Morin.

DR MORIN. Well | can give you a very brief answer. There



- 1229 - Cross by M. MacNutt -
is sone reference in the Act to perfornmance based
rat emaki ng. And the price cap proposal in front of the
Board fits under the category of perfornmance based
r at emaki ng.
M5. MACFARLANE: W can provide that reference to you, M.
MacNutt, as an undertaking, if you would Iike.
Q - Wat the reference to performance -- yes --
M5. MACFARLANE: The reference to alternative ratenaking.
Q - Yes, it is one of the section 8 subsidiaries.

M5. MACFARLANE: Okay. But certainly the reference that you
have pointed to does speak to Dr. Mrin's continual
references over the |ast two days to approving going in
rates prior to nmoving forward with the price cap
mechani sm

Q - Yes, you just identified that it mght be -- that the
going in rates would be established in accordance with
subsection 62(1), but | have a problemw th what happens
i n subsequent years.

M5. MACFARLANE: And as | say, our understanding is that the
Act covers that through naking reference to alternative
ratemaking. But | ama |lay person, not a | awer.

Q - Now Dr. Morin, you can turn it up if you like, but | am
going to quote fromyour evidence in exhibit A-2, page 8,

lines 24 to 28, where you state with respect to the price
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cap formul a.

And | quote "The nechani sm al so i nposes an i nportant
penalty for inefficient operation. |If the conpany's costs
increase by nore than the target rate for whatever reason
the output price growmh allowed by the cap will not cover
the actual costs incurred by the conpany. This shortfal
is a penalty for inefficient operation which the conpany
has a strong incentive to avoid."

Agai n at your evidence page 9, lines 20 to 22, you
state "This is because under price cap regulation, rates
are adjusted fromthe previous year's level for inflation,
productivity and exogenous factors and are not tied to the
rate of return.”

Now in light of these statenents, please comment on
why the conmpany should be allowed to increase rates by the
full anmpbunt of inflation whenever the return on equity is
bel ow 10 percent as per your proposal as described in NB
Power's response in exhibit A-4 PUB IR 67, which is at
page 4397

MR. HASHEY: What is that again?

MR MACNUTT: A-4, PUB | R-67 at page 439.

DR MORIN. If you refer to page 46 of the slide
present ati on.

Q - That would be the slides on A-22?
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DR MORIN. On A-22, page 46. |If the conpany's actual RCE

is within a range of 10 to 12 percent, there is no
sharing. And if the conpany earns between 12 and 14 they
split or share 50/50 with customers. On the other hand,
on the downside, if the conpany earns between 9 and 10
percent they share 50/50 with custoners, on the downside
as well. And if the conpany earned bel ow 10 percent, the
rate adjustnment is the full CPl index in order to maintain
interest coverages and in order to maintain an ability to

attract capital in capital narkets.

- Thank you. Now you would agree with me that such an
approach appears to have the possibility for unreasonable
consequences?

DR MORIN. | disagree with that. | think the price cap
| eads to very, very positive and very desirable
consequences. Because as far as ratepayers are concerned,
they will never see a rate increase beyond half of the
rate of inflation. So in real terns they will see their
bills decline fromyear to year.
Well I'"mgoing to put to you --

DR. MORIN: And that's desirable.

-- a hypothetical just to see how -- and work it through
your price cap formula as shown. Now | want you to assune

that inflation is 3 percent and productivity is 1.5
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percent. Now if the return on equity is 10.1 percent,
woul d you not agree that prices can rise 1.5 percent?

DR. MORIN. If inflation is 3 percent, therefore the X
factor will be half of that of 1.5 percent, therefore the
maxi mum rate increase that is allowable is 1.5 percent.
And then you had a proviso that the ROE is --

Q - kay. And if the return on equity is 9.9 percent, prices
can increase 3 percent?

DR MORIN:. That is correct. Because blow that threshold of
10 percent -- or excuse ne -- yes, 10 percent you are
endangering your interest coverages and your ability to
borrow on capital markets. And hence the rate adjustnent
bei ng 100 percent of the CPlI index.

Q - So the additional 1.5 percent on revenues with no
associ ated increase in costs, could raise the return on

equity by over 1 percent to 11 percent or greater, is that

not correct?

DR. MORIN. That could be. But it also works in the
opposite direction. |[If the conpany can raise rates by
half of inflation, that is 1.5 percent in your exanple,
and they are earning 12.1, if that is possible, they wll
have to share that with custoners and the rate increase
will be even less than 1 and a half percent. So it works

in both directions. And the idea is that the incentive is
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totry get to the top of these boxes on page 46 and not to
t he bottom

Q - Now under such an approach, where is the incentive for
the conpany to reduce costs if the conpany anticipates
that the return on equity will be in the range of 10
percent ?

DR. MORIN. The conpany can raise rates to a maxi numof 1.5
percent. |If they are able to reduce costs by nore than
inflation and/or they are able to raise productivity by
nore than 1.5 percent, they will reap the reward of their
performance. |f they are unable to match those
thresholds, the 1.5 inflation factor and the 1.5
productivity factor, they will suffer the penalty.

And that is really the core of the whole price cap.
These indices are external to the conpany and therefore
the incentive to surpass exceed those thresholds and reap
t he rewards.

Q - But if the conmpany in practical matters during the course
of the year sees that they are going to have a return of
around 10 percent, why would they nake an effort to reduce
costs and thereby get it to 10.1 percent?

DR. MORIN. Because the rate increase is dictated by a
formula which will apply regardless of the conpany's

performance. The maxi num al | owabl e rate i ncrease under



- 1234 - Cross by M. MacNutt -
our exanple is 1.5 percent. So the conpany has an
incentive to beat that. To surpass the inflation and
productivity thresholds that | have specified in order to
earn returns that are above the threshold. You are trying
to nmove upward in that graph on page 46, hence the
incentive to cut costs and increase productivity and be
efficient, do the right thing.
And if you go upwards in the box here, you share 50/50

Wi th customers above 12. And 100 percent above 14.

Q - But if they allowthe RCE to drop to 9.9 percent, then
t hey can double their price increase for the next year?

DR. MORIN. Yes, but the conpany is only going to earn 9.9
percent. The conpany has an incentive to earn as high a
return as possible. That's its duty to its sharehol ders,

t he governnent in this case.
Q - But it is the doubling of the prices in the next year
that 1'm 1l ooking at?

DR. MORIN. Wiy doubling? It increases by the CPl index if
you earn below 10 percent. So the incentives really work
in the opposite direction. The conpany wants to nove
upward in the graph.

Q - My concern is the practical application of the formula by
the conpany if it is running along and it can see that

it's going to have an ROE of 10.1 to 9.9 towards the end
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of the year, would not there be an incentive on the
conpany to allowit to drop to 9.9 to -- so that it could
advant ageously in the subsequent year increase its prices
by much nore than it could than if it had achieved 10.1 in
the first year?

DR MORIN. But then it gets corrected in the follow ng year
by virtue of the fact that the ROE will be higher and they
will be in that atched area on page 46 of the graph there.

Q - But how does that address the incentive in the first year

of the two years we are tal king about?

DR MORIN. Well | cannot imagi ne the conpany having an
incentive to earn 9.9 percent. | inagine the conpany
having an incentive to earn as far -- as high a return as

they possibly can. And 10 to 12, no sharing. Above 12,
hal f and half sharing. And above 14 everything goes back
to the ratepayer. That's the incentive.

Q - Now, Dr. Morin, still on your evidence, and I want you to
go to page 11, lines 10 to 11, where you state in
par agraph 3, when sunmari zi ng your recomendati ons.
Quote, "Earnings in excess of a cap set at 300 basis point
above the MROE, that is 14 percent a return to custoners”.

Do you see that?
DR MORIN  Yes.

Q - What will happen to nake sure the cap is not exceeded in
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the foll ow ng year?

DR MORIN. Well as soon as you bunp against the 14 percent,

i mredi ately the custonmers see their bills credited with
t he excess over 14 percent. Al of it.
How does that prevent the cap from being exceeded in the

year follow ng that?

DR MORIN. Well in the following year if you are stil

above 14 percent, you keep returning it to the custoners.
Al of it. The excess.

If in fact prices are not reduced, what assurance is
there that the cost will not be increased to elimnate the

excess return on equity?

DR MORIN. Ask nme that again? | mssed a part of it there.

If in fact prices are not reduced, what assurances is
there that cost will not be increased to elimnate the

excess return on equity?

DR MORIN. If prices are not reduced. WeIlIl the pricing

mechanismis fornmulaic, it is conpletely determ ned
outside of the conpany's premises. It is determ ned by
the formula, the 1.5 percent. This is the allowable
increase. That's cast in stone. |If the resulting RCE
that results fromthat is above 14, all of that excess is
returned to customers. If it's between 12 and 14,

custoners get half.
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If it produces an ROE between 10 and 12, the conpany
keeps it. If it's between 9 and 10, there is a 50 sharing
with the custoners as well on the downside. That's
formulaic. That's -- and that's external to the conpany's
per f or mance.

Q - Now assum ng that the existing prices are producing the
RCE of 14 percent or greater, would you not expect the
prices to be reduced so that there is not continual excess
sur pl us?

DR MORIN. Again, my answer is the same. The rates have
nothing to do with the conpany's return. The rates are
dictated by the consuner price index mnus half of that
consuner price index. In the exanple that you and | are
wor king with, the maxi num all owable price increase is 1.5
percent regardl ess of the conpany's RCE

M5. MACFARLANE: M. -- go ahead. M. MacNutt, if | could
just add. Wen you get above 14 percent you are asking
shoul d rates not cone down? Well effectively they are

returned to the custonmer as a refund. And anot her way of

dealing with it would be to adjust the rates. It's one in
t he sane.
Q - But you can have the situation whereby |eaving the price

the sane you could increase the costs by taking that

surplus noney and investing it in the conpany and thereby
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have the rates --

- The upshot of it is -- let me try to rephrase the

guestion. If in a given year you exceed 14 percent RCE
and in a subsequent year you see you are going to get to
15 percent, what incentive is there to return to excess to
the custoners rather than sinply spending the excess in
t he busi ness in the subsequent year, therefore naintaining

your 14 percent?

DR MORIN. |Is what you are asking the foll ow ng

Machi avel | i an schene, where if the conpany is earning
14.0001 it will do everything that it can to keep it bel ow
14 so as not to share the whole thing with custoners? |Is
t hat what you are asking?

|"mreally saying does your forrmula allow that to happen

regardl ess of the attitude of the conpany?

DR. MORIN. No. Because anything above 14 percent the

custoner sees the rate going down in effect through a
credit on the bill.

Anyt hi ng above 14 percent is credited back to the
custoner. W can do it through a rate decrease or through

a credit on the nonthly bill.

- You say this then. It is totally -- the fornmula is

totally detached from managenent viewing its progress

during the year and deliberately avoiding by expenditures
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or price increases or allocation of cost or expenditures,
t hat managenent woul d have no opportunity to direct how
the result for that year and possibly the next year would
be affected?

DR MORIN. Well, under this sort of perverse scenario you
are hypot hesi zing, you are saying if the conpanies see
their return at 14.0001 they will start maki ng unw se
i nvest ment decisions or they will begin to incur
unnecessary costs, so as to keep their return bel ow 14?

Q - Yes. In other words, you would agree that that could
happen?

DR MORIN. But that is irresponsible. Because this is
going to be a commercially -- on the part of the conpany
that woul d be irresponsible.

Q - So regardless of whether it is responsible or
i rresponsi bl e, you agree --
DR MORIN. It would be irresponsible.
Q - -- that it could happen? Yes or no?

DR. MORIN. No. Because the conpany is now a conmercially
vi abl e business that is responsible to its sharehol ders.
And it is certainly not maxim zing value to the
shar ehol der by indul ging in such behavi or.

Q - But if they were perverse it could happen?

DR MORIN. Well, don't forget they are responsible to their
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sharehol ders. And then there is also another sort of a
safety net which is the quality standards and perfornmance
standards that could be enforced by the Board in terns of
service quality.
Q - So the shareholders will still get their 14 percent in
your exanple. And they are not inpacted?
DR MORIN. Well, above 14 they don't get anything. So the
shar ehol ders' return can never exceed 14.
Q - So if the conpany perversely expended nore noney it
woul dn't inpact the sharehol ders. Because the
sharehol ders' maximumreturn is 14 percent, is that not
correct?
DR. MORIN. That is correct. But there is a 50/50 sharing
bel ow that too at 13.9.
CHAI RVAN:  Try take our break. But just before we do | have
one question that follows up fromyours.

Dr. Morin, why in that circunstance -- | nmean, you go
for symretry. And you allow the conpany, as the return
falls below 9 percent, to have the option of com ng back
in before the Board to have things adjusted.

Wiy woul d you not do the sanme thing if in fact the
conpany were to nake, in your case, 14 percent?

DR MORIN. | think that would be a fine proposal fromthe

Board. | wouldn't have any problemw th that at all. To
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make it perfectly symetrical the Board can review the
whol e process above 14 or below 9. That would be fine
wth ne.

CHAI RVAN:  We wi || take our 15-m nute break.

(Recess)

CHAl RVAN:  Go ahead, M. MacNutt.

MR. MACNUTT: Thank you.

DR MORIN. M. Chairman, before the break you asked ne
about anot her possible way of circunmventing that perverse
Machi avel | i an type of behavior around the 14 percent
return.

And of course | agree with you. One way of doing that
is to say well, at 9 percent or at 14 it triggers an
automatic review by the Board. That is certainly one
acceptable way of doing it.

Anot her way woul d be to say well, beyond 14 percent
there is a little bit of sharing, let's say 10 percent to
t he conpany, 90 percent to the ratepayer. And that way
t he conpany al ways has an incentive to do the best that it
can. So both acceptable I think.

CHAIRVAN:  Dr. Morin, you have been in this business for a
long tine. So have |I. Have you ever had to deal with a
rebate to custonmers? It is a nightmare. Because you get

into the equities of the thing. And he who was a custoner
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then is not now, et cetera, et cetera, et cetera.
So fromny perspective, if there is any way to avoid,
on a practical basis, getting into rebates, | would do it.

But that is just my own personal feeling.

DR MORIN. And as a practical matter, given the

profitability currently of the conmpany over the next three
years, the possibility of earning such high returns is
rather renote, | would think. And it is only for three

years anyway.

CHAl RMAN:  Go ahead, M. MacNutt.

DR. MORIN.  You raised a good point, M. MacNutt.

Dr. Morin, would you please turn to your evidence A-2 at
page 11, lines 17 to 19. And I'mgoing to quote. So it
may not be necessary to turn it up. Were you state in
par agr aph 4 when summari zi ng your recomrendati ons.

"If yields on | ong-term Canada bonds fall outside a
range of 4 percent to 8 percent, alterations to the return
conponents may be sought by the conpany or the Board.™

My question of you is what type of alterations are you

referring to?

DR MORIN. The paraneters of the price cap can be reset or

requestioned or recalibrated. The possibility of |ong-
term Canadas going as |low as 4 percent or as high as 8

percent is sort of a doomsday scenario, if you w sh.
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And if long-term Canadas ever reach those boundari es,
t he conpany or the Board can sinply review or recalibrate
or requestion the whole price cap plan.
Q - Wll, what paraneters are you tal king about?

DR. MORIN. The trigger points, the indices, the
productivity threshold of 1/2 of CPI. CPl nmeans consumner
price index.

Q - And what specific process would you recomrend for making
such alterations? W are tal king process here.

DR MORIN. A review by the Board.

Q - And how woul d such alterations affect the results for a
particular year in terns of determ ning any sharing?

DR MORIN. Well, the clock would stop the nonent that the
reviewis triggered by either the conpany or by the Board.

Q - So if that change was nade during the course of a year,
how woul d it affect your nechanisnf? Wat rates would
apply? Wuld you have one set of -- one formula for the
start of the year, another for the --

DR MORIN. Well, wherever you are --

Q - -- second half of the year?

DR MORIN. -- at that point of the year on a prorata basis
the clock stops. And if you are hal fway through the year,
six nonths of the custoners' bills have been either

debited or credited depending on performance. And we
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start anew fromthe seventh nonth on

Q - Now --

DR MORIN. And the 4 to 8 percent safety net -- long-term
Canada bonds have to be outside of this zone for 20
wor ki ng days. That is about a nonth.

So there sufficient time to performthe accounting and
the crediting and the debiting of custoner bills and so
forth. Yes. That is a long tine.

Q - Okay. Now you have referred to | ong-term Canada bond
yields. What are you suggesting to use? 10-year or 30-
year Canadas?

DR MORIN. | would suggest 30 years. Because |long-term
Canadas 30 years are used to determ ne the cost of equity.

It is sort of a benchmark in the business. So | would
suggest 30-year bonds.

Q - Now should actual or forecast yields be used?

DR MORIN. Actual have to be outside the 4 to 8 zone for 20
wor ki ng busi ness days. That is a nonth, actuals.

Q - Wy actual s?

DR MORIN. Well, | don't want to deal with forecasts.

G ven the track record of economc forecasts | do not w sh
to upset the bal ance of the plan based on a forecast.

And as a practical matter, the consensus forecast that

i s published by Consensus Econonics cones out the 18th of
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every nonth approximtely. And it could be a
happenstance. It could be a bad forecast.
| think nmy suggestion of having actuals for 20
consecutive days outside of the zone, we are on nore solid
gr ounds.

Q - Thank you. Now Ms. MacFarl ane, would you pl ease commrent
on the reliability of the forecast for 2003 and 2004 in
light of the fact that the market structure is expected to
change on April 1, 2003?

M5. MACFARLANE: Wi ch forecast are you referring to,
M. MacNutt?

Q - Sales and costs?

M5. MACFARLANE: I'msorry. Are you referring to the
forecast that is in the testinony or the forecast --

Q - Yes.

M5. MACFARLANE: -- for the corporation that was filed in
the | ast hearing?

Q - The forecast for the transm ssion conpany?

M5. MACFARLANE: For the transm ssion conpany?

Q - Yes.

MS. MACFARLANE: The forecast was done on the basis of the
assunption that the debt equity structure woul d be 65/ 35.
Q - Howreliable do you consider your forecast for the incone

statenent to be for the transm ssion conpany?
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M5. MACFARLANE: The costs are reasonably determ nable and

stabl e, have been for a nunber of years. The OWA costs
in that area of our business, we have a good handl e on
t hose.

The assets, we have detailed fixed asset records,

therefore we feel confortable with the depreciation

forecast.

The fixed -- the interest nunber, again we have
detail ed records on our debt. |In fact the cal cul ations
for it are in the -- in the evidence. So the interest

portion of the incone statenent we feel very confortable
with.

The only nunber that is left really is revenue and it
i s dependant upon two things. One being load and there is
risk in that revenue nunber on account of |oad forecast.

| think I mentioned yesterday that this tariff does
not, like other tariffs do, recover automatically al
costs fromdistribution. There is no true-up of costs.
So if there is a problemwith the |oad, transm ssion has
ri sk there.

Two, there is risk in the m scellaneous revenue nunber
and | think M. Marshall will speak to that tonorrow, that
the short-termnon-firmsales, that nunber is at risk.

And then of course the revenue nunbers based on the
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proposed tariff. So if the proposed tariff is not
accepted, the revenue nunber will not be the right one.
Q - Wat are the chances that revenues will be higher than
forecast?

M5. MACFARLANE: | think the chances of revenue being | ower
than forecast are much higher than the chances of revenue
bei ng hi gher than forecast.

Q - Wy~?

M5. MACFARLANE: The load forecast is relatively flat and as
| say, it is the |oad forecast that we used with the
assunption that Col eson would be converting to Oimul sion
and NB Power would own it and have significant export
benefits out of it, all of which attract transm ssion
tariff.

The m scel | aneous revenues, the short-termand firm
sales, there are no contracts behind those short-term non-
firmsales. And to that end it is an estimate and we
believe they are at risk. And by the way, those revenues,
the costs associated with themare not variable. So were
we -- thereis 81 mllion in mscellaneous revenues, were
t hose sales not to occur, that doesn't nmean our costs
reduce. Thats nmean our net incone reduces. And on a 13
mllion dollar net inconme, any change in that short-term

m scel | aneous revenue has a significant inpact on the
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bottom I i ne.
W are nuch nore concerned about the downside than we
are about having too nuch revenue. The possibility of
that is nmuch lower than the possibility of not reaching

our revenue targets. M. Mrshall can speak nore to that

tomorrow -- not tonmorrow, |I'msorry, Mnday in Panel C
evi dence.
Pardon, what was that |ast --

M5. MACFARLANE: | said we are in Panel C evidence and as it
goes to the |oad forecast, M. Marshall can speak to it
very nmuch nore capably than | can.

- Thank you. Now Dr. Morin, | amgoing to quote from your

evi dence which is at A-2, appendix A price cap regulation
at page 26, lines 21 to 26, where you state "Z factor

adj ustments do not occur automatically, but require
separate filings. Filings can be nade anually and w ||
addr ess devel opnents in previous -- in the previous fiscal
year."

Later at page 28, lines 9 to 12, you state "All data
necessary to update the PCl's and the API's will be
submtted to the Board at | east 45 days before the
commencenent of a new indexing year." |Is that a fair

quot e?

DR. MORI N: Yes.
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In those statenments am | correct in assum ng that PCl

stands for price cap index?

DR. MORI N: Correct.

And APl stands for actual price index?

DR. MORI N: Correct.

Thank you. 1Is there any reason why Z factor adjustnents

cannot be nmade anytinme during the year?

DR. MORIN. Repeat that please?

|s there any reason why Z factor adjustnents cannot be
made anytinme during the year? This is as opposed to first

of the year, at the end of the year?

DR. MORIN. Well the idea is to avoid regulatory |ag

consequences of these exogenous facets. Suppose there is
a change in federal tax laws or accounting rules, |
woul dn't want the conpany to have to wait six nonths, nine
nont hs, twelve nonths before resolution of those issues.
Then the conpany woul d be exposed to regul atory | ag.

And of course it works both positively and negatively.

So the idea is to try to incorporate those changes as

qui ckly as possible in nuch the sane way that the private
sector, that in the free market a conpany woul d react
i mredi ately to exogenous changes and pass on the
consequences to the custoners, good or bad.

So you are agreeing with ne then, it could be done at any
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time during the year?

DR. MORIN. It could be, yes, sir. Just like in the free
mar ket .

Q - Nowin its response to PUB IR-66 at page -- in exhibit A-
4, which is page 438, NB Power advised the Board that NB
Power woul d report positive and negative influences on the
Z factor once a year and said that other parties should be
abl e to request/suggest adjustnents based on Z factors.

Now what do you consider to be an appropriate tine
after the event for notification to the Board by NB Power
on the first hand and by others on the second hand?

DR. MORIN. 30 days.

Q - Is it your intention --

DR. MORIN. That would give the conpany sufficient tine to
digest let's say a federal tax | aw change or an accounting
rul e change.

Q - Nowis it your intention that the Z factor be adjusted
only once a year or could it be adjusted several tines a
year ?

DR MORIN. It could be adjusted several tinmes a year, but
those are really in the real mof alnost |ike acts of Cod.

They are very, very unusual, extraordi nary, exogenous
circunstances that are not likely to occur very often, if

at all over the next three years.
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Q - Nowwth respect to adjustments to the Z factor, do you
recommend that they be based on actual costs and savi ngs

or on forecasts?

DR MORIN. | prefer actual costs because of the veracity of
t he dat a.
Q - Since Z factor adjustnents are for events beyond the

conpany's control, do you agree that they should be done
on a breakeven basis?
DR MORIN:  Yes, | do.

Q - Wuld it be necessary for price escalation to apply to Z

factor itens in that circunstance?
DR MORIN:  No.

Q - Wy~?

DR. MORIN. Because they are exogenous factors. They are
outside the normal privy of doing business day to day.

Q - Now Dr. Morin, M. Marshall, when giving evidence as a
menber of Panel A, indicated that there is only in the
range of about 2 nmegawatts capacity avail able for wheeling
t hrough. You have indicated that the potential for
conpetition in generation is fromnatural gas industry. |
think that is an accurate cite of --

DR. MORIN. Yes, the penetration of natural gas can have a
negati ve influence on the conpany's revenue forecast.

Q - Nowin light of these factors it would appear that sales
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volume will not increase in the foreseeable future.

DR. MORIN. That is correct.
- Wuld you generally agree with this statenent?
DR MORIN. Yes, | think I would, yes.

- You just did, thank you. Nowin A -- exhibit A4,

response to PNB IR-7, a question was raised with respect
to your response to question 7 in your evidence given at
A-2 page 7.

The IR asked why is price cap adopted rather than
revenue cap. In the response to the IR, NB Power stated
at the end of the second paragraph "The key difference
bet ween revenue caps and price caps is that price caps
reward sales growth and productivity inprovenents while
revenue caps reward only productivity inprovenents.” Do

you agree with that statenent?

DR. MORIN: Yes, | do.

- Wiy woul d a revenue cap not be nore appropriate

initially?

DR. MORI N: Because then there is no incentive to increase

sal es volune. And given the very high capital intensity
of this business, the very, very high fixed costs, it is
in the interest of everybody that the conpany can increase
sal es volune to spread the fixed costs on as |arge a base

of custoners as possible.



- 1253 - Cross by M. MacNutt -

Q - But if they are not expecting to increase initially, why
woul d not revenue cap be appropriate?

DR MORIN: Because there would be no incentive to increase
vol une. Total revenues would be capped. So there is no
incentive at all to increase vol unes.

Q - Now Dr. Morin, in your response to PUB IR-28, which is in
exhibit A-4, page 398, NB Power was asked why the use of a
producer price index was not reconmended to reduce index
risk in your price cap plan. 1In the response, NB Power
sai d, anong other things, at the end of the second
par agr aph on page 399, and | quote. "In short, Dr. Morin
views the fixed CDP-Pl as the nost suitable nmeasure of
inflation for inclusion in the price cap formula, with the
CPl a close second."

Do you adopt that statement in that response as part
of your evidence?

DR MORIN. Yes. | have a very slight preference towards
the gross donestic product price deflator index that is
publ i shed by Statistics Canada because --

Q - Yes, well just to clarify for the assistance of the
Board, we are going to be tal king about a bunch of
acronynms. Wiat is GDP-Pl as used in that quote?

DR MORIN. G oss donestic product price index. It is a

nmeasure of econony-wide inflation. And it is a very, very
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br oad- based neasure of inflation. M second and cl ose
preference woul d be the traditional consumer price index,
because the Board has some famliarity with that index and
they use it in other contexts as well.

Q - Now just for the assistance of the Board, it is ny
understanding that in your price -- your -- in your
formula, that you in fact have used CPl as the appropriate
nmeasure of inflation for NB Power transm ssion?

DR MORIN. Yes. But |I would not have any problens if the
Board were to decide on the gross donestic product price
index as an alternative. The two are extrenely highly
correlated, particularly over short tine periods. For the
next three years, for exanple.

Q - Now do you consider that the productivity index for the
busi ness sector of the econony as produced by Statistics
Canada woul d be an appropriate neasure of productivity for
use by NB Power transm ssion?

DR. MORIN. Well it is already inbedded in the inflation
index. The inflation index, whether it is the consumer
price index or the GDP price index already enbodies --
al ready reflects the productivity gains of the Canadi an
econony.

The X factor is intended conceptually to reflect the

di fference between the Canadi an econony's productivity and
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the electricity industry's productivity, which I have

nmeasured or gauged or assumed to be one-half of the

inflation level, the CPI. Wich is a very, very
aggressive assunption. It is going to be very, very hard
for the conpany to beat that. | have set the bar really

high by virtue of the fact that the studies that | know

t hat have been done throughout the world on productivity
show productivity in the energy business to be sonewhere
in the 1 percent range. And here | am suggesting half the
CPl index. And if we believe the forecast for the next
several years of 3 percent consuner price index, half of
that would be 1.5 percent. It is going to be pretty tough
for the conpany to beat that. So -- well | think that
answers your question on productivity.

Q - Thank you. Now again, Dr. Mrin, your evidence in
exhibit A-2 at page 9 at line 12, when responding to
guestion 7, in which you describe the salient points of NB
Power Transm ssion's price cap framework, you use the
phrase "The limted upside returns/unlimted downsi de
returns.”

We are just citing one paragraph --
DR MORIN  Yes.
Q - -- to look at that phrase. Wuld you pl ease comrent on

what is nmeant by unlimted downside returns in |ight of
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the fact that the conpany can file a rate application if
return on equity goes bel ow 9 percent?

DR MORIN. This is the so-called asymmetry problemthat is
inherent in rate of return regul ati on whereby on the
upside, profitability is constrained by returns being
equal to the cost of capital, and whereas on the downsi de
there is no really ceiling, other than the fact that you
can certainly apply for rate relief, but there is the
regul atory lag issue. So you are always sort of playing
cat ch- up.

I f you think of an investor |ooking at utility stock
returns, | think there is much nore downside to those
returns than there is upside by virtue of the fact that on
t he upsi de you always constrain profitability to the cost
of capital. And on the downside it is relatively
unlimted until the next rate case.

So the problemof regulatory lag creates this inherent
heads | win, tails you |lose type of situation.

Q - Now what are your thoughts about a range of 2 percent
above and 2 percent bel ow the benchmark return on equity?
You perhaps touched on that in response to the Chairnman.
But woul d you respond to the suggestion of 2 percent above
and 2 percent bel ow?

DR MORIN. Are we discussing the graph on page 42 of ny
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presentation? Page 467

Q - Yes. Slide -- or page 46 in exhibit A-22, yes. It also
appears in your evidence.

DR MORIN. Well those are largely judgnental. And the idea
is that there has to be enough of a range to constitute a
sufficient incentive, but not too nuch that it gives a
free ride to the conpany. So the tradeoff, if you w sh,
the conpronise is 200 basis points.

But | certainly would not violently object if the
Board were to say well, let's use 150 basis points instead
of 200 basis points without gutting, you know, the spirit
of the price cap proposal.

Q - Now we are | ooking at as your -- the diagramshows 1
percent on the upside -- 2 percent -- | can't add. 2
percent on the upside and 1 percent on the downsi de.

Whul d you consi der 2 percent on the upside and 2 percent
on the downsi de?

DR MORIN. Yes. | would not object to that.

Q - Now what are you thoughts on a 50/50 sharing throughout

such a range?

DR MORIN.  Yes, | would. | reconmend 50/50.
Q - Now --
DR MORIN. But not within the no-sharing zone. | don't

think I understood the question. If you |ook at the
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graph, the shaded area between 10 and 12, | don't think
t here should be sharing. Because that would sort of
destroy the incentive feature of the programin ny view
So there has to be a zone of no sharing to constitute a
valid incentive,

Q - Wiy would it destroy the incentive?

DR. MORIN. Well, it is just less of an incentive for the
conpany to performif it |oses half of the benefits
i mredi ately.

Q - wWll, we are really talking -- would it totally destroy
it? O would it just reduce?

DR MORIN. It wouldn't destroy the price cap plan. It
woul d certainly tarnish the incentive feature.

Q - No, no, no. I'msorry, Dr. Mxrin. I'mtalking would it
destroy the incentive feature or just reduce the incentive
feature?

DR MORIN. It would severely reduce it.

Q - Now, Ms. MacFarl ane, what recommendati ons woul d you make
with respect to nonitoring the effectiveness of the price
cap plan during a particular year to ensure that the
return on equity does not reach an excessive |evel ?

M5. MACFARLANE: On a prospective basis -- and | recogni ze
that our transmission tariff was submtted in the absence

of restructuring, but with the reality of restructuring we
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wi |l be producing financial statenents on a quarterly
basis for external consunption. And they will be
subj ected to auditor review as defined by Cl CA guidelines
for that purpose.

The ROE's will be denonstrated in that on a quarterly
basis so they can be nonitored throughout the year. And
then of course there is our existing ongoing budgeting and
reporting that we do internally on a nonthly basis to our
managenent teans and to our board.

Now the plan calls for us to formally report that to
this Board once a year, based on the annual audited
financial statenents. But again we can certainly -- we
could certainly provide interimreports if that is
sonmet hing that the Board would find useful

Q - Wuld that be at the end of each fiscal year?

M5. MACFARLANE: The plan as proposed woul d suggest
reporting at the end of each fiscal year with an audited
financi al statenent.

Q - That would be NB Transco's fiscal year?
MS. MACFARLANE: That is correct.
Q - Nowwth respect to a review of any price cap plan, what
i nformati on does NB Power consider would be appropriate to
file wwth the Board?

DR MORIN. Well, you would need the |atest CPlI or consuner
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price index report filed by Statistics Canada at the end
of the year. And usually they are about two nonths
behi nd.

And if your fiscal year is April 1st, the Decenber
31st report would be sufficient as a nmeasure of inflation.
Then rate increases are nandated to be half of that, no
nore. And, you know, the ROE, return on equity, published
year-end by the conpany. And the fornula takes care of

the rest.

Now - -

DR MORIN. Wre you tal king about the three-year review at

the end of the whole thing, or --

Yes. Now ei t her --

DR MORIN. Ch in three years fromnow, everything is up in

the air. The Board can sinply order a hearing such as

this one and recalibrate and revisit the entire tariff.
kay. At that tinme what information would you reconmend
NB Power Transm ssion file with the Board to assist it in

this review?

DR MORIN. Well, it would depend on what the Board wants to

do, if they want to re-exam ne the price cap, or they want
to fine-tune the indices, or they want to redefine their
measure of return on equity or do they want to review the

entire cost structure of the conmpany. Do they want to do
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a traditional rate based rate of return hearing |ike we
are doing right now. It would depend on the --
Q - Wuld you not believe that traditional cost of service
revenue requirenment information would be filed?

DR MORIN. |If the Board wants to re-exam ne the going -- or
the regoing-in tariffs, that would be the case.

Q - And a cost allocation study, would that -- information to
support that, would that be appropriate?

DR MORIN. Well, if that is what the Board wants, yes, the
conpany would have to submit it. But | think the Board
will be so happy with the results of the price cap system
not to have to face all these issues with, you know, cost
of service and rate base and adjusted betas and all that
ki nd of stuff.

My own feeling is that they will revisit and fine-tune
the price cap systemw thout a full-fledged conpl ete
over haul of the same issues we are debating today. |
nmean, that's the --
Q - If your --

DR MORIN. -- that is the point of the price cap. W are
trying to avoid all these direct costs.

Q - If your price cap framework were accepted what woul d you
expect NB Transco to do at the end of the first year?

DR MORIN. At the end of the first year?
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Q - Yes.

DR MORIN. Ch, to sinply file its RCE results with the
Board and perhaps even on a quarterly basis to establish
t he sharing nmechanism And the Board can certainly
scrutinize quality and service issues if it wishes to do
so.

Q - Dr. Morin, I had earlier provided to your counsel and
provi ded to you two pages extracted from your book which
is entitled "Regul atory Finance, Uilities' Cost of
Capital, 1994 Public Utilities Reports.”

And | have provided a copy to the Secretary. And it
has been circulated to all the parties. And | just want

to | ook at that three-page docunent that is so entitled

"Regul atory Finance". Are those extracts from your book?
DR MORIN: | have it.
Q - Yes. Thank you. Those are extracts from your book?

DR MORIN  Yes, sir.

MR MACNUTT: Now | would nove to introduce the docunent
just identified by the witness as an exhibit,
M. Chairman. | believe the Secretary is handing those to
you now.

CHAI RVMAN:  That will be PUB-1.

Q - Now, Dr. Morin, | would Iike you to turn to the first

page foll owi ng the cover page, which is prefaced (xiii).
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And you state that the purpose of this book is to provide
a conplete, accurate and easily understandabl e expl anati on
of the contribution of financial theory towards solving
the problem of estimating a conpany's cost of capital,
particularly that of a regulated utility.

Do you see that there?

DR. MORIN: Yes, sir.

Now | want you to turn to page 83, which is the third
page in that package. And would you just read for us
outl oud the first paragraph under the heading "Quality of

Ear ni ngs" at the top of page 837

DR MORIN. Yes. "A mgjor factor influencing the quality of

earnings particularly, in the electrical utility industry
is the accounting for construction work in progress.” And
the acronym (CWJIP) is inserted. "Wen the latter is
included in the rate base, the current construction
financing costs are realized in cash. Wen (CWIP) is not
included in the rate base, an allowance for funds used
under construction,” and the acryonymis (AFUDC), " -- is
estimated and added to incone. And this lets public
utilities capitalize the costs of debt and equity funds

used in building new facilities".

- Thank you. Now do you agree that this statenment inplies

that a utility may choose either to capitalize its cost of
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debt and equity funds as AFUDC or include CWP in its rate
base?

DR. MORIN: Yes. The choice is either -- whenever assets
are not used and useful and are being constructed are
neverthel ess put into rate base because they still have to
be financed. And that way of course the utility receives
cold cash to sustain and service the capital that's being
used in constructing these new assets.

The other alternative is to not to put these new
constriction in the rate base and accrue the financing
costs. And when the plant is finally put into rate base,
not only are the capital costs included in the rate base,
but al so the accrued financing costs, so called AFUDC, and
then you are made whole, so to speak. You are on a
deferred basis. These are the two choices. And the two
choi ces have consequences in terns of risk

| f you put the construction work in progress in rate
base, you will get cold hard cash to service the capital
that's being consuned. |If you do it AFUDC, you are sort
of -- it's sort of an accounting accrual technique. It's
what | call nonopoly noney in a sense. And you will not
be made whole until the plant is put into rate base. And
investors are a little reticent with the latter node

rather than the fornmer that | descri be.



- 1265 - Cross by M. MacNutt -
So, yes, the answer to your -- a very quick answer to
your question is yes, you can choose one or the other.

Q - And you consider your comments applicable to NB Transco -
- New Brunsw ck Power Transm ssion as per the evidence
filed in this hearing?

DR. MORIN. Yes. M coments apply to any electric utility
i ncl udi ng Transco.

MR. MACNUTT: Thank you. That concl udes the questions from
the Board, M. Chairman. |In saying that, M. Chairman, |
didn't want to preclude the panel from obviously asking
what ever questions they propose to ask.

CHAI RVAN:  That was understood, M. MacNutt.

MR. MACNUTT: Thank you, M. Chairman.

CHAl RVAN:  Go ahead, Conmmi ssioner Bremer.

BY MR BREMNER

Q - Yes. | have a couple of questions of Ms. MacFarl ane if
may. We have been talking the last tine about -- the |ast
whi | e about butterflies?

MS. MACFARLANE:  Yes.

Q - In a ballpark figure can you give us any idea -- and this
is probably a repeat, but I would like to hear it fromyou
because it says right here that you are, and |I'm
i npressed, in charge of the finance and the information

person here?
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M5. MACFARLANE: Yes.

Coul d you have had the idea of what the adm nistration
costs would be for all of these butterflies, including the
Hasheys and the Littles and all these people first and
second row, and the Board and the Chairperson and al
t hese people, but never m nd the working people |ike
nmysel f out there, but the adm nistration costs for al
these butterflies. What would they be? Have you any

i dea?

M5. MACFARLANE: No, but | can determne it quite easily, so

| can cone back to you with that on Monday, is that al
right? W can include that in Panel C.

Well maybe this is a wong tinme to ask this question but
what |'m concerned about as one Commi ssioner is we are
going to take one butterfly apart fromall these
butterflies. And we are going to single out this one
butterfly. What are we going to do about the
adm nistration of this one butterfly? And who is going to
be the ultinmate boss of this butterfly?

Are we going to have another Board wi th Chairperson
and bonuses and all these things, and the Hasheys and the
Littles and all these people in the first and second row?

And in three years time when we conme back to nmeet with

this Board will we be bringing all these people back?
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|"ma bit concerned about that cost. Now maybe it's
been in all these binders that we have here, but | would
like to hear it fromyou if that's possible, as the
accountant in the firm

M5. MACFARLANE: Yes. It has been a very real area of focus
particularly with NB Power's Board to ensure in this
restructuring that there is not a burden of |oss of
econom es of scale or additional unnecessary
adm nistration. |In fact that is one of the reasons for
there being a Holdco is to provide common services, shared
services across the four butterflies and ensure that we do
retain econom es of scal e wherever possible.

It is the case that all the conpanies will under the
Busi ness Corporation's Act have their own board and there
are costs associated with that. As it goes to the
regul atory costs in transm ssion, we would presune that if
there are people in the Hol dco who can provide services
like M. Bhutani, as an exanple, then that portion of his
costs would be charged to the subsidiary, or in fact
per haps those people would be noved right in to that
busi ness unit.

The intent here is not to hire nore people as we go
into this new structure. It's to allocate people to the

business units to the extent that that's possible. And
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where peopl e have special skills like M. Bhutani or M.
Marshall as an exanple, that all business units can
benefit fromto | eave themin the Hol dco and charge them
out on a shared service basis.
Q - So then this transmission will really not be a stand
al one corporation?

M5. MACFARLANE: It will be legally a stand al one
corporation. And its board will have all the powers of a
conpany as granted under the Business Corporation's Act.
But it will buy services fromits parent, Holdco. And it
will also be subject to its sharehol der, Hol dco Board in
ensuring that it's not nmaki ng uneconom ¢ deci si ons and
cost shifting costs to the other units or vice versa. The
Hol dco Board, the intent is for it to be alnobst a referee
or an overseer to ensure that decisions are not being nmade

that are going to add -- destroy val ue by breaking up the

conpany. |It's been a very real concern and a real topic
of debate.
Q - Wll it's ny concern. And, you know, as one Comnr ssi oner

here I sit back and hear all these things and | say well,
all these butterflies, now we are going to take one away.

But is it going to save noney? And | think that's what
we are after, is it not? Pardon?

MS. MACFARLANE: VYes, that's what we are after. And the
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intent of the transition into these new conpany formats is
to as nuch as possible ensure that we continue to retain
val ue and do not add extra costs. The intent as |
understand it fromthe Mnister's statenent of the
sharehol der, is they believe that if these conpanies are
gi ven individual mandates in their individual industries
and given targets of return on equity, that they will be -
- these conpanies will be driven to find cost efficiencies
that perhaps they aren't today as being part of a whole.

Now t hat concept being -- let's accept that for a
nmonment. There is also the risk of additional costs com ng
fromthe | oss of econony of scales or from one conpany
maki ng a decision to the detrinment of another conpany.
And that's where Hol dco cones in by providing shared
services and by ensuring those decisions aren't made that
woul d perhaps benefit one conpany in the short run but
destroy value for the sharehol der and the ratepayer across
all of the divisions.

Q - So that would be another butterfly?
M5. MACFARLANE: The Hol dco?
Q - Yes.
M5. MACFARLANE: The Holdco is, as | understand it -- and

again the legislation is presented yet -- but as |

understand it NB Power as it currently exists will sinply
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be continued under the Business Corporation's Act with a
new nane, NB Power Hol dco.
Q - Thank you very much

DR. MORI N: In the United States, M. Chairnman, the usua

format for unbundling an electrical utility -- and | wll
give an exanple of where I live. The Georgia Power
Conmpany is a separate entity, but it's still a nmenber of

t he Sout hern Conpany famly. So Southern Conpany wl|
provi de services that are cormon to all its butterflies,
regul atory services, accounting services, corporate
financial sinmulation nodels. Particularly the regulatory
services. So whether it's Al abama Power or GCeorgia Power
or Florida or Gulf or M ssissippi Power, they use a conmon
pool of services from Sout hern Services Conpany. So they
can benefit fromscale econony is not to have to replicate
costs and have, you know, five separate regulatory teans
and five separate corporate nodelling type people, so
that's the way they handle it.
Q - And you say this is what's going to take place here?
MS. MACFARLANE: That's the intent.
Q - Basically?
DR MORIN. Basically, yes.
MR. BREMNER. (Ckay. Thank you. Thank you, M. Chairnman.

BY MR Rl CHARDSON:
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Thank you, M. Chairman. Good norning, Panel. Doctor,
want to nmake sure that we are on the sane wave | ength as
we start into a couple of questions |I have here this
nor ni ng.

And it is my understanding, and |I think | have heard
it enough in the last couple of days, that under the new
structure the transm ssion conpany is to be commercially
viable on a stand al one basis. There will be no life line
to the province and the success or failure will be on the
basi s of performance.

That is as | understand it. That's -- | understand
the White Paper. And that's what | believe | have heard

here and this is your concept?

DR. MORIN. This is ny premse as well, sir.

In light of this then, Doctor, would you say that we have
one shot at setting this conpany up and doing it right, so
as it nmoves into this commercially viable world we are
going to be in, that it will be adequately capitalized so
it can withstand the newworld that it will operate in and

succeed. Wuld that be correct?

DR MORIN. That is correct. It's a golden opportunity to

start fromscratch on a brand new slate, so to speak. And
do it right right fromthe begi nning.

Adequat e capitalization is one of the nost critical
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el enents in setting up any conpany and to nmake sure that
that success will carry on. Wuld you agree to that?

it's not the only thing, but capitalization is critical?

DR MORIN. Ability to attract capital under reasonable

costs and ternms is crucial to an electric utility that is
very capital intensive

In your presentation you have used fornulas and then you
used a | ot of averages froma |lot of different conpani es.
And | believe they were prepared or your -- as |
understand your slides were prepared sone six nonths ago.
When was your work all prepared? Was it all at that
time? Prior to that time? |In other words is your
information that you have dealing in the real world as we

see it today not six nonths ago?

DR MORIN: This is about the best that we can do here. The

-- | think you are referring to page 32 of the slide
presentation where we exam ne the capitalization of al

t hese ot her conparable groups. This was prepared in md-
year 2002. And these were year end results at the tine.
So I'mnot sure we would have that much nore fresher data,
so to speak, until a year has el apsed. Because this is
based on year end data. The deened capital structures
that you see here were based on the latest regulatory

decisions at the tine. And there is really not nuch that
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has happened since that woul d change those nunbers.
So in other words this information is still reliable.
It's not stale.

Q - It'sreliable fromwhat is available but does it relate
to the real world as of today? And I'mthinking what has
taken place in the electrical markets over the last three
to six nonths. And sonme of it hasn't been very pl easant.

There has been a lot of price fluctuations. And we are
still living with some things that has happened over the
past two years.

And ny concern is that we are not dealing in an
abstract way and not dealing with the real world. 1'ma
great believer that you deal in the real wrld. And
that's what |'mconcerned that we get this conpany started
and we start it right.

DR MORIN. | agree with you conpletely. Right nowthe
i nvestnment community is extrenely nervous about the
electrical utility industry in light of some of the
experiences in the US and in light of the uncertainties
t hat have been brought about by restructuring. And the
real world -- proof of that is when you | ook at bond yield
spreads between the electric utility bonds and |ong term
Canada's. They have reached a very, very high | evel that

| haven't seen for a very, very long tine. So there is a
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ot of jitteriness. A lot of nervousness about the
electric utilities. And ny prescription for that would be
that if you have to nmake a judgnment about capital
structure, about rate of return you should nake it nore on
the conservative side of things. | would nmuch rather see
a stronger electric utility rather than a weaker electric
utility --
Q - Exactly. That's mny point.

DR MORIN. -- to confront the new world that you are
di scussi ng.

Q - That's what I'mgetting at. That's right. Are --
guess your review | ooked at deregul ation, the deregul ated
conpani es as much as you could --

DR. MORIN:  Yes.
Q - -- because they are -- it's noving around pretty fast.
DR. MORIN:  Yes.

Q - And again ny concern is that we are dealing with apples
and apples here. And | understand NB Transm ssion, there
is nothing like it around particularly in Canada, is that
correct?

DR MORIN. That is correct. W have sone cl ose proxies,
but there is nobody quite Iike NB Power Transm ssion as a
Separate entity yet.

Q - You are satisfied then that in your slide 32 you have
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done an external review and that you have then taken that
external review and have you noved it into the real world
of NB Transco, Transm ssion?

In other words | see your nunbers on the slide. And
have you taken and conme with your analysis and sai d | ook,
this is NB Transm ssion and this is howit relates to the
world that | have done this analysis on?

And is there a chance that we may have sonme variation
here, particularly where this is unique? And on your
anal ysis you have done an average of a |ot of conpanies
doing a lot of different things than what NB Transm ssion
is going to neet?

DR MORIN. Yes. This data on page 32 is about as close as
it gets to NB Transmission. | was careful in my testinony
to do a fairly thorough anal ysis of business risk of NB
Transm ssi on.

And they are not as high as some other utilities such
as distribution or certainly generation. So | was careful
totry to position the conmpany's business risk at the
proper end of the risk spectrum And of course the deened
equity ratio or the capitalization inplications of that
were to ne pretty clear, around the 35 percent.

| did give less weight to the US data because | don't

think the situation in Canada is as risky or unsettled as



- 1276 - By M. Richardson -
it isinthe US. So you see those nunbers on page 32,
and if I was |ooking at those nunbers | would be tenpted
to say well, you know, 35 to 40 percent seens to be
i ndi cated here. But | think one should discount a little
bit the US situation because of the Enrons and the
California deregul ation and so on.

And, you know, the nunbers are pretty solid here for
35 percent. And | know it is hard to believe froma
conpany rate of return witness, but | have always tried to
be a little bit conservative nyself. Wen | |ooked at
t hose nunbers | was tenpted to say 35 to 40 percent.

But | opted for 35 percent because | think NB Power's
transm ssi on business risks are not as severe as some of
those electric utilities that have generation activities.

And ny focus here -- it is crucial that this conpany
obtains a single A bond rating. And what are the
benchmar ks by bond rating agencies that will be conducive
to that singe A threshold? And I think a 35 percent
equity ratio will do that.

Q - One of the key elenents of a commercially viable conpany
is its managenment. And | haven't heard you tal k about
managenent. And have you consi dered managenent in your
anal ysi s?

DR MORIN. Not really directly. But it is ny understanding
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that the track record of the conpany in the |ast several
years has been one of, you know, reducing costs, inproving
service, quality and reliability.

And | was fairly satisfied that this conpany's
managenent was quite conpetent in ny own neetings and
exchanges.

And | ong exchanges wi th conpany managenent have
convinced ne about the fact that they are extrenely
conpetent and have a lot of insight into what is going on
and what we need to do here in the next couple of years
and are able to neet the challenge. But | did not do a
study in terns of neasurenent or anything |like that.

Q - And the reason I'mcomng at that -- and I'm com ng at
it froman investor's standpoint. You |ook at the bal ance
sheet of NB Power, it is not a pretty sight.

DR MORIN. It is a very, very, very bad sight.

Q - It is quite frankly a hell of a nmess?
DR MORIN. Yes, it is. | agree with you.
Q - Managenent has to accept sone of that responsibility.
And if you look -- looking fromoutside in, would the

i nvestor not say, hmmm mnmaybe there is just a credibility
of managenent there, maybe they haven't proved thensel ves.
And this is looking -- a perception perhaps nore than

anyt hing el se. But perception sonetines is reality. And
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how do you mtigate that kind of a thing?

DR MORIN. Well, | too was a little bit astoni shed when

| ooked at the bal ance sheet and the perfornmance results
and the profitability results. Hence we need to give them
a kick in their pants so to speak. And this is our option
to do that.

And | think the price caps will be the final wake-up
call in the battle or the search for efficiency and
productivity. And | think that will do it.

The incentive -- part of the price cap plans wll
stinulate the free market juices, you know, that are
conducive to quality, reliability, efficiency and cutting
costs, and slightly change the cul ture which perhaps has
been a little bit tainted by the fact that they were a
crown corporation or sort of a bureaucratic governnent
type of organization. That is no |onger true.

But | think this conmpany can neet the challenge. And
| think the price cap plan would be the necessary stinmul us
in that direction, to give nore of a free market culture
and a cost-cutting culture.

- | hear what you are saying. But that is on an ongoing

operation. W have sone bonds to sell right up front.

DR. MORI N: Mhmm

- And how do you mitigate that type of problen? Because
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|"msure the first thing the investnent bankers did was
take a | ook at that situation

Wuld you not -- and I'mjust inquiring here -- would
you not consider nmaking sure that the capitalization would
be just a little bit higher to offset any of this --

DR MORIN. Well, again | would repeat what | said.
woul d err on the upside of the equity ratio rather than on
t he | ow side.

When this conmpany cones to market for the first tine,
and given its track record, the first thing the investnent
banker is going to look at is, what about your equity
rati o? What about your bal ance sheet? How solid is it?

And perhaps that is why the investnment bankers that
have taken a prelimnary |look at this have suggested nore
40 percent versus ny 35 percent, perhaps because of what
you suggest.

And | think the Board has a crucial role to play here
in changing all of that by approving a decent rate of
return and a decent equity ratio and a price cap plan that
woul d sinmulate a free market nentality or culture in the
conpany.

That woul d make -- by the way, investnent comunity,

i nvest ment bankers are really enanoured with perfornmance-

based regulation. Anf they see it as a very, very
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positive sign to change the culture that | was talking
about .

Q - Now would you also agree with nme that noving froma
regul ated crown corporation to a commercially viable
conpany takes a different m ndset?

DR MORIN. Yes. | agree with that.

\Q - One that can be very costly if the right decisions
aren't made as they go forward?

DR MORIN. Yes. | think one of the greatest hurdles in al
the deregulation stories in North Anerica, whether it is
airlines or banks or telecommunications and now el ectric

utility industry is how do you change your culture or your

m ndset - -
Q - Exactly.
DR. MORIN. -- froma bureaucracy to that of a --
Q - Exactly.
DR MORIN. -- free market conpetitive econony? And that is
why I'"mso insistent on that price cap. That will provoke
that change. That will give the conpany the stinulus, the

push that they need to --

Q - | understand, Doctor. But that is down the road a little
bit. I'mtalking fromday one. And should we not then
consi der perhaps mtigating sone of that concern with a

real strong capitalized conmpany?
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DR MORIN. Well, I"ma great supporter of strong bal ance
sheets. And another inplication of that would be that if
you decide that, you know, perhaps 40 percent is nore
appropriate, the conpany is therefore less risky. And
that has a consequence on the rate of return.

Q - Yes.

DR MORIN. It could go | ower, down to 10 percent.

Q - Yes.

DR MORIN. O you can go as low as even 9.75 with an even
stronger capital structure. That is another possibility
which is attractive as well.

Q - Wat is the dividend policy for this new conpany? D d
anybody relate that to you? 1| didn't see a dividend
policy stated in any of the information and evi dence t hat
| have read.

M5. MACFARLANE: You didn't see it stated because of course
t he subm ssion was on the basis of -- it was submtted
bef ore consideration of a restructured conpany.

But the intent of the dividend policy would be such
t hat di vidends woul d be declared in an anobunt that woul d
all ow the debt equity ratio to remain the sane.

Q - | understand. Looking at your evidence, M. MacFarl ane,
page 4 on A-2, you show a dividend the first year. |Is

that a good commercial practice, Doctor, to start paying
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out dividends in year one when you haven't yet really
proven yoursel f?

DR. MORIN. The standard wi sdom on dividend policy, it is
based on normalized structural earnings and not the sort
of episodic or one year's earnings.

Q - That is right.

DR MORIN. You wait and see until the earnings or the
earning possibility of the conpany has been proven at
| east a couple of years. And then commt to a dividend.

Q - That is exactly right.

DR MORIN. And then you put your noney where your nouth is,

so to speak?
Q - Exactly.

DR MORIN. So the dividend policy probably is a little bit

premature until we have a couple of years under our belt.
And then | would return any surplus earnings that would
materialize to the parent conpany.

Q - That is --

DR MORIN And the dividend is sort of a residual that is
sort of a fudged or adjustnent factor so as to keep the
debt equity proportions to 60/40 or 65/ 35.

Q - But it wouldn't hurt anybody to have the equity in the
conpany built up for two or three years whil e everybody

proves that they can run it? Because there is going to be
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a |l earning curve.
DR. MORIN. A young energing conpany does not pay dividends.
Q - That's exactly right.

DR MORIN. Only a mature conpany that pays dividends. |
agree with that proposition.

M5. MACFARLANE: If | could just add though -- and |I'm
sorry, you had nmentioned that it won't hurt anyone.
Unfortunately the reality is that there is this other
conpany cal |l ed Debtco which has assuned the debt in
exchange for share capital and still has to service that
debt .

And the intent of the dividends and taxes is that it

will provide a cash flowto service it. | agree with you
conceptually. | just wanted to add that.
Q - | understand that. And that is nice froma theory

standpoint. But we are dealing in reality here. And the
one thing I don't want to see happen is the transm ssion
conpany get running with a thin capitalization, start
payi ng dividends and the first thing it is in the tank.
You don't have a lifeline anynore. Although |I'mgoing to
talk a bit about that, because | heard sonething this
norning that interests ne.

But if that in fact is the case, and you stub your toe

-- and it is going to get stubbed. The hope sheets that
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you do are hope sheets. They are wonderful things. But
you did admt that the costs are fixed.

And if the revenue side doesn't work then if you stub
your toe a couple of times out there you could be
bankrupt. And we sure don't want that to happen. It is
my tax dollars that's going into your conpany.

M5. MACFARLANE: Yes. Very much so.

Q - So Debtco may have to sit out there a couple of years
bef ore anything happens to it. | nean, we have a bad
appl e now in the bal ance sheet of NB Power. Because you
slice it four ways doesn't nake it any better.

You have now to start proving yourself and use good
busi ness practices that is going to nake that conpany
solid. Wuld you agree?

M5. MACFARLANE: | woul d absolutely agree. And not that |'m

here to defend the managenent of NB Power, but | m ght

just add that part of -- there are two reasons that
contribute -- two issues that contribute to our bal ance
sheet that | just would like to put on the table.

That being that in the current structure, with a
government guarantee on the debt, this curve on page 31 of
Dr. Mrin's table would inply that in order to get the
nost efficient cost of debt for your company, you mnust

bal ance your equity and your debt in order to get a strong



- 1285 - By M. Richardson -
credit rating.

Well, NB Power gets a strong credit rating by virtue
of the governnment at no cost. It saves the guarantee fee.

So we are able to benefit fromlow cost debt while at the
sanme time having no equity because we have the guarantee
of the governnent.

So 100 percent debt as the capital structure in the
current setting is not unreasonable or uncostly. |In fact
it is probably the nost economic capital structure in the
current setting.

Q - Exactly.

M5. MACFARLANE: So that is part of the reason why the

bal ance sheet | ooks uncommercial. The other reason is
that NB Power has in the past had accounting policies that
were, shall we say, very liberal or, dependi ng upon your
Vi ewpoi nt, conservative or aggressive, on the regulatory
side. Capitalizing and deferring costs into the future in
order to ensure spreadi ng of costs over ratepayers that
benefitted fromassets was foll owed very aggressively.

A witness -- for exanple on Point Lepreau, the
escal ated depreciation, where at the early life, when the
asset is earning a lot, its depreciation is very |ow. But
later inlife when in fact its productivity is |ess, al

of a sudden the depreciation charges are very high
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And that is what | would call a regulatory type of
accounting that is very, very aggressive. In the |ast
five to six years NB Power has noved away fromthose
accounting policies to ones that are nore commercial, and
in the neantime has taken sonme significant witeoffs. The
$450 million witeoff of the net book value. And that
contributes in large neasure as well to why our bal ance
sheet | ooks as it does.

There has been significant novenent, especially under
M . Hanki nson's | eadership, to nove the corporation to
commercial practices both in its managenent, in its
financing -- shall we say in its investnent decisions and
inits operational practices.

| agree with you there is going to be a huge |earning
curve. And this capitalization or this beginning of the
new conpani es provides a burning platformthat is going to
ranp up change, a significant change in attitude, much
nore dramatically than has happened over the last five
years under M. Hankinson's | eadershi p.

But we are believing that we are getting ready for it.

And we are trying to make recommendati ons to gover nnment
as they take us through this that would ensure that this
doesn't fail. Qur Board is very, very concerned about

this.
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| fully agree with what you are saying. | felt it
i nportant that you get this on the table at this hearing
but I think it is nore inportant that you are prepared to
answer to the investors out there and explain to them what
real ly has taken pl ace.

Because again, | go back to the perception side of
this. | look at the bal ance sheet and say, holy mackerel.
Who is doing what in Fredericton? Have they gone to
sl eep conpl etel y?

And you have got no other way to cone to that
concl usi on because when you | ook at the raw nunbers, it is

a Nness.

M5. MACFARLANE: W have been very fortunate that in our

DBRS revi ews that happen annually, they have pointed to
the -- they have pointed to the fact that our owner has
had certain interests that have had an inpact, shall we
say, on the utility in the past.

And that too is sonmething that will change under this
new | egislation. The fact that the string is being cut
wor ks bot h ways.

That is good. Now let's talk a bit -- and | heard this
nor ni ng, Ms. MacFarl ane, when you said there is a real
risk on the load factor for the transm ssion conpany. |

like to look at the transm ssion conpany as a railroad and
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the transmission is the railroad line. You got to have
the train running on the track in order to nake any noney.
| ama bit concerned about the sales in New Engl and.

And | know the doctor has touched on it in sone of his
evi dence. But what is happening in the last 30, 90 days?

| am concerned that there is a lot of, as they say, New
England is going to be awash in capacity from new
construction as it comes onstream \What effect is that

goi ng to have on NB Power?

MS. MACFARLANE: One of the -- it is a concern to NB Power

and certainly in the | ast year we have seen | ower margins
accrue to the conpany than has been the case in the |ast
two years.

One of the reasons why NB Power wanted to nove so
aggressively forward with the Col eson Cove operation is
because we believed it would put our cost structure in a
very conpetitive position vis-a-vis New England. Lower
cost structure than gas.

And that is a big part of how we believe we will be
able to nove forward and ensure that we still have the
train running on those tracks in providing revenue.

- How have your sales been this year?

M5. MACFARLANE: The volunmes are down, the prices are about

-- pardon ne, the volunmes are up because we have
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been selling nore into the overnight type nmarket, but the
prices are down on all fronts.

And | say that subject to check. | would appreciate
bei ng able to cone back at the beginning of Panel C and
speck to that nore fully, if that is all right.

- Wuld it be -- surprise you that the end of Decenber you

are down about 98 mllion?

M5. MACFARLANE: In sales or in margin?

- I n sales.

M5. MACFARLANE: | amtrying to picture our |atest financial

statenent in ny mnd. | know that for the fiscal year

| ast year we had margins of 170 million. That is added
directly to the bottomline. And this year our forecast
is that it will be below 100 mllion.

And that is for two reasons. Part of it is the
market. But part of it too is we haven't had the energy
to export because our hydro | evels have been so |low. Last
year there was -- last year was the | owest -- the | owest
hydro since the 1950s and we are at about the same |evels
this year.

It has been extrenely little water, which neans that
Col eson has to run for in-province and we have less to
export .

- If your sales dried up down there -- and they won't dry
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up conpletely -- but if we got into a situation where they
are only 50 percent of what they are today, what inpact
does that have on the transm ssion conpany?

M5. MACFARLANE: It has an inpact in two ways. And you w ||
see in the presentation this afternoon on Panel C, M.
Marshall will go into this -- it will have an inpact on
the short-termand non-firm sales, the m scell aneous
revenue there. And as | nentioned earlier, there aren't a
| ot of variable costs attached to that. So that will go
directly to the bottomli ne.

And then it may have too sone inpact on the -- over
the long-terminto the point-to-point, nost of that --
nost of that anount is tied up in contracts. But there is
sonme portion of it expiring and it would have an inpact on
that as well.

Q - Soit is all the nore inportant that we have an
adequately capitalized conpany going in and that we don't
pay out any profits just for the sake of paying out to
Debtco that those profits are retained until we have a
good track record and feel confortable. Because we don't
want to be in the soup, do we?

M5. MACFARLANE: | would agree with that.

Q - You are certainly confortable still, Doctor, with the

65/ 35? | saw you wavering just a little bit mybe?
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DR MORIN Yes, | would be nore confortable with 40
per cent .
Q - Now we are comng. Boys oh boys, if |I can keep on here,
we mght just get this up alittle bit nore.

DR MORIN. No, | don't want it higher than that.

Q - See, | ama firmbeliever on adequate capitalization
DR MORIN: | amtoo.
Q -1 lived and died with it for every day for years. And

any time you don't do it right, you pay a price. And
without that lifeline that is not going to be avail able as
of April 1st, we better be right.

So | would rather start high and give it back. Maybe
that is the wong phil osophy.

DR MORIN. Like I said, you are better off erring on the
conservative side than at the risk of, you know,
authorizing a |lower rate of return because you have a
stronger equity ratio that would be --

Q - W wll talk some nore. Maybe | will get you up alittle
hi gher .

DR MORIN. No, | don't think so.

Q - As | understand this norning, the new conpany is going to
be issuing the bonds?

MS. MACFARLANE: That is correct.

Q - Wien will they be issued and what will the terns be?
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M5. MACFARLANE: W have a little bit of flexibility there.
In the debt equity swap, obviously all the debt goes over
to Debtco and what cones back is a conbination of issues
with terms and rates that will match the pool. So that
there is no inequity there in the allocation of the
portion of debt that cones back.

There is only one issue that NB Power has that cones
due next year that would require refinancing. And our
prelimnary discussions with Debtco -- and agai n, none of
this has been agreed -- is that they would -- the Province
woul d keep that issue. So that would nmean in the first
year none of these new conpanies would have to go to
mar ket, other than for short-term borrow ng.

Q - WII they be 30 year bonds when you issue thenf? Because
| think there is a trend right now certainly south of the
border, of putting the issues out |onger so they can save
their capital and so on as they go forward. O nmaybe it
is an acceptability in the marketplace, | amnot sure yet.

Any conments on that, Doctor?

DR MORIN. Yes. Are you trying to lengthen the maturity of
your bonds and take advantage of the low interest rate
environnment right nowthat is prevailing. But you do have
this problem of the high spreads right now There is sone

bad odor associated with electric utility bond issues.



- 1293 - By M. Richardson -

Q - That is right. Again, all the reason we have good

capitalization.

DR. MORIN. Ckay. Let's goto 40. That's it, not higher

t han t hat.

Q - You are a great negotiator. You have had some neetings
wi th investnent bankers. Have you had -- you indicated
with -- in conjunction with the Province. Have you had

any on your own or is it this has been the only neetings
t hat you have had?

M5. MACFARLANE: These have been the only neetings that we
have had.

Q - Have they indicated any rates if they cane to the table
or cane to the market today? Have they indicated any
rates that you could expect to pay on your bonds?

MS. MACFARLANE: Yes. And the rates that we have submtted
in here are not inconsistent with what they have been
i ndicating to us.
Q - Have those neetings been held in the past 90 days?
MS. MACFARLANE:  Yes.

Q - They have, okay.

We have your bal ance sheet -- NB Power's bal ance sheet
for 2002. Do you have a business plan? Has that been
updat ed?

MS. MACFARLANE: That has --
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Q - There was sone di scussion on that plan at the | ast
heari ng.

M5. MACFARLANE: Could I just -- could | just return to the
previ ous question. One thing that has changed is the
credit spreads over Governnent of Canada's. W, | think,
have 91 basis points in here.

Q - Yes.

M5. MACFARLANE: For the spread over the Province of New
Brunswi ck. And our nobst recent data woul d indicate that
that is up by somewhere between 30 and 40 basis points.
So that part of it has changed.

Q - So that would put the rate at what today roughly?

DR. MORIN. The long-term Canada's right now are vyiel ding
5.5 percent and | would think that if tonorrow NBP
Transm ssion were to borrow noney, it would cost them 130
basi s points above that. So that woul d be approxi mately
6. 8.

M5. MACFARLANE: Now the second question, what is the
busi ness plan. The business plan, to the extent that we
i ssued a docunment that was available for public
consunption in the past, we have not done that. And on
certain areas of the business we will not be doing that.

But we have built a 10 and a nuch less rigorous 30

year nodel in order to allow us to |ook at the future of
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t hese conpanies. Wat the capitalization will nean, what
risk we have in earnings, what risk we have in expenses,

how nmuch tol erance there is to absorb that risk. How t he

di vidend policies will be exhibited, et cetera.
- Is that available to us?
M5. MACFARLANE: Can | find out if it is? | don't know.
Could we nake it avail abl e under confidenti al
ci rcunstances?
- | don't know. M. Chairnman?
M5. MACFARLANE: This is advice to the Mnister that is
form ng part of the recomrendati ons on a go forward basi s.
MR. HASHEY: | anticipate, M. Chairman, M. Richardson,

that that probably isn't sonmething that we could rel ease
on the advice to the Mnister basis, at the nonent.
think the best we could do is probably get an answer back

to you at the first of the week, if we could.

CHAIRVAN: Al right. If you would do that, M. Hashey,

that woul d be fine.

MR, HASHEY: Yes.

It was interesting, this norning, your conments regarding
that funding of new capital expenditures where increased
equity had to be made available, that the new | guess it
was Debtco or the Holdco or whatever you got it there, is

prepared to add a little nore capital to the function.
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That is as | understood that.

M5. MACFARLANE: That decision hasn't been nmade yet. But
that is certainly where the discussions are |eading.
Because as | say, in the absence of that, the only
alternative is to dilute the provincial ownership

Q - Yes.

M5. MACFARLANE: By allowing the utility to go to the equity
markets. O to change the -- to weaken the bal ance sheet
by funding with nore debt.

Q - That begs the question then, fromny point of view that
if by chance Transco started |osing noney in the first
coupl e of years, is this Holdco, Debtco, whatever,
prepared to add nore capital to it?

In other words, are you really getting an indirect
lifeline? The lifeline, | understood, was going to be cut
off. But maybe it is not cut off.

M5. MACFARLANE: Well | -- 1 will say two things to that.
There is every expectation on all parties -- al
st akehol ders behal f, that these conpanies will be staffed
wi th managenent that will neet those targets and that what
you are suggesting won't happen.

And secondly, if it does happen, that it won't be a
lifeline extended. It will be that the nanagenent will be

replaced. That is how the discussions have ensued so far.
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Yes, in the commercially viable world we live in, that is
exactly what happens. It is not pretty. And that is

again, get it right. Any novenent yet, Doctor?

DR MORIN:  No.

kay. As | understand it, you are going to have a

gquarterly statenment made public on the new conpany?

M5. MACFARLANE: W are going to have a quarterly statenent

that will be at a level such that it can be nade avail abl e
to external parties. The -- it's the thinking that these
borrowings will |ikely be private placenents and so the
external parties will be [imted. 1It's not necessarily
sonmet hing we woul d put before the standing conmittee on
crown corporations, for exanple, but we could submt it to
this body.

Yes.

MS. MACFARLANE: W could submit it to our banks, et cetera.

You of course would continue to do nonthly and updated --

M5. MACFARLANE: Absol utely.

-- inhouse.

MR. RI CHARDSON: Thank you very much. | have no nore

guestions, M. Chairnan.

BY MR SOLLONS

Good norning -- or good afternoon. | just have a few

guestions arising fromyour presentation over the |ast few
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days. And then naybe sonme questions arising from your
filed evidence. But | know when we were being taken on a
tour through sone of your exhibits, Dr. Mrrin, | noted in
RAM 4 the data from 1998 to 2000 --

CHAI RVAN:  Where is that?

MR SOLLOWAS: That woul d be A-2.

CHAI RVAN:  A- 2.

Q - The appendix -- exhibits, Dr. Roger MNobrin.

DR MORIN:.  Yes, RAM 4.

Q - RAM4. It goes to '"97 and |'mjust wondering if you
coul d update that for us to include --

CHAI RVAN:  What page is that?

MR. SOLLOWS: There are no page nunbers.

DR MORIN. Yes. Exhibit RAM4 can be updated. But the
reason for stopping at 1997 is followi ng that was the
effective restructuring in the United States and | didn't
want to contaminate the data for that but, sure.

Q - And I think you had indicated that there was a | ot of
uncertainty associated with the restructuring that should
| ead -- should show an increase in these betas, | would
i magi ne?

DR MORIN. Yes. Actually what happened is it was a big
shock with the California crisis and there was a conpl ete

di sconnect between the electric utility stocks and the
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overal |l market as a result of the fallout from California.
And the beta started goi ng way down because there is a
di sconnect. There is no relationship between the conpany
and the market. And now they have started to go back up
on a fairly steady course. But | will give you that

informati on --

- Thank you.
DR MORIN. -- as an undert aking.
- Now, Ms. MacFarl ane, you nentioned -- and | think ny

col | eague indi cated sonme concern that there -- the
forecast for export revenues for the tariff -- fromthe
tariff mght be a little optimstic. And if this relates
to what you will be giving in the next panel we can just
leave it till then, but | guess the direct question that |
have is if instead of 8 mllion net incone fromexports
you had 4 mllion, what would be the effect on your return

on equity?

M5. MACFARLANE: If you are prepared to, | would prefer to

di scuss this in Panel C.

Fai r enough.

M5. MACFARLANE: And | don't think |I said they were

optimstic. | think | said they were at ri sk.

Yes.

M5. MACFARLANE: And significantly at risk, yes.
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Q - Dr. Morin, just alittle while ago you indicated that one
of the big benefits of this rate structure or this
approach to performance based ratenmaking would be -- it
woul d give the -- create an incentive for the conpany to
increase its sal es?

DR. MORIN:. Correct.

Q - Practically how can a transm ssion conmpany increase its
sal es? They would seemto be driven by their whol esal e
and large industrial custoners.

DR. MORIN. By being cost conpetitive in terns of exports.

Q - Could you el aborate?

DR MORIN. By lowering its costs they can be nore
conpetitive and secure sone of the -- the higher
penetration in the New Engl and nmarket, for exanple.

Q - Ohl see. So you are bundling -- the total thing in the
New Engl and market if the transm ssion costs are |ower --

DR. MORIN:  Lower.

Q - -- then they will probably sell nore in the New Engl and
mar ket ?

DR. MORIN. That's correct.

Q - Fair enough. 1In terns of the donestic market you are not
tal ki ng about the transm ssion conpany actively trying to
i ncrease the consunption of electricity in the donestic

mar ket ?
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DR MORIN. No, not at all.

Q - You also referred to -- when discussing the inpact of
your productivity adjustnent, that the productivity in the
ener gy business was around 1 percent?

DR MORIN. Well there is lots of studies that have been
around t hroughout the world about energy industry
productivity. And it's a very difficult challenge to
nmeasure that, because it depends on the historical period
over which you neasure productivity. 1t depends how you
measure outputs versus neasures of inputs. There is a |ot
of discretionary aspects to this exercise of trying to
measure productivity. But the results that | have seen
particularly in the distribution side of things suggests
somewhere between 1 and 2 percent X factors.

And | don't want this conpany or this Board to be
enbroiled in the whol e busi ness of nmeasuring and
benchmar ki ng productivity and at the end of the day we say
well, here is the result but, you know, NB Power is a
little bit different because of their rural density,
because of their radial nature of their territory there
productivity threshold should be a little bit |ower.

I nstead of getting enbroiled with all of that, which
represents a trenendous burden to both the Board and the

conpany, | said, well, why don't we nake the productivity
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threshold half of inflation, which in itself is anbitious.

If we think of inflation as being 3 percent in the
next several years, the X that would be inplied, the
productivity factor that would be inplied is 1 and a half
percent, which I think is a very, very anbitious threshold
for the conpany to pursue.

The bar has been set pretty high | think with ny --

Q - | guess the concern that | had is that you referred to it
as the energy business, but it was mainly the distribution
busi ness that was the reference for that?

DR. MORIN. It was nmainly the distribution business. And
the reason for that is because we have an abundance of
conpanies in a distribution business. W have |arge
sanples to do studies, but very few transm ssion
conpani es. That's another reason for suggesting half of
inflation as a productivity threshol d.

Q - I think just a while ago, Ms. MacFarl ane, you indicated
that -- and | think you indicated it was al so standard
practice, Dr. Mrin, inthe United States that the
transm ssi on conpany woul d buy common services fromthe
hol di ng conpany. Now | guess ny question is how are the
costs of provision of those services regul at ed?

M5. MACFARLANE: They are -- in the present tariff we have

made an all ocati on of corporate costs which frankly wll
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not be that dissimlar fromwhat will happen in the new

regime with corporate services.

And it's subject then to

on a going in basis review by this Board.

- So we would then have access to the hol ding conpany's
records in order to see that they -- the charges refl ect
their costs?

M5. MACFARLANE: | would have to assune that at the tines
that you do review costs you woul d have to have that.

DR. MORIN. That's standard practice --

- kay. Thank you.

DR MORIN. -- when utilizing the services of the service
conpany. |It's pretty standard to scrutinize those costs
to make sure that they are efficient.

- Fair enough. Now | ooking at again the -- | think the

graph is in your presentation.

And | see it al so here on

page 439 of IR 67, that's volunme 4, | suspect. | think

it's the same graph, so if you want to flip up your

presentation. Page 41 you m ght have said it was before.

CHAI RVAN:  46.

46. Yes. Now this illustrates

target is 11 percent and you are

al I ow hi gher returns on equity.

the theory correctly, the theory

traded conpany the nanagenent

is

fairly well that your

- the intent here is to

And | -- if | understand
is that in a publically

expected to nmaxim ze
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shar ehol der val ue and the shareholders will want -- wll
tend to want a higher return on their equity.

In this particular case do we have any evidence on the
tabl e that the shareholder, and there is only one, wants
nore than 11 percent return on their equity?

DR MORIN. Well nmy testinony is an attenpt to capture the
expected returns that would prevail in a conpetitive
mar ket for the kind of business that NBP Transm ssion wl|
get in to. The opportunity costs of investors would be,
in ny view, about 11 percent for an enterprise or an
investnment of that risk. That's what ny testinony is
about if | understand the question.

Q - This I understand. But | guess ny question was in this
case we aren't tal king about a publically traded conpany
with the shareholders all with different attitudes and
risk aversions. W have a single sharehol der that wants -
- presumably wants a return on their equity. But do |
interpret your evidence as indicating that this
sharehol der would really rather have a 14 percent return
on their equity? O would they be just as happy with 11
percent and if it went above that they mght return it to
t heir customers?

DR. MORIN: Under traditional rate base rate of return

regul ation the investor would be content with a return of
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11 percent. That would match their risks. But the whole
rest of the apparatus is to -- is designed to go hand in
hand with a price cap reginme. The only role that rate of
return plays in a price cap reginme is to determne trigger
points for sharing, because there is no connection anynore
between rates and costs and rate of return and rate base.
The only reason we even have this graph is to

determ ne where the trigger points are going to be for

sharing with ratepayers. That is the only role played by

M5. MACFARLANE: Can | just -- if | could just add to that.
Q - Yes.

M5. MACFARLANE: The application was filed of course in the
absence of restructuring and I think Dr. Morin has said in
it it is irrelevant who the investor is. And what we were
trying to do was to ensure that non New Brunswi ck users of
the transm ssion tariff paid all costs so that in sone
formthey could get back to the people of New Brunsw ck.
Under restructuring, the mnisterial statenents have
indicated that they are expecting a market based return.
And certainly the credit rating agencies who are giVving us
our credit rating for our debt holdings will be |ooking
for market based returns.

And it's also the case that the nore returns the
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conpany is able to generate and pay in dividends, or pay
in taxes, the faster the legacy debt will attrit and that
too is an objective of governnment, is to get out from
under the guarantee on the existing debt, which will be
there until it's paid off. So | just add that.
- Thank you. | guess the next question | have about this
figure is that -- and | look at this fromthe perspective
of control, you know, like control. This |Iooks like a

dead band control to ne with --

DR MORIN. Upper limts and lower limts.

- -- upper limts and then high limt and very |ow stop
l[imts. | guess fromthat technical perspective it's a
fairly crude way to control sonething in the sense that if
| were to design a control systemthat wanted to cone
closer to 11 percent, | mght not do it in this way. |
m ght use maybe a proportional band or sonmething |ike

t hat .

DR MORIN. Yes. There are different ways --

- Wiy would they not do that sort of thing in this
appr oach?
DR MORIN. There is a -- there are several different ways

to manage the sharing system One way is the so-called
funnel approach. And the argunent here is that the first

one percent extra return is fairly easy to obtain, so we
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shoul d give nost of that to ratepayers. But each
successi ve one percent inprovenent is tougher and tougher
and tougher and tougher to get. And therefore nore and
nore and nore and nore should be shared by the conpany and
| ess and | ess by shareholders. Dimnishing returns if you

W sh.

M5. MACFARLANE: Shared by ratepayers.

DR. MORIN. Shared by ratepayers, yes, excuse ne. And

that's called a funnel approach. And you -- and | agree
wi th you you can devise these triangular or funnel types
of approaches but | had in nmnd here for the next three
years -- and one of ny objectives and criteria is that of
adm nistrative sinplicity, so | opted for a sinple 50/50
system But we can certainly devise a funnel type of

appr oach.

- And certainly we use this technique for controlling

tenperatures for exactly the sanme reason, it's sinple.

DR. MORI N: Yes.

- That's fair enough. | guess | would like to at this

stage ask you to look at your exhibit RAM7. And that's
in your volunme A-2 of your exhibits. And it's -- there
are three pages to it and we can just |ook at the first

page, | guess.

DR. MORI N: | have it.
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Q - And first off I want to thank you for providing such
extensi ve docunentation for your advice. For soneone |ike
me, you know, | |like to have data to dig into and | ook at
and it's been very hel pful for nme.

Now this | guess you used to estimate the risk prem um
or the risk margin for Moody's Electric Uility stocks.
And you took the 20-year bond maturity and total bond
return and conpared that to that stock index from 1932 on
to 19907?

DR MORIN. That's correct, yes. Starting in 1931 all the
way up to 2000, what have been the historical returns
bet ween stocks of utilities and the governnent risk free
rate. And on average, as you can see on page 3, the
stocks of electric utilities have outperfornmed the bonds,
the risk free bonds by about 5.7 percent.

Q - Yes. And | did plug the nunbers into a spreadsheet and
check it. | guess ny concern here is that when | do that
and | begin to plot the data it appears to ne that there
is a change in the data around the m d-1960s. And prior
to 1965 they seened relatively uncorrel ated and therefore
| woul d accept your average for that tine period.

But after 1965 it appears that they are correl ated,
the stock returns seemto be correlated with bond returns.

And that would lead nme to a different estimte for your
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risk premum that is somewhere in the range of four to
maybe -- three to four percent dependi ng upon the
probability that | assign to pre-1965 behavi our versus
post 1965 behavi our.

So | guess | -- what I'"'mreally looking for is if in
my mnd ny analysis of that data is nore representative
how woul d that adjust your overall advice to us --

DR. MORIN.  Well --

Q - --in terns of what the risk margin should be?

DR MORIN. Well if you -- if one perforns your analysis and
concludes that the risk is let's say 4 and a half percent,
t hat woul d change page in ny direct testinony. It would
change page 59 where the table on page 59 recapitul ates
the results fromall the technol ogies that | have
utilized.

And the one that is |labeled "Electric utility
historical", 5.7, that nunber would then become what, 4.5.

Q - Watever that range is. 3 to 4 is what it cane to.
DR MORIN  Yes.
Q - Yes.
DR MORIN. But | did run the serial corelation test to see
to what extent are the successive risk prem uns corel ated
over time. And | found very, very little corelation. In

other words this series sort of behaves |ike a random
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- | confirnmed that actually for the serial corelation on

t he bonds and the stocks individually. But what |I'm

tal king about here is a corel ati on between stock

performance and bond performance. It is really quite

cl ear at post ' 65.

DR MORIN. Ckay. Well --

- Yes.

And that neans that subject to your advice that the

risk-free rate should be 6 percent, it inplies a risk

prem um of somewhere around 3 percent for that data.

And t hen dependi ng on how nuch | -- weight | give to

the post '65 data, it would be somewhere between 3 and 4

per cent maybe?

DR MORIN. Yes. One of the problens with historical data

is one

has a choi ce of peri ods.

- | know. Yes.

DR MORIN. And | rather don't nmake -- prefer not to nake

judgnments on this and just |look at the data when it is

avai | abl e.

- It is

a judgnment call?

DR MORIN. And it is a judgnent call. And for reasons that

| had i

peri od,

ndi cated yesterday, the | onger the historical

the nore that expectations converge with

realizations, the better the estimates, statistically
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speaki ng.

Sol | ows -

So that is why | always prefer to use |ong periods

when dealing with historical data.

- So basically I would |ook at this and substitute for 5.7

sonet hi ng bet ween 3 and

4. And then | would just adjust

your average appropriately?

DR MORIN: That is correct. You can do that.

- And you woul d happy with that, subject to --

DR. MORI N: No. | woul d not be --

- -- subject to checking

DR MORIN. | wouldn't be
- No. But subject to ny
sonmething really --

DR MORIN. | wouldn't be
you shoul d chop peri ods

1970 to 2000 and find a

rry - -
happy with it.

maki ng an arithmetic m stake or

happy with it. But | don't think
of tinme. Because | could take

negative risk premium But that

is not what investors expected. So when you are dealing

wth realizations --
- On this data you woul d
DR MORIN. Well, | think

years there is a |ot of

find a negative?
if you look in the |last couple of

negati ve nunbers there. [|'m not

sure it would be negative. No, probably not.

- | don't think it would

be.

DR MORIN. But it would be very small. And | don't think
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it would indicative because expectations don't always get
realized year to year.

Q - And frankly --

DR MORIN. That is why | like a | ong period.

Q - And that is true. But I"'musing all of your data in the
assessment. |I'mjust doing -- applying sort of a Bayesian
probability that recent experience is nore probable than
the pre 1965 experience. That is sort of the approach.

DR MORIN. But it is not as reliable. As you chop the
periods off you are | osing data.

Q - No. | haven't lost any data. | have just nodel ed the
prior date as an average as --

DR. MORIN. Sonething | understand, yes.
Q - -- you would and then applied a probability that it wll
likely arise.
DR MORIN. Ckay. | understand.
Q - Sol really haven't |ost any data.
DR. MORIN. Ckay.

Q - And cone to that nunmber. And so in that case it wouldn't
-- | could just substitute a 3 and redo the average. And
that is the way I would approach it. Thank you. That is
it.

BY THE CHAI RVAN:

Q - Doctor, | think I know the answer to this. But if this
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Board were not to accept your rate cap or your proposal on
rate caps, et cetera, that you would recommend 10.5
percent ?

DR MORIN  Yes.

Q - Ms. MacFarl ane, when we regul ated the New Brunsw ck
Tel ephone Conpany Limted, that conpany filed with us each
nmonth the accounting statenments that they produced for
their managenent. |Is there any reason that NB Power
woul dn't do that for Transm ssion for this Board?

M5. MACFARLANE: We could certainly do that. | mght just
add, subject to check that -- and I don't know what period
you are talking of for NB Tel. But the Cl CA guidelines on
requi renents for externally produced statenents have
changed significantly.

And there is a nuch higher standard for rigor and nuch
hi gher demands for accountant review, auditor review than
was the case sone years ago. Those standards changed
about a year ago.

Q - Qur approach always with NB Tel was that if there is
sonmet hing that was produced for managenent's benefit, that
if it came close to doing what the regul ator needed, then
don't recreate the wheel, sort of thing.

In other words we will use what you al ready produced.

However, if you would |look into that | woul d appreciate
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it.

M5. MACFARLANE: | certainly wll.

DR MORIN. It would be a good way of nonitoring the price

cap systemnonth to nonth

From your questions -- or excuse ne, your answers to
Comm ssioner Sollows, | take it then that with the hol ding
conpany, your |oaned -- or your personnel shared services,

et cetera, you are not a taker as far as this Board is
concerned of the price?

W will be able to | ook into what exorbitant price is
bei ng charged for M. Bhutani's tinme or sonething of that

nature | guess?

M5. MACFARLANE: That is right. And | mght add that the

mnisterial statement that was nade in May indicated that
t hose services would be provided at cost.

Now has it posed any difficulty as to the | evel playing
field for all users of your transm ssion services to have
sone people |ike M. Bhutani or otherw se who woul d be
provi ding services to you but also presunably to NB Power

Gener ati on?

MS. MACFARLANE: In the sense that there are econoni es of

scale, we didn't look at it, yes.

What |'mlooking at is that they would be privy to your
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M5. MACFARLANE: Oh | see what you nean

CHAI RMAN:  -- information, nmanagenent information as well as
that of the generation conpany?

M5. MACFARLANE: That's right. Yes. And those issues as
bei ng | ooked at as well as the conposition of the boards
of these conpanies, what issues arise fromthose. Al of
those are part of what we need to settle between now and
April 1st to ensure that there are no problens.

Today in an integrated utility we handle it through a
code of conduct and sign statenents to that effect.

Q - Nowthis is just a little background. And | can't be
terribly accurate on it. But the last tine you appeared
before this Board in reference to a rate review was 1993.

And this is 2002.

You nentioned aggressive regul atory accounting for
instance in the context of Point Lepreau depreciation and
deferring the depreciation off till later in the
purportedly useful life of that asset.

But on the other side of things, when that was done
there was al so the generation equalization account that
was set up so that during the early years of the running
of Point Lepreau, that anything over a certain anmount by
way of a capacity factor and | believe, stand to

correction, it was 85 percent, and you were running in the
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90s --

MS. MACFARLANE:  Yes.

- -- you put noney into this equalization account so that
later on in the life of that asset, if it didn't perform
to the 85 percent, then you would be able to draw those
funds down?

M5. MACFARLANE: Sir, | certainly did not intend to be
guestioning any policy that the Board woul d have revi ewed
and found reasonable. They were reasonable in the day.

From a perspective of a commercial entity they are
perhaps | ess reasonable. From a perspective of a
regulated utility where intergenerational equity is very,
very inportant, | believe those policies were effective.

In fact I wi sh by days we could bring back the
generation equalization account.

- And that leads nme to a point, that subsequent to 1993 you
in fact collapsed that equalization -- generation
equal i zati on account.

You col | apsed the account dealing with the 31, 32 year
average for hydro. There were a nunber of accounts. And
| stand to be corrected. But sone were in the vicinity of
let's say 200 million to $250 million were collapsed in
that period of 1993 through to '96, '97, '98.

And this is all in the context of sonmething | want to
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put to Dr. Morin. The legislative assenbly has inits
wi sdom at |ast turned to this Board and said, for the
pur poses of NB Power Transm ssion the Public Utilities
Board of this province will be given what is nore nornal
regul atory jurisdiction over NB Power Transm ssion.
Having in your m nd, Doctor, what has happened since
we | ast reviewed the rates of NB Power in 1993 and how
t hey have gone from a bal ance sheet reflecting 80/20 debt
to equity to where it is in the situation it is in today,
and you knowi ng as | know that a regulator's
responsibility is twofold, one to ensure that the rates
are just and reasonable, but on the other side that the
utility will performfinancially in a fashion that they
will be able to raise capital. Wuld we be rem ss in our
duty as a regulator and allowi ng NB Power Transmi ssion to
cone before us, have the rate set and not be -- the Board
have no authority over it for a period of three years?
DR. MORIN. No, | think -- I still think you have authority
over this conpany and shoul d have authority over the
conpany. And even in the price cap reginme there is al
kinds of filings that have to be nmade before the Board.
The Board has to nonitor the performance quarter to
gquarter, see where the RCE is. The X factors if any --

excuse nme, the Z factors if any have to be filed before
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the Board. And you can certainly nonitor service,
quality, reliability and performance.
And | think there is a huge role to play by the Board.

And then you got to get ready for the review in three

years fromnow as well. So there is still a lot of food
on your plate. And | think the Board should -- | nean,
don't want to get involved with politics here. | know

absol utely nothing --
Q - Nor do I.

DR MORIN. -- about the political inplications. But ny
viewis that it is the Board' s responsibility to
adj udi cate between the interests of sharehol ders or
investors and the interests of ratepayers. That is
fundamental to ne. And that should be the purview of this
Boar d.

CHAI RMAN:  Thank you, Doctor. M. Hashey, redirect?

MR. HASHEY: Yes, | have, M. Chairman. Thank you.

REDI RECT BY MR HASHEY:

Q - First of all, Ms. MacFarlane, | believe there is one
undertaki ng that you have indicated to me you coul d now
answer, before | get into redirect?

M5. MACFARLANE: kay. Yes. This was an undertaking for
JDI, M. Snellie. It was an undertaking of Decenber 8th I

believe. It was yesterday in any event.
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And the question was related to the incentive pay
programthat NB Power has. There are currently -- for the
| ast fiscal year there were 104 people on this program
that would be fromdirector |evel and up in the
cor porati on.

The incentive payout for 2001, 2002 was $700, 000.

That represented per person, though various peopl e earned
vari ous anounts dependi ng upon their ability to achieve
their objectives. It represented an average of 7.3
percent across those people, because their salaries
totaled 9.6 mllion before the incentive paynent.

Total salaries for the corporation including incentive
for the year ended March 31st 2002 --

MR. SMELLIE: |I'msorry, Ms. MacFarlane. Can you sl ow down
just a bit.

M5. MACFARLANE: Certainly.

MR. SMELLIE: Go ahead.

M5. MACFARLANE: Total salaries including incentive for the
year March 31st 2002, were 169.9 mllion. So the percent
sal ary, including incentives of the individuals who
received incentive, was 5.7 percent of that total

Now if one were to | ook at total salaries and
benefits, including incentives, that nunber is 197.2

mllion. So the percent of the participant salary of that
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total is 4.9 percent. And because perhaps | was speaking
too quickly, I would be happy to repeat any of those
nunbers.

MR. SMELLIE: Can | have just two mnutes, M. Chairnman.
since ny friend is introducing an undertaki ng response on
redirect, | amassumng if | have a question or two, | can
ask them

MR HASHEY: Yes.

CHAI RMAN:  That is a yes, M. Hashey?

MR. HASHEY: Certainly.

MR. SMELLIE: M. Chairman, | don't want to take your
val uable tine on this. M. MacFarlane is com ng back.
And maybe if | do have any questions arising out of this
undertaki ng response we can put themto her next week.

| s that acceptable, M. MacFarl ane?

MS. MACFARLANE:  Yes.

MR. SMELLIE: Thank you for the response.

MR. HASHEY: That would be fine. | will be very short.

CHAI RVAN: Good. Go ahead, M. Hashey.

MR HASHEY: |I'mnot here to ask a lot of redirect. | have
one clarification and four short questions. So it won't
be | ong.

- Dr. Morin, yesterday you indicated there was a typo |
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believe in your evidence. Wuld you please clarify that
and rmake the necessary correction?

DR MORIN. In ny direct evidence on page 44 in the table at
t he bottom of the page, the second nunber of .63 should
read .64. The third nunber of .68 should read .70. The
unl evered/ |l evered data should read .63 to .73. And that
is ny correction.

Q - Wat would that do to the average?

DR. MORIN. The average, instead of .67, beconmes .6634. So

the statement on line 16 and 18 still stands.

Q - Thank you, sir. Now leading into ny questions, during
t he extensive exam nation by ny friend M. Snellie, you
have been provided with a nunber of papers on pipelines
and questioned on TQM

Coul d you give a brief comrent please on the business

risks of this type of industry in conparison to NB Power
Transm ssi on?

DR MORIN. Yes. Wen we speak of pipelines |like Trans
Quebec Maritinme, by virtue of their ratenmaking
nmet hodol ogy, they have much | ess business risk than a
conpany |i ke NB Power Transm ssion woul d have.

That is because in the pipeline business the demand
charge, the so-called demand charge, captures 100 percent

or recovers 100 percent of the costs incurred by the
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pipeline. And that is certainly not the case for NB Power
Transm ssi on.

So froma pure business perspective, by virtue of
rat emaki ng, pipelines typically have | ess business risk
than a conpany |i ke NB Power Transm ssion would have. And
therefore you can have a less equity-rich conpany if you
have | ess busi ness ri sk.

But to the extent that NB Power Transmi ssion has nore
busi ness risk than the pipelines do, because of that
difference in ratemaking, this warrants a hi gher equity
ratio.

Q - Thank you. Then my next question | think is a relatively
sinple one. Yesterday ny friend nentioned Maritinme &
Nor t heast and suggested a 75/25 percent debt equity ratio
award that had been given.

Do you know what was given in respect to ROE?

DR. MORIN. Yes. Because of the thin equity ratio they were
awarded -- and the risk of course -- they were awarded a
13 percent ROE

Q - The next issue relates to the reference to Dr. Evans. W
| earned friend made a brief reference to one portion of a
report that he apparently has filed in relation to
Al'taLink in Al berta, is that correct?

DR MORIN: That is correct. Yes. AltalLink in Alberta is a
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very recently created entity which has purchased all the
transm ssi on assets, the electric transm ssion assets from
TransAl t a.

And it is essentially a consortiumof three |arge
groups of investors, one of them being SNC Lavallin which
owns about 50 percent of the AltaLink. And the other 25
percent is owned by the Ontario Public Pension Fund. And
they are also the ones that have supplied the debt
conmponent of that entity.

So in view of the fact that this is a very recent
entity that has just been created, there was not
sufficient data or historical data or stock price or bond
yields or anything |ike that, because it is a private
consortium it makes it unusable for analysis in terns of
conparing it the NB Power Transm ssion.

And Dr. Evans has just filed a rate application on
behal f of AltaLink requesting a 37.5 equity ratio. That
wi |l make you happy over there. And with an ROE of 10.5
percent. That is inclusive of floatation costs. |f you
want to conpare apples with apples, that woul d be
sonmething like 10 1/4 for NB Power Transm ssion.

Q - You know Dr. Evans, do you?
DR MORIN. Yes. Dr. Evans is born in Georgia but resides

in Canada. And I'mborn in Canada. And |I'm a Canadi an.
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And | reside in CGeorgia. So it is kind of an interesting

Q - You worked generally --

DR. MORIN. It is kind of Iike the Reversing Falls, you
know. So | know himas a coll eague in this business, yes.

Q - | nust say that we do have a copy of that report. |If
there is a desire to have it filed or to be discussed
further, I would be pleased to file that.

W have been able to access that fromthe Internet. |
woul dn't do it unless ny friend or sonebody requests it.
MR. SMELLIE: |'mnot requesting it.
MR. HASHEY: Ckay.

Q - Now the final question, sir, is there has been a | ot of
guestioning and a | ot of docunents filed in relation to
the Hydro Quebec application in Quebec and including
docunent ati on that you were questioned on concerning your
own testinmony. And you did testify in the hearing in
Hydro Quebec, | take it?

DR MORIN  Yes, | did.

Q - And what was allowed there? Do you renenber?

DR MORIN. | believe it was 9.72 percent and a 30 percent
comon equity ratio.

Q - Can you comment on the business risk that you woul d have

been | ooking at in Hydro Quebec conpared to NB
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Transm ssi on?

DR MORIN. Yes. During the deliberations of that case we
sort of made an agreenent with all the participants that
were in the audience, the various Intervenors, that
TransEnergi e had very, very | ow business ri sks.

And we all agreed on that. So we just settled that
and went on fromthere. And that is because of that toll-
maki ng net hodol ogy that | alluded to earlier in the case
of pi peline conpani es.

TransEnergi e essentially passes the bill to the
di stribution conmponent of Hydro Quebec and is virtually
guaranteeing recovery of all its costs that way. So it
incurs very little business risk by virtue of that toll-
maki ng, that ratemaking policy. And that is not the case
here for NBP Transm ssi on.

And the other point | would nake is that Hydro Quebec
has very, very, very little risk in ternms of short-run
contracts. It is something less than 1 percent if ny
menory is correct.

In the case of NB Power Transmission it is nore the
order of 10 percent that is at risk. And that is a rather
significant difference.

Then, of course, NB Power Transm ssion has nuch nore

i nt erconnection points than Hydro Quebec does, which again
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accentuates its risk relative to TransEnergie.

And one of the big, big factors on capital markets, we
were talking earlier with the Comm ssion -- with the Board
about bond ratings and access to capital markets -- size
is going to be a very, very inportant determ nant of bond
rating.

Everything el se being constant, a snaller issue wll
have a riskier or a |less attractive bond rating than a
very large entity, because of diversification and size and
the liquidity requirenents of the bond issue and so forth.

So for all these reasons, when we | ook at Hydro
Quebec, TransEnergie, we have to position TransEnergi e as
a sort of less risky entity, for all these reasons, than
NB Power Transm ssion.

MR. HASHEY: Thank you, Dr. Morin. Thank you, M. Chairnman,
Board nmenbers. That conpletes ny redirect.

CHAI RVAN: The Board wants to thank the panel for their
testinmony. And may you have a safe journey hone to
Ceorgia. W are getting sone northeast U S. weat her out
t here | understand.

W will recess and cone back at 2:15. |Is that --

MR. HASHEY: That is fine. The only plan this afternoon is
to, as | understand it, have a presentation. | spoke to

my friend M. Gllis last evening and asked himif he



- 1327 - Redirect by M. Hashey -
woul d be intending to cross exam ne this panel, know ng he
was first generally.
And he indicated he woul d not be doing cross
exam nation of this panel and asked ne to convey that to
t he Board, which I indicated | would do.

CHAI RVAN:  Ckay.

MR. HASHEY: So | don't see that anyone is in line to start
cross exam nation this afternoon. But we certainly would
proceed with the presentation.

CHAI RVAN:  Good. All right.

MR HASHEY: It will be a short one.

CHAI RVAN:  Back at 2:15 then.

MR. HASHEY: Thank you, M. Chairnman.

(Recess)

CHAI RMAN: Good afternoon. Any prelimnary matters?

MR. HASHEY: No prelimnary matters.

CHAI RVAN: M. Hashey.

MR HASHEY: | would call Panel C, M. Chairman. Ch, there
t hey are.

CHAI RMAN: Have you | ost your panel? There is four of them
on it, M. Hashey.

MR. HASHEY: They want to be intervenors.

(DAVID LAVIGNE, BILL MARSHALL, SHARON MACFARLANE, GEORGE

PORTER, sworn)
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MR. HASHEY: Thank you, M. Chairnman. As agreed there would
be -- this afternoon we would deal with the presentation
of Panel C. For that purpose | believe it would be M.

Mar shal | .
| don't know that this has been marked as an exhi bit
yet?

CHAI RVAN: It hasn't, no.

MR. HASHEY: Maybe we should first mark it.

CHAI RMAN:  That will be A-26. The secretary is nmaking a
confession here | should share with you. She doesn't know
where her copies of this are. The Conm ssioners are quite
di sturbed with her.

MR SOLLOWS: Oh, no, we are in the dark.

CHAI RMAN:  So your presentation better be good, M.

Mar shal | .
MR. HASHEY: Do you just have the one copy, M. Chairnmn?

CHAI RMAN:  Yes, it appears that.

M5. LEGERE: | amjust not sure where they are.

CHAI RVAN:  Here cones Ms. Tracy with a backup. | am going
to watch it -- | amjust going to watch it.

MR. HASHEY: No problem | do have one here that | woul d be

pl eased i f anybody wants it.
CHAI RMAN:  Thanks, M. Hashey. | think we are fine.

MR. HASHEY: M. Marshall, would you come forward, please.
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MR. MARSHALL: Well since you are watching the screen, M.
Chai rman, you should be able to see it clearly.

Good afternoon, M. Chairnman, Board nenbers. M nane
is Bill Marshall, Director of Strategic Planning. And |
will be doing the presentation. This is for Panel C on
revenue requirenment and rate design. And on this panel
along with me are M. Lavigne, Ms. MacFarl ane and M.
Porter.

The presentation that I will run through deals with
the rate design process to develop the transm ssion
tariff. And it's a seven step process. And then in
addition to that we will look at the rate design for the
generation-related ancillaries and then I will sumup at
the end with a summary.

Now t he rate design process, as | said, is a seven-
step process. And the presentation is geared to this
outline. The first step is defining the principles we are
trying to achieve in designing the rates. The second step
is determining all the transm ssion assets that are --
that have to be dealt with in the tariff. Then
cal cul ating the revenue requirement associated with all of
t hose assets, defining the services that are to be offered
through the transm ssion tariff, and then allocating

revenue requirenments to those specific services. Then
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defining billing determ nants, any by billing determ nants
we are tal king about what is the neans by which we are
going to bill for the service. 1Is it energy in kilowatt
hours? 1Is it demand in kilowatts? That's what we nean by
the billing determinant. Then once we do all of that we
are then able to design what the actual rate would be. So
that's the process.

So step one in defining the principles, we have
principles here to -- that we have laid out that we are
trying to achieve in designing this tariff.

First of all, transm ssion is a regul ated cost of
servi ce business, so we want to ensure recovery of the
revenue requirenment, which is essentially the cost of
providing that service. W want rates that are just and
reasonabl e wi t hout any undue discrimnation. W want the
rates and the tariff to support the New Brunsw ck
electricity market. Indeed open access transm ssion is
t he foundation of a marketplace in order to connect
generators that are sellers in the market to | oads which
shoul d be the buyers in the market.

And in doing -- in neeting those first three, we al so
want to ensure conpatibility in the design of the tariff
with the industry standard FERC Order 889, which again is

consistent with the recommendati ons of the market design
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conmi ttee.
HASHEY: For the record, M. Mrshall, is that not 8887
MARSHALL: Excuse ne, did | say 8897
HASHEY:  Yes.
MARSHALL: Well 888 in the design of the tariff. 889 in

2 ®» 3 3

the delivery of the service of the tariff as dealt with
t hrough Code of Conduct and QASI S.

So to begin with then, once we have outlined those
principles, we are |ooking at what are the actual
transm ssi on assets.

Now we | ook at the transm ssion system and we define
it as the transm ssion assets or that system between
generation and distribution. Now actually here what we
are tal king about are what are the assets that are owned
by the transm ssion business unit that are used to deliver
services to custonmers. Those are the assets that we are
identifying as transm ssion. And included in all of those
assets are sone assets that in actual fact connect
generators, maybe radial |ines, synchronized breakers.

And we can see in this next slide the diagram-- a sinple
di agram of the system And you can see here that that
transm ssion assets that we are tal king about that are
owned and controlled by the transm ssion business unit are

all of the things in the diagram marked in blue. They
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include this step-up transforner of the generator. They
i nclude this synchronizing breaker of the generator and
any transm ssion |ine inbetween.

Over on the distribution side, they go down to the
di sconnect switch between the -- on the high voltage side
of the distribution substation transforners and everythi ng
i nbetween that distribution point and this generation
point and all interconnection points, including the energy
control centre.

So those are the transm ssion assets that we are
dealing with to determ ne the revenue requirenent.

So having identified those assets, we then want to
determ ne what is the revenue requirenent to provide for
t hose assets.

So here we have a pie chart outlining what the revenue
requi renent conponent pieces are. It's inportant to note
that the total revenue requirenent is $98.4 nillion nmade
up proportionately of these pieces. Qperating,
mai nt enance and adm ni stration, anortization or
depreciation, finance charges, a return on equity that we
spent a few days discussing, and paynent in |lieu of taxes.

So these are the conponent pieces of the revenue
requirenent. And just a little nore detail, the operating

and nmai nt enance and adnini stration costs are the total
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costs to operate, mamintain and adm nister the transm ssion
business unit in providing service. Inherent in that, it
i ncludes an allocation of corporate OVRA costs net of
servi ces provi ded between the business units. And M.
MacFar | ane spoke about that this norning in response to
M. Bremer.

The anortization, or nore colloquially referred to as
depreciation is the expired transm ssion service costs of
assets. And in the calculations provided it's done on a
straight-line depreciation basis with varying asset |ives.

The finance charges are based on NB Power's total
exi sting debt and new debt. And they include init a
consi deration of foreign exchange, differentials on past
debts in order to get themto the equival ent rate today.
And Ms. MacFarl ane can tal k about that in greater detail.

The return on equity, 11 percent based on 65/ 35 debt
equity ratio. And again, we have heard plenty of that in
Panel B' s evidence.

And then paynents in lieu of taxes, which has been
sone di scussion on and Ms. MacFarl ane can deal with nore,
are equivalent to the taxes that would be levied for a
for-profit corporation.

So again that adds up to $98.4 nmllion. So we want to

collect that $98.4 mllion. To do so, then we have to
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| ook at what are the services that the transm ssion unit
provi des to custoners.

Wel|l we have outlined here five services. First of
all, generators need to be connected to the system So
there is some service to actually provide that only
connects generators to the system they should pay those
particul ar costs.

The two main transm ssion services, point-to-point
service or network integration service are the two ngjor
transm ssion services. But in addition, we have
schedul i ng, system control and dispatch, which really
relates to the energy control centre operation of the
system and the QASI S nanagenent and the delivery of
service. And ancillary services that come from generation
sources, which are all the reliability-based ancillary
services, which we will talk about |ater.

Now this slide I know you have seen before. But being
an old school teacher, | knowthat a little bit repetition
doesn't hurt. And | amsure Dr. Sollows will agree with
me on that.

So just to run through the two key services of
transm ssion are point-to-point. And really point-to-
poi nt service neans you inject into the systemat one

point, you take it out at the other. |It's essentially a
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pi peline through the system w thout any vari ati on.

Network integration service on the other hand all ows
multiple inputs to get to sone |evel of input you need,
and nmultiple exit points out of the system And the
totals of the two have to be in balance, but you can
inject at any point in the systemand take it out at any
point in the system And again, | want to reiterate, and
it's very inportant relative to some of the evidence that
we will be going through in the next few days next week,
that these two services are at the discretion of the
custoner to choose. |It's not obligatory that you take one
or the other. [It's the choice of the custoner which
service best fits their load and their requirenents.

Now once we defined the total revenue requirenment, we
then need to then allocate a share of that revenue
requi renent to each of the services. And this is the
i ssue of cost causation. Wich portion of the revenue
requi renent is caused by which services and is a
reasonabl e allocation for that service.

Now to do that, the first najor step then is we
identify the revenue requirenment for specific physical
assets and asset categories. |'mgiving you an exanpl e.
A transmi ssion |ine, we have the information on each

specific line, what the costs of that line are. So
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anortization is specific to a particular transm ssion
line. But operating, maintenance and admi nistration costs
are not accounted for for each specific individual
transm ssion line. So they need to then be allocated sone
way to the different |ines, because |lines may be used for
di fferent things.

So to do that we allocate the total OWA costs to each
specific asset based on the gross book val ue of that
asset. So this is just an allocation nethod to get a
share of OWRA to the assets.

Now t he reason we use gross book value is that ol der
lines may require higher maintenance, so that using the
gross book value is a better indication of allocating
costs to those lines than net book val ue woul d be.

The next point, finance charges and rate of return,
paynent in lieu of taxes. These things are all ocated
based on the net book value. Now again, considering that
anortization can be charged directly to an asset, finance
charges being the interest and return on the anmount of
book val ue of the asset is reasonable that it be allocated
then on the net book val ue.

G ven that we have done all of that, we now have the
revenue requirement associated with all of the different

assets in the system W then need to then associate
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t hose revenue requirenents for assets to the specific
services. |In other words which assets are used to provide
a particular type of service.

So on that basis sonme of the assets can directly
assigned to certain services. For instance, the energy
control centre costs are used specifically for operating
the system So they are assigned to the scheduling system
control and dispatch ancillary service.

There are sone generation connection costs again which
could be allocated as direct charges to generators. Now
we can see in this next slide we are back to our diagram
which is the -- again, the diagram of the system we
started with earlier.

And here we can | ook at that particul ar generation
substation transformer really connects the generator to
the system [It's not used by anybody else in the system

It's only used by that generator to get its power into
the system That the costs and the causation of it is to
get the generator connected. The charges of it should be
charged to the generator. So the generator step up
transfornmer costs, the synchronizing breaker costs on that
line in between that gets the generator to the systemare
then allocated directly to the generator connection

functi on.
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Now havi ng done that the remaining blue portion of
this transm ssion systemthen is the transm ssion system
assets and revenue requirenment which are -- then provide
the transm ssion services, point to point and network
servi ce.

Now that's the total revenue requirenment for point to
poi nt and network services. But in order to determne a
rate, we need to do a couple of things first. W net out
m scel | aneous revenues and we determ ne the usage of point
to point and net worth, and then we can allocate this
between the two. And this is best explained on the next
sl i de.

Now we start with the 98.4 total -- mllion tota
revenue requirenment, the cost to the energy control centre
of 4.4 mllion is assigned directly to the scheduling
system control and dispatch

The generation rel ated connection assets, the
generation step up transforners, the synchronizing breaker
and that line, are allocated and assigned directly to the
generator connection function. That's $9.6 nmllion. W
take those off the 98.4 and it |leaves us with 84.4 mllion
bei ng the cost of that transm ssion systemon the previous
sli de.

Next slide. Now the 84.4 mllion is the anbunt -- the
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revenue requirenment of the transm ssion systemfor point
to point and network services. But there is different
types of point to point and network services. So that the
standard FERC Order 888 pro forma allocation process is
that you take the m scell aneous revenues fromshort term
point to point, whether it's firmor non firm whether it
is short termrevenues that you don't have any assurance
of long termvalue on. And they may change year to year.

You do a projection of those and you subtract themfirst
fromthe 84.4 mllion to get to 76.3 mllion to be
al | ocated between the two.

Now this 8.1 mllion is the point that Ms. MacFarl ane
spoke about this nmorning that there is significant risk in
that $8.1 million. And as a fixed cost systemthat is --
doesn't change with variation or usage on the system |If
there is a reduction of that, it conmes strictly out of net
i ncome which is only about 13 mllion, which gives you an
i ndi cation of the risk associated here.

Now gi ven that we then get a net. W have $76.3
mllion now left to be assigned between |long termfirm
point to point and network integration service. So how do
we do the allocation between those two?

Well we do it based on the usage of those two types of

servi ces. Now here in this slide we | ook at and we see
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that the total usage of the systemis 2,820 negawatts.
It's made up of the actual reservations for long term
point to point. So this is the reservation capacity that
has to be set aside for those contracts.

The network usage or the inprovince | oad on the system
is the average of the 12 nonthly coinci dent peaks across
the system That's the 2,100 negawatts. So the total
usage 2,820, 720 for point to point, 2,100 for network.
That's what the usage is.

What we can then do is allocate the 76.3 mllion
proportionately between those two services based on those
usages. So 720 divided by the 2,820 gives us a long term
firmrevenue requirenent of 19.5. The 2,100 divided by
the 2,820 negawatts gives us a network integration revenue
requi renent of 56. 8.

Now on a risk point of viewthere are a nunber of |ong
termcontracts here. Although there is sone risk
associated with the request of Enera to open that up to an
open season, that some of these contracts may not exi st
for as long a termas they currently are under, so there
is an issue here. On this one, on the network integration
there is a risk associated with that in that there is | oad
variation risk in the system

And that's different than the FERC pro forma, | m ght
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add. In the FERC pro forma you -- and as was done in
Hydro Quebec, as Dr. Morin explained, the 56.6 mllion
woul d be a direct pass-on to all custoners. And the rate
may change each nonth slightly. You collect the anmount of
noney you require and the usage is immterial. So it
changes. So the actual rate would change nonth to nonth
You col l ect the anpbunt of noney that you need.

What we are doing is determining a rate. And the risk
of collection of it rests with the transm ssion
corporation. Custoners then clearly see and know what
they are going to pay for what usage they have.

And then we have to define a billing determ nant.

Now, again, as | have said, the billing determ nant is

what is the nmetric you use to neasure the usage of the
system And for transmission it's a demand they servi ce,
so we are using kilowatts of demand as the billing

det er mi nant .

For point to point reservations, custonmers reserve a
space to deliver a certain amount of power across that
system So there the billing determ nant is the anmount of
reservation capacity. So they are expected to pay for
that capacity whether they schedul e energy across it or
not. Because it has been set aside for their use,

specifically for them So they pay based on the
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reservation

For network | oad we are using non coincident peaks.
And t he non coi ncident peak demand is in actual fact
recommended by market design as the netric to be used. It
is the sane netric that's used today to bill all custoners
that are eligible to take service under this tariff.

Large industrial custoners are billed based on their non
coi nci dent peak demand.

Sai nt John Energy and the other nunicipal custoners
are billed based on their non coinci dent peak demand. Now
the point though I want to make is that the allocation of
costs is done based on the coincident peak nunbers. But
the actual billing because it's based on non coi nci dent
peak, the sum of all of these non coincident peaks adds up
to nmore than the 2,100. 1In fact it adds up to 2,571

So we now have our billing determ nant then of the
firmreservation 720 and the nonthly net non coi nci dent
demands at 2,571. W are now ready to cal cul ate rates.

Now t he rate design under the standard FERC pro forma
tariff is a postage stanp rate design. And by postage
stanp what we nean is there is an analogy to the postal
system where you buy a stanp, you put it on a letter. And
whether the letter is being delivered to sonebody else in

t he nei ghbour hood a few bl ocks over, or whether it's being
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delivered across town, or it's being delivered from Sai nt
John to Ednundston, or Saint John to Moncton, the sane
stanp covers the rate. So that all custonmers in the
system pay the sanme rate regardl ess of where they are
| ocated in the systemon the transm ssion system

Now to cal cul ate those rates we sinply need the total
revenue requirenment for that service which we have now
determ ned divided by the billing determnant. So for
point-to-point it's 19 and a half mllion divided by the
720. So we get $27.04 a kilowatt year. And if we break
that down to nonthly, it's $2.25 kilowatt nonth

For network integration, the total revenue requirenent
of 56.8 mllion divided by the 2,571 negawatts, we get
$22.08 a kilowatt year, or a $1.84 a kilowatt nonth. It's
a sinple calcul ation.

Now t hat gets us to the annual rates for the two
services. But point-to-point service does not require an
annual subscription. Point-to-point can be reserved under
a shorter termbasis. So to accommobdate that, nonthly
poi nt -t o-poi nt service and weekly point-to-point service
are sinply prorated fromthe annual. That neans nonthly
service is the annual rate divided by 12. The weekly rate
is the annual rate divided by 52 weeks in a year. For

daily and hourly services, however, there is a prem um
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included in the rates. And that premiumis there to
reflect the value of on-peak usage of the system And to
di scourage the fact that if you can wait and just reserve
the transm ssion at a very short period, you could cherry
pick the right times if it's on a average basis. So you
need to reflect that and avoid -- discourage cherry
pi cking and refl ect the val ue.

So we use the FERC approved Appal achi an approach of
allocating daily and hourly with this premum And that
approach is that the daily on peak rate essentially is the
weekly rate divided by five. And that reflects the fact
that there are five business days in the week and that
there are five days where the | oads are hi gher, denmands
may be slightly higher, so that a daily one is then
reflected as five days -- business days in a week as
opposed to seven.

And then on an hourly basis you take the daily rate
and for on peak hours you divide the daily rate by 16.
And again that reflects the fact that nost electrica
systens the on peak period is from7:00, 8:00 o' clock in
the norning until 11:00, 12:00 o'clock at night. The
ei ght hours when everybody is sl eeping and usage is | ower
is considered off peak. So it reflects the on peak val ue

of the service.
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Now havi ng designed all of our rates this slide shows
t he conparison of rates, and this was responded to in an
interrogatory that conpares rates with others, and you can
see here the rates range from-- this is Hydro-Quebec's
old rate which they are still operating under. And we go
fromthe $71 down to a low rate of 23. You can see NB
Power's rate application before this Board at 27.04 is a
very attractive rate providing for a very econom cal and
reasonabl e service to custoners, certainly in conparison
to these ot her systens.

Now that's the first part of the presentation which is
the detail ed process, the seven step process that we go
through. 1'mnot going to repeat this whole process for
the generation related ancillaries, but I do want to give
you sone of the specifics that differentiate it fromthe
ot hers.

We really use the sane process but the key is how do
we determ ne the revenue requirenment for these generation
rel ated ancillaries?

First of all I want to just summarize what they are.
The -- and there has been sone discussion of these in
Panel D1 believe, it went through. But there is reactive
supply and voltage control, this is in order to be able to

keep voltages on the systemwell at the right point, so
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t hat our furnace notors don't burn out and our TVs work
and our conputers all work. So this is about quality of
vol tage on the system And generators have to respond to
be able to do that.

The remaining services all relate to capacity of
generators, supplying capacity to the system So they are
the ones that are the capacity based generation services.

The regulation is the AGC or automatic generation
control to keep the frequency in line. Load following is
to change and vary the | oad through the hour to track the
| oad. Operating reserve, that is spinning and attached to
the system And then the two suppl enmental reserves that
have to respond in 10 m nutes or 30 m nutes.

Al'l of these services really are the glue that hold
t he power systemtogether so that it can operate reliably
to provide reliable service to customers. And they cone
from generat ors.

Now t here are different nethodol ogies we could use to
| ook at pricing these services. One would be enbedded
costs. And enbedded costs could over or under value the
resource dependi ng upon the nature of the generating
resources that exist in a system

Al so the issue with enbedded costs is that it requires

confidential data of -- fromthe generators which in a
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mar ket place is of significant conmercial val ue.

You coul d use short-run marginal costs. And people
have tal ked about this. This would sinply be what is the
i ncrenental energy cost or the cost just on the margin of
providing the service. The difficulty here, these are
difficult to nmeasure, they are highly variable and they
provi de i nadequate incentives in order to operate the
system One of the other issues with this is that short-
run marginal costs will under value the service because
they will not give a contribution to capital costs of the
system which is inportant.

You could go to market based prices, where if you have
an efficient market suppliers could sinply bid a price,
say, I'mwlling to provide this service at that price.
And then you take the lowest price who is willing to
provi de in the market.

The issue here is that in New Brunsw ck, NB Power
having the magjority of the generation, and in particular
nost of these services being supplied fromthe Mactaquac
station and the Col eson Cove station, just the owners of
those two stations, even if all the generators are sold
of f separately in New Brunswi ck, there is still an issue
for market power here because there is a very thin market

and not a lot of conpetitive suppliers to participate.
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So then we come down to long run margi nal costs being
what are they -- or proxy units, what are reasonable units
that could provide these services and what are the costs
of those particular units and can you |ine those up with
services?

Now we have in this application have submtted a
nmet hodol ogy using |ong run margi nal costs or proxy units.

We think that that approach provides an adequate
conpensation to the supplier which is going to be

predom nantly -- in this case the regul ated supplier is NB
Power Generation who are going to have to back stop the
resources for this ancillary service. It provides an
adequat e conpensation to NB Power Generation. It wll
mtigate the market power that NB Power Generation has in
supply these services because the pricing of ancillary
services that woul d be approved by this Board is a

maximum |It's a cap on what those services can be

charged. It's not a final rate. It's a cap at which the
services can be charged. And we will tal k about that
| ater.

It's transparent. It will give -- everybody will see

what the nunbers are. You can see what the rates are. So
you have transparent charges. [It's not site or system

specific. It's predictable. It provides reasonable rates
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so custoners see what they are.

So in determning this then we -- if we are using a
proxy method, we need to determ ne what proxy units
actually will provide the service.

Reactive supply and voltage control cones fromthe
ability of synchronous generators to vary their reactive
power output. They influence voltage. So it comes from
having outfitted as -- first of all as being a synchronous
generator and having a vol tage regul ator and vol t age
control so that they can vary their var output to regul ate
on the system

Now as a proxy unit a portion of generators all are
built with these costs in, but if you want to supply this
service as a separate service you would do it with a
synchronous condenser, which is just a synchronized -- a
synchronous generator essentially just operating to
provide vars to the system

The other services are all the capacity based
services. Regulation, |oad follow ng and spinning reserve
require that a generator be synchroni zed and operating on
line in the systemto provide those services, because they
are instantaneous services that are provided that are
t here.

So a conbi ned cycle gas turbine power plant today is
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t he nost reasonabl e power type generator that would be on
line and operating and in the power system on the margin.

That type of unit then is a reasonable proxy to
provi de these services.

For suppl enental reserve that can be synchronized
within 10 minutes or 30 minutes, sinple cycle gas turbines
that have quick start capabilities, they can be off |ine
and not operating but they can be started up and | oaded up
within 10 mnutes or 30 minutes. They are reasonably
proxy for that type of service.

Now i n setting up those proxies they sinply determ ne
what is a reasonable proxy to provide the service. W
guestion is what are the revenue requirenents associ ated
with the service? W need two things. W need to
determ ne the revenue requirenment of a proxy unit. So we
start with determning the total revenue requirenent, and
then we reduce that revenue requirenent fromdifferent
contributions. Because all generators have voltage
regul ators and can provide sone source they are going to
get paid sonme value for providing reactive supply and
vol tage control. So we don't want to double count any
noney that they are going to get paid. So we take out any
credits they are going to have for reactive supply and

vol tage control fromthe total costs of the proxy unit.
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We al so take out any credits that they would get from
install ed capacity of being able to provide capacity to
the market place under installed requirements. That's
subtracted fromtheir total revenue requirenent.

And in addition we subtract a portion of their total
revenue requirenment because these proxy units would not be
built solely to provide ancillary services but will be
built to operate in the market place and provide energy, a
reasonabl e period of tinme and maybe sone ancillary
services. W again reduce the total revenue requirenent
by a portion of energy production to simnmulate what they
reasonably woul d expect in a market place. Because at
hi gh | oad peri ods we woul d expect we woul d need near their
full costs, but in low |l oad periods there are multiple
generators that would be available to provide these. So
you woul d expect a | ower portion of costs at that tine.

So we have reduced it for this portion.

Now t hat gets you to what the revenue requirenent is
for each of the proxy units. W then need to know what
the total requirenent in megawatts is for each service,
and you multiply the rate fromone by the other to get a
total revenue requirenent for providing the service.

That total revenue requirenent then can be divided by

the billing determ nants, which are the same billing
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determ nants that we have used for the other services, for
t he basic transm ssion services. And you get ancillary
service rates.

In here we see a sunmary of the rates and these are
all provided in the evidence. Each individual rate is
avai |l abl e. Custoners can -- and the reason that each of
the individual rates are provided in the tariff is that
again it is custonmer's choice whether they want to take
all of the services or part of the services. They can
sel f-supply sone. They could contract independently with
others to supply them

These are the default prices of the services as
provi ded fromthe transm ssion provider. 1In other words,
these are the default prices for the services that NB
Power generation will be obligated to provide to custoners
in the marketpl ace.

And again it is very inportant that these rates
speci fy the maxi num charge. |f a custoner can self supply
and wants to self supply the services, then there is the
opportunity for the transm ssion provider to discount say
one of these services, let's say supplenental reserve at
74 cents, to discount that service to a |ower value in
order to conpete then with sonmebody who could self supply.

So again these are caps in the marketpl ace.
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So in summary, what we have in our tariff proposal is
that we have designed rates that recover the revenue
requi renent, that produce just and reasonable rates
wi t hout undue discrimnation. They are -- they wll
support inplenmentation of the market. They are just and
reasonabl e, not just for custonmers inside New Brunsw ck.
They are just and reasonable for customers outside of New
Brunswi ck. And they are conpatible with the industry
standard FERC pro forma tariff which was the
recommendati on of the market design conmttee.

And in sumary the point-to-point service at $27 a
kil owatt year, the network service at $1.84 a kil owatt
nonth, and the network service with all of the ancillaries
i ncl uded, assum ng a customer takes all of the services,
woul d be $3.11 a kilowatt nonth.

And that concludes ny presentation. Thank you very
nmuch.

CHAI RVAN:  Thank you, M. Marshall.

MR. HASHEY: M. Chairman, | have one -- only one additional
item | have, as you could see to your left, a steps of
desi gn process which is no nore than what is on 4. But
thought it is good to have it here. It really focuses |
believe us all on what really we are trying to do with

this panel. And it outlines it. It is identical to the
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wording on 4. If it is permissible, I would like to have
that present here. And | have copies. |If you would like
it I would even ask to have themmarked if it would be
required. There is nothing newinit. It is just a good
focus | think.

CHAI RVAN: Wl if you want to mark it, M. Hashey, that's
fine.

MR. HASHEY: Could we do that? | have copies and | could
di stribute copies. There are lots for everybody.

CHAI RVAN:  Sur e.

MR. HASHEY: There are additional copies at the back of the
roombut we will circulate themas well, M. Chair.

CHAI RMAN:  And that will be A-27. Well unless there is
sonet hing el se ny understandi ng was that we woul d have
this presentation and then we would adjourn to Monday. |Is
that correct, M. Hashey?

MR HASHEY: That is correct, M. Chairman.

CHAIRVAN: Al right. | wish you all a good weekend and
hopefully the stormw || abate and we will see you Mnday
nor ni ng at 9: 30.

( Adj our ned)
Certified to be a true transcript of the proceedi ngs of
this hearing as recorded by ne, to the best of

ny ability.
Reporter



