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A.

I.

INTRODUCTION

INTRODUCTION AND SUMMARY OF CONCLUSIONS

My name is Kathleen C. McShane and my business address is One Church Street, Suite. 101,

Rockville, Maryland 20850. I am President of Foster Associates, Inc., an economic consulting

firm. I hold a" Masters in Business Administration with a concentration in Finance from the

University of Florida (1980) and am a Chartered Financial Analyst (1989). I have testified on

issues related to cost of capital and various ratemaking issues on behalf of electric utilities, local

as distribution utilities, pipelines and telephone companies in more than 200 proceedings in

Canada and the U.S., including the British Columbia Utilities Commission ("BCUC" or

"Commission"). My professional experience is provided in Appendix G.

On February 12, 2012, the BCUC issued -Order G-20-12, which initiated the Generic Cost of

Capital ("GCOC") Proceeding. In Order G-47-12, dated April 12, 2012, the Commission issued

its Final Scoping Document. In Order G-72-12, issued June 1, 2012, the BCUC set out the final

filing requirements for the GCOC proceeding. I have been requested by the FortisBC Utilities

("FBCU") ' to provide an expert opinion on various cost of capital matters contained in the Final

Scoping Document and final filing requirements in Order G-72-12.

The allowed return must meet all three requirements of the fair return standard:

comparable returns, financial integrity and capital attraction. The fair return

extends to all components of the return, including the allowed capital structure,

and return on equity (or "ROE"), that is, the overall return allowed must satisfy

the fair return standard.

FortisBC Energy Inc. ("FEr '), FortisBC Energy (Vancouver Island) Inc. ("FEVr'), FortisBC Energy (Whistler)
Inc. ("FEW") and FortisBC Inc. ("FBC").

Foster Associates, Inc.

B. SUMMARY OF CONCLUSIONS
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The economic principle guiding the fair return is the opportunity cost principle.

The opportunity cost of capital represents the expected return foregone when the

decision is made to commit : capital to an alternative investment of comparable

risk. It represents the return that investors require to commit capital to a specific

investment and the cost to the firm of attracting and retaining. capital. Satisfying

the fair return standard means allowing a return commensurate with . the

opportunity cost of capital.

Satisfying the comparable return requirement of the fair return standard requires

consideration of returns available to comparable utilities in the U.S., given the

similarity of operating and regulatory environments, the integration of the two

capital markets, and the, small number of Canadian utilities with . equity market

data. .

The capital structure and the fair ROE are inextricably linked. The fair ROE for a

specific . utility cannot be estimated independently of its capital structure, a fair

ROE is a function. of capital' structure.

With regard to the benchmark BC utility:

a. The purpose of designating a utility as the benchmark is partly for

efficiency, i.e. to be able to assess factors that are common to all utilities

in a single process, and partly to provide a foundation to ensure that the

allowed returns of all affected BC utilities appropriately reflect their

relative business risk.

b. In light of these objectives, the Commission should designate a specific

utility as the benchmark utility.

Page }2
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c. The benchmark utility represents the point of reference against which

other utilities can be compared. The designated benchmark utility need

not be the lowest.business risk utility.

d. FEI is the logical choice to serve as the benchmark BC utility.

e. My recommendations for capital structure and fair ROE are premised on

FEI as the benchmark BC utility.

With respect to broad cost of capital trends since the end of the oral portion of the

2009 Application ("2009 Application") which bear on the fair return:

a. Risks to the global financial system, as assessed by the Bank of Canada,

are as high in mid-2012 as they were at the end of 2009.

b. There has been a material reduction in long-term Government of Canada

bond yields. This decline largely reflects a confluence of factors,

including deterioration in the global economic outlook, the Bank of

Canada's decisions to maintain its overnight rate at historically low levels,

investor flight to quality, i.e., away from riskier assets including equities,

and a decreasing global pool of safe haven assets. The reduction in long -

term Government of Canada bond yields since the end of the oral portion

of 2009 Application has little, if any, correlation with trends in the market

cost of equity.

c. Although the absolute level of yields on long-term A-rated Canadian

utility bonds has declined, the spread between thiise yields and the yield

on long-term Government of Canada bonds is somewhat higher than it

was at the end of the oral portion of the 2009 Application. The somewhat

higher recent spreads indicate that investors view the risk associated with

Page 13
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A-rated utility bonds to be no less than at the end of the oral portion of the

2009, Application.

d. As of mid-2012, the level of the equity markets is little changed from the

end of the oral portion of the 2009 Application, equity market volatility is

similar and investor confidence levels are lower. Equity market indicators

point to a higher current market cost of equity than at the end of the oral

portion of the 2009 Application. In combination with the decline in long-

term Government of Canada bond yields, the equity market risk premium

is even higher.

e. The persistently unsettled capital markets and the unstable relationships

between the utility cost of equity and Government bond yields make it

difficult to construct an ROE automatic adjustment mechanism that would

successfully capture changes in the utility cost of equity.

f. My estimate of a fair ROE for the benchmark BC utility is based on the

premise that the allowed ROE will remain unchanged for at least three

years. As a result, my equity risk premium tests are based on forecasts of

long-term Government of Canada bond yields for 2013-2015..

With respect to capital structure, the analysis of the factors relevant to capital

structure lead to my conclusion that FEI's current deemed common equity ratio of

40% should be viewed as the lower end of a reasonable range. Specifically:

a. The common equity ratio for FEI,_ the benchmark. BC utility, should, in

conjunction with the returns allowed on the various sources of capital,

provide the basis for debt ratings in the A category.

b. The allowed common equity ratio should be compatible with FEI's

business risk. The level of business risk, in the aggregate, to which FEI is

Page 14
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exposed is no lower, and may be somewhat higher, than when it was last

assessed in 2009. In the context of the trend in business risk, FEI's current

deemed 40% common equity ratio remains at the lower end of a

reasonable range, consistent with my assessment in the 2009 Application.

c. FEI's credit metrics at the current capital structure remain weak for its

rating and are weaker than both its Canadian and U.S. peers, with which it

competes for capital.

d. Moody's has strengthened its capital structure guidelines. FEI's current

allowed common equity ratio is no longer within an investment grade

rating category.

e. There have been a number of increases in allowed common equity ratios

for FEI's Canadian utility peers since the oral portion of the 2009

Application. The across-the-board increase by the Alberta Utilities

Commission ("AUC") was based on changed capital market conditions

and credit metrics considerations, not changes in business risk. of the

specific utilities. The AUC's rationale for the increase would have been

equally applicable to. FEI, supporting, at a minimum, the retention of FEI's

current 40% deemed common equity ratio.

The fair return on equity for FEI as the benchmark BC utility was estimated at

10.5%, based on a 40% common equity ratio, and reflects the following:

a.

	

The recommended return. on equity is based on the results. of equity risk .

premium, discounted cash flow and comparable earnings tests.

b.

	

A forecast 30-year Government of Canada bond yield for 2013-2015 of

4.0%.

Page 15
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c. . The application of three separate equity risk premium tests.

d. The application of several models of the discounted cash flow ("DCF")

test to a sample of U.S electric and gas utilities, as well as to a sample of

Canadian utilities.

e. The addition to each of the market-based equity risk premium and DCF

tests of a minimum 0.50% allowance for financing flexibility, sufficient to

notionally allow a utility to maintain the market value of its investment at

a small premium to book value.

f. The application of the comparable earnings test to a sample of relatively

low risk unregulated Canadian firms.

g.

	

The results of the tests, as summarized in Table 1 below:

Table 1

Cost of Equity Test
"Bare-bones"
Cost of Equity

Financing
Flexibility

Adjustment_

Return
on

Equity
Risk Premium Tests:

Risk Adjusted Equity Market 9.0% 0.50% 9.5%
Discounted Cash Flow-Based 9.6% 0.50% 10.1%

Historic Utility 10.5% 0.50% 11.0%
Discounted Cash Flow Test 9.4% 0.50% .. 9.9%
Comparable Earnings Test N/A N/A 11.5%

h. The specific weight to be given the comparable earnings test versus the

market-based (equity risk premium and discounted cash flow) tests is

largely a matter of judgment. The comparable earnings test is, in my

opinion, entitled to significant weight. When preponderant weight is

given to the market-based tests, the fair ROE for the benchmark BC

utility, i.e., FEI, is approximately 10.5%.

Foster Associates, Inc.
Page 16



176

177

178

179

180

181

182

183

184

185

	

9.

186

187

188

189

190

	

10.

191

192

193

194

195

196

Alternatively, should only the market-based tests be relied upon (equity

risk premium and discounted cash flow), a reasonable allowance for

financing flexibility is 1.0%, reflecting the mid-point of a range of the

minimum 0.50% described above to 1.50%. The upper end of the range

represents full recognition of the disparity between the levels of financial

risk in the market value capital structures and utility book value capital

structures. The alternative approach also supports a fair ROE on the book

value of common equity for FEI as the benchmark BC utility of 10.5%.

In the limited scenarios where a deemed cost of long-term and/or short-term debt

may be warranted, I recommend that the Commission continue to address the

appropriate cost on a case-by-case basis. There is no "one size fits all" cost that

should be determined by means of an interest automatic adjustment mechanism.

There is no generic methodology or mechanism that can be used to set each

utility's ROE and common equity in relation to the benchmark BC utility's ROE

and common equity ratio. Each utility should be afforded the opportunity to

tender and support the evidence it determines to be supportive of its requested

capital structure and equity risk premium relative to the benchmark BC utility.

Foster Associates, Inc.
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197 Ii, FAIR RETURN STANDARD

198

199 The standards for a fair return arise from legal precedents2 which are echoed in numerous

200 regulatory decisions across North America, including the Commission's 2009 ROE Decision? A

201 fair return gives a regulated utility the opportunity to:

202

203

	

1

	

earn a return on investment commensurate with that of comparable risk

204

	

enterprises;

205

	

2..

	

maintain its financial integrity; and,

206

	

3.

	

attract capital on reasonable teems.

207

208 The legal precedents make it clear that the three requirements are separate and'distinct. The fair

209 return standard is met only if all three requirements are satisfied. In other words, the fair return

210 standard is only.satisfied if the utility can attract capital on reasonable terms and conditions, its

211 financial integrity can be maintained and the return 'allowed is comparable to the returns of

212 enterprises of similar risk. The BCUC has recognized that the comparable return requirement is

213 distinct from the capital attraction standard; specifically:

214
215

	

The Commission Panel accepts the relevance of two separate standards namely the
216

	

capital attraction standard and the comparable returns standard in establishing a fair
217

	

return on equity for a benchmark low-risk utility. One standard does not trump the other,
218

	

neither is one subsumed by the other. 4'5

2 The principal seminal court cases in Canada and the U.S. establishing the standards include Northwestern Utilities
Ltd. v. Edmonton (City), [1929] S.C.R. 186; Bluefield Water Works & Improvement Co. v. Public Service
Commission of West Vlrginia,(262 US. 679, 692 (1923)); and, Federal Power Commission v. Hope Natural Gas
Company (320 U.S. 591 (1944)).
3 British Columbia Utilities Commission, In the Matter of Terasen Gas Inc., Terasen Gas (Vancouver Island) Inc.
Terasen Gas (Whistler) Inc. and Return on Equity and Capital Structure Decision, December 16, 2009, page 15,
hereafter referred to as 2009 ROE Decision.
4 BCUC, In the Matter of Terasen Gas Inc. and Terasen Gas (Vancouver Island) Inc:;-Application to Determine the
Appropriate Return on Equity and Capital Structure and to Review and Revise the Automatic Adjustment
Mechanism, Decision,. March 2, 2006, page 48, hereafter referred to as 2006 ROE Decision:
5 The AUC recognized that the requirements of the fair return standard are separate and disthict:

The Commission notes with approval the following description by the ATCO Utilities of how the three
factors or criteria of the fairness standard are assessed:

In the ATCO Utilities' view, the assertion that the three-part test is "simply three ways of looking at the
same thing" fails to recognize the critical fact that there are differing tests which help to "triangulate" a Fair
Return. Each may have greater or lesser relevance depending upon the economic landscape upon which the
tests are conducted.. The frailty of reliance on only a sin e leg of the three legged stool for stability and

Foster Associates, Inc.
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Further, as the Federal Court of Appeal held in TransCanada PipeLines Ltd. v. National Energy

Board et al., [2004] F.C.A. 149, the required rate of return must be based on the cost of equity.

The impact on customers of any rate increases cannot be a factor in the determination of the cost

of equity capital. 6

A fair return on the capital provided by investors not only compensates the investors who have

put up, and continue to commit, the funds necessary to deliver service, but benefits all

stakeholders, including ratepayers. Fair compensation on the capital committed to the utility

provides the fmancial means to pursue technological innovations and build the infrastructure

required to support long-term growth in the underlying economy. An inadequate return, on the

other hand, undermines the ability of a utility to compete for investment capital. Moreover,

inadequate returns act as a disincentive to necessary expansion and innovation, potentially

degrading the quality of service or depriving existing customers from the benefit of lower unit

costs that might be achieved from growth.. In short, if a utility is not provided the opportunity to

earn a fair return, it may be prevented from making the requisite.. level of investments in. the.

existing infrastructure in order to reliably provide utility services to its customers. In this

context, it also bears noting that the lowest possible return is not an . appropriate test, as the

Commission has recognized:

As for the JIESC's lowest cost argument, the Commission Panel shares the view of the
NEB, which recognized that "lowest possible" was not the appropriate test when it stated,
at page 25 of its RH-2-94 Decision on generic cost of capital:

"Contrary to what some parties advocated during the hearing, the
Board is of the view that it is not appropriate to over-leverage a
pipeline in order to identify the minimum . acceptable deemed
common equity ratio possible:°

reliability of the result. over 'changing economic conditions should be obvious.. (Alberta Utilities
Commission, 2009 Generic Cost ofCapital,. Decision 2009-216, November 12, 2009, page 28)

	

.
6 The Commission accepted this principle in 2006 ROB Decision, page 8, stating: "In coming to 'a conclusion of a
fair return, the Commission does not consider the rate impacts of the revenue required to yield the fair return. Once
the decision is made as to what is a fair return, the Commission has a duty to approve rates that will provide a
reasonable opportunity to earn a fair return on invested capital." In BCUC, An Application by Pacific Northern Gas
Ltd. (PNG-West and Granisle) for Approval of2006 Rates, Reasons for Decision, August 21, 2006, page 25, the
Commission stated that it "agrees with PNG that 'affordability ' is not a test under the Act or the relevant case law
and that it is a vague, relative and potentially shifting concept."
7 BCUC, 2006 ROE Decision, page 8.

Foster Associates, Inc.
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III. STANDALONE PRINCIPLE

Under the stand-alone principle:

a utility is regulated as if the provision of the regulated service were the only activity in
which the company was engaged. The cost of providing utility service and rates for .
provision of that service are to reflect only the expenses, capital costs, risks and required
returns associated with the provision of regulated service (National Energy Board,
Reasons for Decision, TransCanada PipeLines Limited, RHR 12002, Review ofRH-4-
2001 Cost of Capital Decision, February 2003, page 25).

The stand-alone principle encompasses the notion that the cost of capital incurred by a utility

should be equivalent to that which would be faced if it was raising capital in the public markets

on the strength of its own business and financial parameters; in other words, as if it were

operating as an independent entity. The cost of capital for the company should reflect neither

subsidies given to, nor taken from, other activities of the firm. Respect for the stand-alone

principle is intended to promote efficient allocation of capital resources among the various

activities of the firm. Adherence to the stand-alone principle ensures that the focus of the .

determination of a fair return is on the use of capital, i.e., their opportunity cost, not the source of

the capital. The opportunity cost of capital reflects the return that could be earned if that capital

were invested in an alternative venture of similar risk.

The stand-alone principle, a cornerstone of Canadian utility regulation with a history dating to at

least 1978,8 and has been respected by virtually every Canadian regulator, including the BCUC,

in setting both regulated capital structures and allowed rates of returns on equity. 9

6 Public Utilities Board of Alberta, In the Matter of The Alberta Gas Trunk Line Company Act, Decision C78221,
December 21, 1978, pages 19-27.
9 The stand-alone principle has been recognized by the BCUC by adopting capital structures and ROEs for the
individual utilities it regulates that reflect the risks of those utilities, rather than the risks of their intermediate or
ultimate •arents, e.g., 2006 ROE Decision and 2009 ROE Decision.

Foster Associates, Inc.
Page 110



273 IV. RELATIONSHIP BETWEEN CAPITAL STRUCTURE AND
274

	

RETURN ON EQUITY
275

276 The economic principle guiding the fair return is the opportunity cost principle. The opportunity

277 cost of capital represents the expected return foregone when a decision is made to commit capital

278 to an alternative investment of comparable risk. It represents the return investors require to

279 commit capital to a specific investment and the cost to the firm of attracting and retaining capital.

280 Satisfying the fair return standard means allowing a return commensurate with the opportunity

281

	

cost of capital.

282

283 A utility's overall cost of capital represents the weighted average cost of the various sources of

284 capital that it uses to finance its rate base assets. The weights represent the proportion of each

285 source of funds used to finance the rate base assets and the cost of each source of funds

286 represents what the company must pay for each type of capital it uses, including debt and

287 common equity.

288

289 For utilities that are regulated on an original cost rate base, as is typical in Canada, including BC,

290 and the U.S., in most cases, the cost of debt is an embedded cost, or weighted average of the

291 costs that were determined at the time the debt was issued.

292

293 The utility cost of equity is a forward-looking cost, which, in accordance with the opportunity

294 cost principle articulated above, represents the return that an equity shareholder expects to earn

295 on an equity investment. It also represents the return . that an equity investor requires in order to

296 commit equity funds to or retain equity funds in an equity investment. From the perspective of

297 the firm, it represents the cost that must be paid in order to attract and retain equity funding,

298

299 The overall cost of capital to a firm depends, in the first instance, on business risk. Business risk

300 comprises the fundamental characteristics of the business and the political/regulatory operating

301 environment that together determine the probability that future returns (including the return on

302 and of the capital invested) to investors will fall short of their expected and required returns.

303 Business risk thus relates largely to the assets of the firm.

Foster Associates, Inc.
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The cost of capital is also a function of financial risk. The use of debt in a firm's capital

structure creates a class of investors whose claims on the cash flows of the finn take precedence

over those of the equity holder. Financial risk .refers to the additional risk that is borne by the
common equity shareholder because the firm is using debt to finance a portion of its assets. The
capital structure, comprised of debt. and equity, can be viewed as a summary measure of the

financial risk of the firm. Since the issuance of debt carries unavoidable servicing costs which

must be paid before the equity shareholder receives any return, the potential variability of the

equity shareholder's return rises as more debt is added to. the capital structure. Thus, as the debt

ratio rises, the cost of equity rises: As a result, the cost of equity, and thus the fair ROE depends

on the capital structure.

There are effectively three approaches that can be used to determine the fair return. The first two

approaches entail separate determinations of capital structure and return on equity. The third

approach establishes an overall allowed rate of return without separately specifying the capital

structure and return on equity.

The first approach either accepts the utility's actual capital structure for regulatory purposes or

deems a capital structure that does not necessarily equate the total (fundamental business;

regulatory and financial) risk of the "subject" regulated company to those of the proxy

companies used to estimate the cost of equity. If, at the subject utility's actual or deemed capital

structure, its total (business and financial) risk is higher or lower than that of the proxy

companies, the proxies' estimated cost of equity needs to be adjusted upward or downward to

arrive at the cost of equity of the specific utility.

The second approach assesses the utility's fundamental business and regulatory risks, and then

establishes a capital structure that will equate its total risk with that of the proxy companies.

This approach permits the application of the proxy companies' cost of equity without adjustment

for differential total risk.

	

.

Foster Associates, Inc.
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The third approach establishes the overall return (combining capital structure, cost of debt and

cost of equity) for proxy companies and applies that overall return to the subject company,

adjusted as warranted for differences in total risk between the subject utility and the proxy

companies.

All three approaches have been taken by regulators in Canada. The first approach has been used

by the BCUC, the Ontario Energy Board (OEB), j0. and the Regie de l'energie du Quebec

(Regie). l The second approach has been used by the AUC (and its predecessor) r2 and the

National Energy Board (NEB). 13 The third approach. has also been utilized by the NEB in

setting the allowed return on rate base for Trans Quebec and Maritimes Pipelines Inc. ra

The three approaches are equally valid as long as the overall return, i.e., the combination of

capital structure and return on equity in the first two approaches, satisfies all three fair return

requirements.

	

.

In summary, the various components of the cost of capital are inextricably linked; it is

impossible to determine if the return on equity is fair without reference to the capital structure of

the utility. Thus, the determination of a fair return must take into account all of the elements. of

the cost of capital, including the capital structure and the cost rates for. each of the types of

financing. It is the overall return on capital which must meet the requirements of the fair return

standard.

10 The Ontario Energy Board historically awarded different returns on equity and capital structures for Enbridge Gas
Distribution, Natural Resource Gas and Union Gas.

	

.
n The Rbgie has awarded different capital structures and returns on equity for Gazifere, Gaz IVtdtro and Hydro

1Q
uebec Distribution and Transmission.
Alberta Energy and Utilities Board, Generic Cost of Capital, Decision 2004-052, July 2, 2004, Alberta Utilities

Commission (AUC), 2009 Generic Cost of Capital, Decision 2009-216, November 12, 2009 and AUC, 2011
Generic Cost of Capital, Decision 2011-47, December 8, 2011.

.13National Energy Board, Reasonsfor Decision, CostofCapital, RH-2-94, March 1995
14 National Energy Board, Reasons for Decision, Trans Quebec and Maritimes Pipelines Inc., RH-1-2008, March
2009.

Foster Associates, Inc.
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357 V. THE BENCHMARK UTILITY

358

359 A. PURPOSE OF BENCHMARK UTILITY

The objective of specifying a benchmark utility is to have a point of reference against which the

regulator can compare other utilities under its jurisdiction for. the purpose of setting their allowed

returns (capital structure and ROE) without conducting a "from first principles" cost of capital

proceeding for each one. 15 A "from first principles" proceeding entails a comprehensive review

of capital market and economic conditions and the application of the various traditional tests for

estimating the fair return on equity. By designating one utility as the benchmark, the

Commission can conduct a single "from first principles" cost of capital proceeding, from which

it can establish an appropriate common equity ratio and ROE for that benchmark utility. Those

two parameters, common equity ratio and ROE; then become the benchmarks for the remaining

utilities' allowed common equity ratios andROEs.

The designation of one utility as the benchmark utility is partly a matter of efficiency, i.e., it

avoids frequent reassessment of factors that are common to all utilities. '6 In addition, it provides

a means of ensuring that all the utilities subject to the jurisdiction of the Commission are

awarded overall returns that appropriately reflect their business risk relative to the benchmark

utility, and, in turn, relative to each other.

Given both objectives, it makes most sense to designate a specific utility as the benchmark

utility, rather than to rely on a hypothetical construct or hypothetical utility as the benchmark.

By designating a specific real utility as the benchmark, that utility's business risks can used as a

is When comparable companies are initially selected for the purpose of-the estimating a "•benchnnark" ROE, the
concept of "benchmark utility" is per force a hypothetical construct, inasmuch as the estimated. benchmark return
reflects the composite of the risks of the selected companies, ' each of which,. individually, has different
characteristics. The resulting benchmark return is applicable to an actual utility, designated as the benchmark utility,
which has specific risk characteristics that provide a single tangible foundation for making inter-utility comparisons. .
16 In the 2009 Application, FortisBC Inc. summarized the advantages of a benchmark (cited by the Commission in
the 2009 ROE Decision) as (1) cost savings to the Commission and to Intervenors in avoiding additional,
unnecessary hearings; the evidence related to economic outlook and capital market conditions need not be presented
nor heard more than once; (2) a consistent approach to economic outlook and capital market conditions, considered
with reference to expert evidence gathered at a single point in time; and (3) and greater consistency with respect to
ROE determinations for individual utilities from a common base.
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baseline for assessing the relative risks of the other utilities in the jurisdiction. The concept of a

hypothetical utility is too ambiguous to. serve as a meaningful yardstick for the purpose of

comparing business risks of utilities. It is not feasible to delineate the "generic" business risk

characteristics of a hypothetical utility, be it a "low", "average" or "high" business. risk utility, to

an extent that would permit specifying what capital structure and ROE should apply to the

hypothetical utility.

Every utility has unique business risk characteristics that are a function of: (1) the utility sector in

which it operates; (2) the nature and age of its assets; (3) the geographic characteristics of its

service area; (4) the economic characteristics of its service area; (5) its customer profile; (6) the

political landscape; and (7) the regulatory framework under which it operates. The specifics of

these broad factors interact to define an individual utility's aggregate market/demand,

competitive, operating, supply and regulatory risks. While it might be fair to conclude that, as a

general proposition, an electric transmission utility is a "low business risk" utility compared to

other utilities operating in other sectors, it would still be necessary to identify and understand a

particular electric transmission utility's specific circumstances in order to specify what the

appropriate capital structure and ROE would be for that utility. In sum, it is not practical to

determine an appropriate capital structure and fair ROE for a fictitious utility.

B. CHOICE OF BENCHMARK UTILITY

The benchmark utility is simply the entity that serves as the standard or point of reference against

which other utilities can be compared. The utility designated the benchmark utility need not be

the lowest business risk utility in the province. It is no more difficult to subtract percentage

points of equity or basis points of incremental equity risk premium from the ROE or the equity

ratio of the benchmark utility than it is to add them.

The utility designated as the benchmark against which other utilities will be compared should

preferably be a large, well established entity, with a relatively diverse geographic, customer and

asset base, and no exceptional risk characteristics. Ideally, the designated benchmark utility will
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have market data that will provide an independent capital market assessment of its risks and

return requirements.

FEI is the logical choice to serve as the benchmark BC utility. FEI is the largest investor-owned

utility in British Columbia, is one of the largest gas distribution utilities in the country, and has a

relatively diverse geographic, customer and asset base. It has no' exceptional business risk

characteristics that are likely to make comparisons with other BC utilities problematic. Although

FEI's equity is not publicly traded, its debt is rated by two debt rating agencies, providing some

independent capital market assessment of its overall business and financial risks, albeit from a

bondholder's perspective. 17 Further, its business risks and the trends in those risks have been

extensively and comprehensively assessed by the Commission in multiple proceedings.

FEI is currently part of the FortisBC Energy Utilities' Common Rates, Amalgamation and Rates

Design Application, which, if it is approved and it proceeds, will result in an .amalgamation of,

and postage stamp rates for, FEI, FEVI and FEW. The proposed amalgamation does not

invalidate designating FEI as the benchmark BC utility, as comparisons with other BC utilities

can be made based on the characteristics of FEI pre-amalgamation for purposes of establishing

their cost of capital by reference to the benchmark utility. In addition, FE! pre-amalgamation

can be used as the benchmark utility for establishing the. cost of capital for FEI Amalco, should

amalgamation proceed. Whether FEI Amalco should be designated the benchmark utility (if

amalgamation proceeds) can be resolved in a future proceeding.

The analysis that follows detennines an appropriate capital structure and fair return on equity for

FEI pre-amalgamation as the benchmark BC utility.

17 Although bondholders and equity shareholders would consider the same business risks (and financial risks), the .
bondholders not only have a prior claim on the assets and earnings of the company, but also may benefit from
protective covenants in the band indentures. As a result, it would be incorrect to assume that the equity risks oftwo
regulated companies with A rated debt are the same.
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VI. TRENDS IN ECONOMIC AND CAPITAL MARKET CONDITIONS
SINCE 2009

This section addresses broad trends in cost of capital since the oral portion of the 2009

Application that ended October 1, 2009. In simple terms, the purpose of this section is to

compare the current state: of, and risks in, the markets where the costs of the various forms of

capital are determined compared to the end of the oral portion of the 2009 Application. It is also

intended to provide an appreciation of the protracted nature of the recovery from the global

financial crisis and economic recession and of the recurrent bouts of capital market turbulence in

the intervening 2% years.

In brief, as of the end of June 2012:

is

	

The systemic risks to the global financial system, as assessed by the Bank of

Canada, are no lower than they were at the end of 2009.

2. Long-term Government of Canada bond yields are much lower than they were at

the end of the oral portion of the 2009 Application. The reduction reflects a

confluence of factors, including weak global economic conditions, central bank

decisions to keep short-term interest . rates low, investor risk aversion/flight to

safety and a shrinking pool of risk-free assets. The trend in long-term

Government of Canada bond yields is not indicative of the trend in the market

cost of equity.

3. Yields on high grade Canadian corporate bonds have also fallen, largely tracking

the decline in long-term Government of Canada bond yields. Spreads on high

grade corporate bonds, including utility bonds, are slightly higher than they were

at the end of the oral portion of the proceeding, indicating that the credit risk is

not perceived to have declined.

page X17
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467

	

4.

	

Investor confidence is lower, equity market volatility is similar and the indicated

468

	

market cost of equity is higher than it was. at the end of the oral portion of the

469

	

2009 Application.

470

471 When the 2009 Application that culminated in the 2009 ROE Decision (December 2009)

472 commenced in-May 2009,

	

.recovery from the global financial crisis was underway. Governments

473 world-wide had already begun to take extraordinary steps, using both monetary and fiscal policy

474 tools, to stabilize the capital markets and real economies. By the close of the . oral portion of the

475 2009 Application:

476

477

	

1.

	

The 10-year and 30-year Government of Canada bond yields, which had fallen to

478

	

lows of approximately 2.6%. and 3.3% respectively during the crisis, hovered

479

	

around 3.3% and 3.8% at the beginning of October 2009. The September 2009

-.480

	

Consensus Economics, Consensus Forecasts anticipated that.. the 10-year Canada

481

	

bond yield would increase to 3.9% over the next year, suggesting a forecast 30-

482

	

year Canada bond yield of approximately 4.4%.

483

484

	

2.

	

Spreads on investment grade long-term corporate debt (measured by the DEX

485

	

Long Corporate Index) had skyrocketed from close to 100 basis points in early

486

	

2007 to almost 400 basis points in December 2008. By the beginning of October

487

	

2009, the spreads had retreated to just over 200 basis points.

488

489

	

3.

	

Spreads on the Bloomberg 30-year Canadian A-rated utility bond index, which

490

	

had averaged approximately 95 basis points between 2003 and 2007, jumped to a

491

	

peak of over 300 basis points in December 2008, recovering to around 145 basis

492

	

points at the beginning of October 2009, corresponding to a yield of 5.3%.

493

	

.
494

	

4.

	

The . S&P/TSX Index had plummeted by 50%. from late May 2008 to early March

495

	

2009. By October. 12009, the equity market had recovered significantly, moving
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496

	

up almost 50% from the market trough. While the market was still over 25%

497

	

below its 2008 peak, investor confidence had been on an upward trajectory. is

498

499

	

5.

	

In early June 2009, Finance Minister Jim Flaherty announced that there were

500

	

cautious signs that the Canadian economy, which had been in recession since

501

	

2008Q4, had stabilized. The September 2009 Consensus Economics, Consensus

502

	

Forecasts anticipated positive real GDP growth in 2009Q4, and 2.4% growth in

503

	

2010.

504

505 From the. close of the oral portion of the 2009 Application to April 2010, economic and financial

506 market conditions in Canada continued to improve. Real GDP growth rates in Canada in

507 2009Q4 and 2010Q1 were 4.9% and 5.5% respectively. Between December 2009 and April

508 2010, long-term Canada bond yields hovered within a fairly narrow range of 3.9% to 4.2%.

509 Chart 1 below shows . the trends in 10-year and 30-year Government of Canada bond yields from

510 the end of 2009Q3. to the end. of June 2012:

511

as As measured by the State Street Investor Confidence Global and North American Indices, which represent a
quantitative assessment of investors' risk appetite, by measuring the actual and changing levels of risk contained in
investment portfolios. The indices use "the aggregated portfolios of the world's most 'sophisticated investors,
representing approximately 15 percent of the world's investable securities, " The higher the index value is, the
higher is investor confidence. A level of 100 is considered neutral, that is, it represents the level at which investors
are neither increasing nor decreasing their allocations to risky assets. At the end of September 2009, the Global and
North American index levels were 118 and 114 respectively, compared to 95 and 86 at the March 2009 equity
market trough.
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512

	

Chart I

The spread between A-rated corporate and long-term Canada bond yields, having narrowed from

the March 2009 peak of 360 to 190 basis points at the end of September 2009, contracted further.

The spread reached 150 basis points at the end of April 2010, still well above the pre-crisis long-

term average of less than 100 basis points. Chart 2 below sets out the spreads since 1976, the

first year that 30-year Government of Canada bond yields were reported.

Chart 2

Spread Between Yields on DEX Long Corporate A Index

4
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522 The corresponding spread between the Bloomberg 30-year A-rated utility bond index and the 30-

523 year Canada bond had also contracted to approximately 130 basis points at the end of April 2010

524 (yield of 5.3%).

525

526 The equity market's recovery from its March 2009 trough had continued; the S&P/1'SX

527 Composite Index ended April 2010 approximately 20% below its 2008 peak. Expected equity

528 market volatility, as measured by the Implied Volatility Index ("MVX"), had fallen to. below pre-

529 crisis average levels. Chart 3 below tracks the MVX from its inception in December 2002 until

530 mid-October 2010. 19

531

	

Chart 3

Montreal Exchange Implied Volatility Index
December 2002 to October 2010
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In May 2010,..the sovereign debt crisis in Europe erupted. As the Bank of Canada noted in its

June 2010 Financial System Review, "mounting concerns over fiscal sustainability in some euro-

area member states and the exposure of global banks to sovereign risk erupted into a period of

severe stress in international financial markets....". With Government of Canada bonds

increasingly viewed as a safe haven alternative to U.S. Treasuries, a flight to quality exerted

is The MVX, introduced by the Montreal Stock Exchange in 2002, measured the market expectation of stock market
volatility over the next month. It has been described as a good proxy of investor sentiment for the Canadian equity
market: the higher the index, the greater the risk of market turmoil. A rising index reflects the heightened fears -of
investors for the coming month. The . MVX was replaced by a somewhat different measure of implied volatility,
called the S&P/T'SX-60 VIX Index (VIXC), in October 2010, with historical data available from October 1; 2009.
Similar to the MVX; the VIXC measures the market 's expectation of stock market volatility over the next month.
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downward pressure on Canada bond yields. Foreign investors ' acquired over $11 billion of

Government of Canada bonds in May 2010, 20 helping to push long-term Canada bond yields to

their lowest level since April 2009. At the end of May 2010, the yield on long-term Government

of Canada bonds had fallen to 3.73%. The corresponding yields on the Bloomberg 30-year A-

rated utility index had not changed materially (yield of 5.36%), pushing the A-rated

utiiitylgovernment bond yield spread to close to 165 basis points.

In its June 2010 Financial System Review, the Bank considered that, despite the momentum

gained in the domestic and global economic recovery; the strengthening of the Canadian

financial system and the fact that "bold policy actions taken by European governments and

central banks, with international support, succeeded in heading off a full-blown crisis of

confidence" the risks to Canadian financial stability had increased during the prior six months.

The strength in the Canadian economy during the first part of 2010 led the Bank. of Canada to

raise its target overnight rate three times between June and September (from 0.25% to. 1.0%),

However, in October 2010, the Bank of Canada announced that the economic outlook for Canada

had changed and it expected growth to be more muted and the global recovery more gradual than

previously forecasted. The changed economic outlook led the Bank of Canada to leave its target

overnight rate (at a historically low 025%) unchanged, leaving significant monetary stimulus in

place, and to conclude that "any further reduction in monetary policy stimulus would need to be

carefully considered." 2 1 The Bank's statements led economists to conclude that there would

likely be no further reduction in monetary policy stimulus before mid-2011. 22

The relatively modest expected pace of growth reflected a combination of domestic factors (high

household debt, which limits consumer spending) and international factors (e.g., the weak labour

and residential real estate markets in the U.S., the strained balance sheets of banks and

governments in Europe and related austerity programs in those countries, as well as constraints

on export growth arising from a combination of tempered growth abroad, the high Canadian

dollar and relatively weak productivity).

20 Statistics Canada, Canada's International Transactions in Securities, May 2010.
21 Bank of Canada, Monetary Policy Report, October 2010.
22 Consensus Forecasts, Consensus Economics, November 2010,
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In its December 2010 Financial System Review, the Bank of Canada again assessed the risks to

the Canadian financial system, summing up those risks as follows:

1.

	

Sovereign debt concerns in several countries;

2.

	

Financial fragility associated with the weak global economic recovery;;

3.

	

Global imbalances; 23

4.

	

The potential for excessive risk-taking behaviour arising from a prolonged period

of exceptionally low interest rates in major advanced economies; and

5.

	

High. leverage of Canadian households.

In all but one (potential for excessive risk-taking behaviour) of these categories, the Bank of

Canada concluded that the risks to the Canadian financial system had risen over the previous six

months. The nature of most of these risks, like the financial crisis itself, underscores the extent

to which economies and capital markets globally are inter.-twined.

With the Bank of Canada and other central banks maintaining their policy rates at historically

low levels to stimulate economic. growth, expectations that the global recovery would be

protracted, along with rising risks from global sovereign debt, particularly in Europe and the

U.S., and continued strong inflows into. Canadian bonds, 24 Government of Canada bond yields

drifting downward during the latter half of 2010, as did forecast yields. 25 At the end of 2010, the

yield on the 30-year Government of Canada bonds was 3,5%; the corresponding yield on the

Bloomberg 30-year A-rated utility index had also declined, to just below 5%.

23 Global imbalances refer to imbalances between savings and investment in the world economies, as reflected in the
significant distortions among current account balances, e.g., the large and persistent current account deficit in the
U.S. and surplus in China.
za On average over the period 2009-2011 non-residents acquired government of Canada bonds at a rate of
approximately $6.8 billion a month compared to approximately $1.0 billion per month in 2004-2006. At the end of
2011, foreign holdings were 26% compared to 13% in 2006 	
25 In May 2010, Consensus Economics, Consensus Forecasts, had anticipated that the 10-year Government of
Canada bond would yield 3.8% and 4.2% three and twelve months forward; in November 2010, the corresponding
forecasts had dropped to 2.8% and 3.3%.
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592 As 2011 unfolded, despite headwinds from the ongoing sovereign debt vulnerabilities in Europe

593 and the complications of a two-speed global economic recovery (i.e., modest growth in advanced

594 economies versus emerging economies at risk of overheating), the Canadian economy appeared
595 poised to advance at a steady, but modest pace. GDP growth in Canada in both the fourth
596 quarter of 2010 and. the first quarter of 2011 had been stronger than anticipated. From their third

597 quarter 2010 low of 3.33%; long-term Canada bond yields gradually shifted upward, peaking in
598 early second quarter 2011 at 3.87%. Similarly, the downward trend in forecast Canada bond

599 yields reversed; the consensus forecast of the twelve-month forward 10-year Canada increased
600 each month between November 2010 and April 2011.

601

602 In its June 2011 Financial System Review, the. Bank of Canada noted decreased risk aversion in

603 financial markets, evidenced by low yields on and record bond issuance in high yield (non-

604 investment grade) debt, as well as low volatility in the equity markets. Nevertheless, in the
605 Bank's view, risks to the financial system were still higher than in their six month earlier .
606 assessment, as the risk associated with global sovereign debt had edged higher and the risk
607 associated with the low interest rate environment in advanced economies had increased with the

608 growing popularity of riskier securities and strategies in both Canadian and global markets.

609

610 . The decrease. in investor risk aversion can be. seen in the decline in yields on high yield Canadian

611 bonds. High yield bands are considered to have characteristics of both debt and equity, the latter

612 due in large part to their higher default risk, higher sensitivity to the business cycle and closer

613 connection to the underlying fundamental risks of the issuers than high grade corporate bonds.

614 The yield on the . DEX Overall High Yield Bond Index, designed to be a broad measure of the

615 Canadian non-investment grade fixed. income market, had fallen from 8:2% at the beginning of

616 October 2009 to an average of 6.7% durhig201'1 Q2.

617

618 By July 2011, market sentiment had. started to shift. In the July 2011 Monetary Policy Report,

619 the Bank of Canada pointed to several developments weighing on investor sentiment, including:

620
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1. declines in equity market prices in both advanced and emerging economies during

the prior three months in reaction to increasing uncertainty over the strength of

the global recovery;

2.

	

some deterioration in corporate credit markets;

	

3,

	

a sharp reduction in bond issuance; and

	

4.

	

shifting of capital into perceived safe haven assets and currencies, putting

downward pressure on government bond yields in major advanced economies.

By the end of August 2011, 10-year and 30-year Canada bond yields had fallen to 2.5% and

3.1% respectively. The Bloomberg 30-year A-rated utility index yield had also declined (to

4.7%), but not as sharply. In contrast, the yield on the DEX Overall High Yield Bond Index;

which had been yielding 6.5% in March and April 2011, had risen to 7.8%.

Over the next few months, a number of the risks with which the Bank of Canada had expressed

concern in earlier reports were experienced. In its October 2011 Monetary Policy Report, the

Bank of Canada referenced the acute fiscal and financial strains in Europe and concerns about

the strength of global economic activity that had led to increased and significant financial market

volatility, reduced business and consumer confidence, and an escalation of risk aversion. The

increased volatility was triggered by a reassessment of the prospects for global economic growth, ,

as well as heightened worries over debt sustainability in the euro area and uncertainty over the

direction of fiscal policy in the United States. According to the Bank, the already negative tone

in financial markets was exacerbated by numerous credit rating downgrades of sovereigns and

global financial institutions. As the Bank noted, as a result, investment flows shifted toward

safer and more liquid assets. Government bond yields in a number of advanced economies,

where markets are most liquid and which are perceived to be . better credit risks, had fallen

sharply. At the same time, prices of riskier assets had declined significantly.
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In its December 2011 Financial System Review, the Bank of Canada judged that the risks to the

stability of Canada's financial system were high and had increased markedly over the past six

month. In the Bank of Canada's assessment,. over the prior six months, the risks associated with

global sovereign debt and an economic downturn in advanced economies had risen, with the

risks associated with global imbalances, Canadian household finances and the low interest rate

environment unchanged:

By the end of 2011, 10-year and 30-year Government of Canada bonds were yielding 1.9% and

23% respectively.26 With the core rate of inflation running at approximately 2.0% during 2011

and expected to average 2.0% over the longer-term, 27 the real yield on the 10-year Government

of Canada bond was negative. Long-term A-rated utility bonds were yielding just over 4%. In

contrast, the S&P/TSX Composite ended the year down more than 15% from its early year high.

High yield Canadian bonds had continued to climb, reaching 9.5% at the end of September 2011

and ending the year at 9.1%.

As Chart 4 below demonstrates, expected equity market volatility, as measured by the VIXC,2 8

increased markedly in August 2011. On average during November 2011-January 2012, the

V1XC was slightly more than 20% higher than during the corresponding period in 2009-2010.

26 Forecasts of long-term Government of Canada bonds had also experienced another significant decline. From
November 2010 to April 2011, the monthly 12-month forward consensus forecasts of 10-year Canada bond yields
had gradually moved up from 3.3% to 4.0%. They then reversed course; by December 2011, the 12-month forward
consensus forecast of 10-year Canada bond yields had declined to 2.7%. Of that 1.3 percentage point decline, 1.1
percentage points occurred between August and October 2011; it represents the largest two month change (positive
or negative) observed since the inception of the Consensus Forecasts in 1990.
27 Consensus Economics, Consensus' Forecasts, October 2011.
28 Chart 4 tracks expected volatility as measured by the S&P/TSX 60 iVIX Index (V]XC) from October 1, 2009, the
first day for which historical data are available.
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Chart 4

673 In its January 2012 Monetary Policy Report, the Bank anticipated that growth in the Canadian

674 economy throughout 2012 would be weaker than previously forecast, despite the better than

675 anticipated momentum experienced during the second half of 2011. The weaker growth forecast

676 was largely due to the continued deterioration in the global economy, resulting in further

677 tightening of international financial markets and continued risk aversion. Economic indicators

678 suggested that the euro area had entered into a recession in the fourth quarter of 2011 and the

679 "deteriorating financial conditions, bank deleveraging, fiscal consolidation and large negative

680 confidence effects" of this recession were expected to last well into 2012. The Bank found that,

681 since the October Monetary Policy Report, investors had continued to shift toward safer and

682 more liquid assets, resulting in yields on government bonds in Canada, Germany, the United

683 Kingdom and the United States continuing to decline at the same time that spreads in some of the

684 euro area's largest economies had risen, in some cases to post-euro record highs. Investor

685 anxiety had also continued at high levels, resulting in continued market volatility in global

686 markets.

687

688 The International Monetary Fund's World Economic Outlook Update released January 24, 2012

689 echoed the Bank of Canada's concerns, concluding that the global economic recovery is

690 threatened by intensifying strains in the euro area and fragilities elsewhere and that financial
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721

conditions have deteriorated, growth prospects have dimmed and downside risks have escalated.

The downside risks relate to the potential reduction in credit availability and output in the

eurozone arising from sovereign and bank funding pressures, which is transmitted to the rest of

the world, excessive fiscal tightening in the U.S. in the near term but failure to arrive at a

credible fiscal consolidation strategy in the medium term, a hard landing in emerging economies,

and intensified concerns about an Iran-related oil supply shock.

During the first quarter of 2012, there were signs of improvement in the global economy, e.g., an

improving labor market in the U.S. and the provision of liquidity by the European Central Bank.

Capital markets appeared to calm and risk aversion to moderate, only to be roiled again by a re-

intensification of the eurozone sovereign debt crisis, focused on Greece, Spain and Italy.

The Bank of Canada's June 2012 Financial System Review noted that:

the global recovery remains modest, fragile and uneven, ,. with economic

momentum solid in Canada, growth in the U.S. continuing at a modest pace, but

European economic activity expected to remain sluggish and growth in emerging

markets having moderated;

2.

	

the principal risk to domestic financial stability continues to stem from sovereign

debt strains in the euro area;

3. the risks associated with high levels of household debt in Canada and a potential

correction in the housing market are elevated and have not diminished since the

Bank's last assessment in December 2011;

	

. .

4. global current account imbalances continue to represent . an important risk to the

global financial system, although they have declined slightly and are expected to

narrow further over the next several years. The Bank considered that the reason

for their narrowing, i.e., deficient demand for.iniports in advanced economies due

to contractionary fiscal policies and household deleveraging., which, in turn, is
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leading to weak demand for exports from surplus countries and lower global

economic growth; '

5. the low interest rate environment continues to create incentives for risky

behaviour (e.g., drive for yield, particularly by institutions with balance sheets

under stress like pension funds and life insurance companies), with the potential

for misallocation of credit and the mispricing of risk.

In summary, the Bank of Canada concluded that the systemic risks to the, global economy and

financial system are high and unchanged since its previous (December 2011) assessment. A

review of each of the Bank of Canada's six-month Financial System Reviews indicates that the

risks to the global economy and financial system rose in each assessment between December

2009 and December 2011, with no change between December 2011 and June 2012.

With increased economic uncertainty, investor risk aversion and global shifting of funds into the

safe haven of a smaller pool of highly rated government bonds, 29 long-term Canada bond yields

have fallen more than a full percentage point over the past 12 months, hitting a historical low of

2.21% on June 1, 2012. At the end of June 2012, the yield on long-term 3D Canada bonds stood at

2.33%.

High grade corporate bond yields have also been impacted by the smaller pool of highly rated

sovereign bonds, as investors have sought relatively safe fixed income alternatives. 31 The end of

June 2012 yield on the Bloomberg 30-year A-rated utility index was 3.92%. The corresponding

spread with the long-term Government of Canada bond yield, at 160 basis points, was slightly

29 After the United States and the United Kingdom, Canada is the largest non-eurozone economy with AAA
sovereign debt ratings. The U.S. was downgraded to AA+ by Standard & Poor's in August 2011, but still has AAA
ratings byMoody's, Fitch, and DBRS. Despite the S&P downgrade, U.S. Treasury bonds continue to be regarded as
a safe haven investment.
30 As represented by the yield on the Government of Canada marketable bonds over 10 years Series V39062.
31 The "flight to quality" arising from market conditions is exacerbated by demographic trends, i.e., the aging of the
population, and a corresponding shift of investment into fixed income securities. As baby boomers have aged and
the ratio of retirees to active workers in the U.S. has increased, there has been a "strong 'trend in mutual fund flows
that suggests investors have begun earnestly diversifying their portfolios toward fixed-income products, in many
cases away from equity funds." (Tom Reseal, Lipper Funds, March 1, 2012) Lipper reported that over the. past
three years mutual fund investors have invested almost $5 into fixed income funds for every $1 invested in equity
funds. In the three years following the 2001/2002 equity market collapse, almost $15 was invested in equity
markets for every $1 invested in fixed income markets.

Foster Associates, Inc.
Page 129



763

764

765

766

767

768

Higher than at the close of the oral portion of the 2009 Application. The higher spread indicates

that. investors view the risk associated with A-rated utility bonds as no less than at the end of the

oral portion of the 2009. Application.

The current level of Canada bond yields reflects a confluence of factors, including .deterioration

in the global economic outlook, the Bank of Canada's decisions to maintain its overnight rate at

historically low levels, and investor flight to quality, i.e., away from riskier assets including

equities. With respect to. the last factor, with the numerous ratings downgrades of sovereign

bonds that have taken place in the eurozone over the past two years, the supply of safe haven

assets has shrunk, 32 and a scarcity value attributed to high grade sovereign bonds (including

those of Canada, the U.S., the U.K. and Germany) that are viewed as least affected by the

eurozone debt crisis.

Source: Consensus Economics, Consensus Forecasts, April 2012.

With an average historical spread between 30-year and 10-year Government of Canada bonds of

35 basis points, the corresponding longer term yield on 30-year Canada bonds is approximately

5.0%.

32 Barclay's Equity Gilt Study. 2012 concluded that "An important reason for these low yields is the. structural
decrease in the supply of risk-free assets that is not likely to be corrected in the next few years." In its April 2012
Global Financial Stability Report, the International Monetary Fund found that "the number of sovereigns whose
debt is considered safe is declining - taking potentially $9 trillion in safe assets out of the market by 2016 (roughly
16 percent of the projected total). These developments will put upward pricing pressures on the remaining assets
considered safe."
ss Consensus Economics issues long-term forecasts ofkey economic indicators, including the 10-year Government
of Canada bond yield, twice a year, in April and October.
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Table 2

Over the longer: term, 10-year Government of Canada bond yields are forecast to rise to more

normal levels, as indicated in Table 2 below. 33
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The recent downward trend in long-term Government of Canada bond yields has little, if any,

correlation with trends in the market cost of equity. A comparison of equity market indicators

points to a higher market cost of equity in mid-2012 versus at the end of the oral portion of the

2009 Application, and, due to the decline in - long-term Government of Canada bond yields, an

even higher equity market risk premium.

The VIXC averaged 23 during June 2012, slightly higher than the October 2009 34 average of 21

(Chart 4 above). High yield bonds, which as. noted above, have both debt and equity .

characteristics, were yielding .8.4% at the end of June 2012, slightly above their 8.2% end of

September 2009 level. As referred to above, Global and North American investor confidence

levels at the end of June 2012 were well below the September 2009 levels.

While both the reported earnings and dividends of the companies that comprise the S&P/TSX

Composite and the S&P/TSX 60 have increased materially since September 2009, at the end of

June 2012, the two price indices were little changed from their September 2009 levels. As Table

3 below shows, the resulting index price/earnings (PIE) ratios were lower (and the dividend

yields were higher) at the end of June 2012 than at the end of September 2009. The comparative

earnings yields (13/P), the inverse of the PIE ratios, provide a rough guide to the direction in the

market cost of equity over this time period. The forward EA' ratio of the S&PITSX 60 has

increased from approximately 5.2% to 7.8%, implying that the market cost of equity has risen

since late 2009. With Government of Canada bond yields having declined significantly between

late 2009 and mid-2012, the corresponding implication is that the equity market risk premium is

higher currently than it was in. )fate 2009.

3a The first month for which there are data for the new S&PITSX 60 VIXC.
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Table 3'

September June
2009 2012

S&P/TSX Composite
Price Index ' 11,395 11,597

Earnings $530.8 $789.0
Dividends $314.4 $365.8

Trailing PIE 21.5X .

	

. 14.7X
Dividend Yield 2.8% 3.2%

S&P/TSX 60
Price Index 678 664

Earnings $38.5 .

	

$48.0
Dividends $17.5 $20.9

Trailing PIE 17.6X 13.8X
Dividend Yield 2.6% 3.1%

Forward PIE 1/ 19.IX 12.6X
Forward Earnings Yield (EJP). 5.2% 7.8%

10-year Canada Bond Yield 3.3% 1.7% . .
E/B less 10-year Canada Bond L9% 6.2%

794
795
796
797
798
799

800

801 As regards the cost of equity capital for utilities and the implication of the observed decline in

802 long-term Canada bond yields, before the onset of the financial crisis, publicly :traded Canadian

803 utility dividend yields generally tracked the long-term Government of Canada bond yield. On

804 average from 1998-2007, the median dividend yield of the five major publicly traded Canadian

805 utilities3S was, on average, 25% lower than the corresponding yield on the 30-year Government

806 of Canada bond. Since the beginning of 2008, the ratio of utility dividend yields to long-term

807 Canada bond yields has risen markedly. At the end of June 2012, the median Canadian. utility

808 dividend yield was approximately 60% higher than the 30-year Canada bond. yield. 36

809

35 Canadian Utilities Limited, Emera Inc., Enbridge Inc., Fortis Inc., and TransCanada Corporation. Excludes
Valenta- Inc., as it was previously a limited partnership (Gaz Metro LP), which converted to a conventional
corporation in September 2010. Hereafter referred to as the "five major publicly-traded Canadian utilities".
36 The ratio of Canadian utility dividend yields to A-rated utility bond yields is also significantly higher than it was
pre-crisis. At the end of June 2012, Canadian utility dividend yields were approximately 95% of A-rated utility
bond yields, compared approximately 60% from March 2002 (the starting date -of the Bloomberg 30-year Canadian
A-rated utility bond index) to the end of 2007.

	

.
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'1 Forward PIE ratio estimated as market-value weighted average of, the month=
end prices of equities in the S&P/TSX 60 divided by I/B/FJS consensus
forecast of earnings per share for next fiscal year (2010 and 2013)..

Source: www.bankofcanada,ca, I/B!EIS from S&P, Research Insight, =Review.
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810 If the pre-crisis relationship between utility dividend yields and the yield on the 30-year Canada

811 bond were still valid, at the end of June 2012 30-year Canada bond yield of 2.3%, the current

812 Canadian utility dividend yield should be approximately 1.75% (75% of 2.3%). Instead, it is

813

	

3.7%. 37

814

815 The observed change in the relationship between Canadian utility dividend yields (which

816 represent a significant component of the cost of equity3 8) and long-term Government of Canada

817 bond yields represents compelling support for the following conclusions:

81.8

819

	

1.

	

The estimation of a fair ROE for the benchmark BC utility should be based on

820

	

multiple tests, including tests which are not benchmarked to the long-term

821

	

Government of Canada bond yield.

822

823

	

2.

	

In the application of equity risk premium tests that are benchmarked to the long

824

	

term Government of Canada bond yield, the abnormally low level of recent and

825

	

forecast long-term Government of Canada bond yields needs to be taken into

826

	

account in the assessment of what constitutes an appropriate equity risk premium.

827
828 In light of the persistently unsettled capital markets and the unstable relationships between the

829 utility cost of equity and Government bond yields, it would be, in my view, difficult to construct

830 an automatic adjustment mechanism for return on equity at this time that would successfully

831 capture prospective changes in the utility cost of equity. In particular, an automatic adjustment

832 formula tied to changes in government bond yields has the potential to unfairly suppress the

833 allowed ROE. 39

37 Alternatively, based on the pre-crisis relationship, all other things equal, the observed 3.7% utility dividend .yield
would correspond to a 30-year Canada bond yield of approximately 4.9% (3.7./0.75), rather than the much lower
end of dune 2012 yield 0 '2.3%.
38 The utility cost of equity can be estimated as the sum of the expected dividend yield and the expected growth in
dividends. For a utility with approximately industry average long-run growth potential, the dividend yield
component can account for approximately one-half the total estimated cost of equity.
39 In October 2010 and November 2011 the Regie implemented automatic adjustment formulas for GazifBre and Gaz
Metro respectively that change the allowed ROE by. 75% of the change in forecast 30-year Government of Canada
bond yields and 50% of the change in long-term A-rated utility bond yield spreads. Gaz Metro ' s glowed .ROE for
2012 was set at 8.9%, reflecting a forecast long-term Government of Canada bond yield of 4.0% and a utility bond
yield spread of 150 basis points. Based on the most recent forecast and spreads, Gaz Metro 's 2013 allowed ROE
will be close to a full percentage point lower than in 2012. The trend in Canadian utility dividend yields indicates
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834

835 In developing a fair ROE for the benchmark BC utility, I have proceeded on the premise that the

836 ROE adopted in this proceeding will be in place for at least three years. On that basis, in the

837 application of equity risk premium tests, I have developed forecasts of long-term Government of

838 Canada bond yields that encompass the three-year period 2013-2015, not solely 2013.

839

840 VII. CAPITAL STRUCTURE FOR FEI AS BENCHMARK BC UTILITY

841

842 A. PRINCIPLES FOR CAPITAL STRUCTURE DETERMINATION

843

844 The principles which should be respected in the determination of an appropriate capital structure

845 for a utility include (1) the stand-alone principle; (2) compatibility with business .risk; (3) the

846 ability to attract capital on reasonable terms and conditions; (4) maintenance of financial

847 integrity; and (5) comparability of returns. Principles (3) to (5) represent the three requirements

848 of the fair return standard, and reflect the inter-dependence-betweencapital structure and ROE.

849

850

	

1

	

Stand-alone Principle

851.

	

As indicated in Section III above, the stand-alone principle means that the

852

	

allowed return on: capital should reflect only the risks and required returns

853

	

associated with the provision of regulated service. This principle extends to both

854

	

capital structure and ROE, and the combination thereof.

855

856

	

2.

	

Compatibility of Capital Structure with Business Risk

857

	

The capital structure of a utility should be consistent with the business and

858

	

regulatory risks of the specific entity for which the capital structure is being set.

859

	

At a high level, because debt financing magnifies business risk, all other things

860

	

equal, the.higher the business risk of the utility, the higher a reasonable common

861

	

equity ratio would be. As the Commission pointed out in its 2009 ROE Decision,

the opposite: higher Canadian utility dividend. yields in mid-2012 than when the Regie rendered its decision for Gaz
Metro in November 2011 point to an increase in the cost of equity for Canadian utilities since late 2011.
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862

	

"The assessment of risks has significant bearing on the application of the fair

863

	

return standard and the determination of an appropriate common equity ratio for

864

	

regulatory purposes."

865

866

	

3.

	

Attraction of Capital and Financial Integrity

867

	

A reasonable capital structure for the benchmark utility, FE!, in conjunction with

868

	

the returns allowed on the various sources of capital, should permit the utility to

869

	

attract capital on reasonable terms and conditions and to maintain its financial

870

	

integrity.

871

872

	

To be able to. attract debt capital on reasonable terms and conditions and to

873

	

maintain its creditworthiness, a reasonable capital structure for the benchmark BC

874

	

utility, FEI should provide the basis for stand-alone investment grade debt ratings

875

	

in the A. category. 44 Debt ratings in the A category ensure that the utility would

876

	

be able to access the capital markets on reasonable terms and conditions during

877

	

both robust and difficult, or weak, capital market conditions. In contrast to

878

	

unregulated companies, utilities do not have the same flexibility to defer financing

879

	

new assets. Utilities have an obligation to provide service on demand, and must

880

	

maintain access to the capital markets to fulfill that obligation.

881

882

	

The importance of credit ratings in the A category arises from two factors:

883

	

market access and cost. Even a utility with split-ratings (that is, one debt rating in

884

	

the A category and one rating in the BaaBBB 41 category) faces a higher cost of

885

	

debt and lesser market access relative to a utility with all debt ratings in the A

886

	

category. Regulated issuers with Batt/BBB ratings can be closed out of the

887

	

Canadian debt market at times, particularly at the longer end (20-30 year term) of

40 The Commission has accepted that a credit rating in the A category is appropriate for FEI. In the 2009 ROE
Decision, page 15, the Commission stated that "It also agrees with Terasen that the combination of the equity ratio
and the allowed return thereon should be adequate to attract capital on reasonable terms and conditions and allow
TGI to maintain the A3 rating on. its debt and unsecured debt from Moody's." The AUC explicitly considers that a
rating in the A category is an appropriate objective in setting the regulated capital structures for Alberta utilities

VAUC,Decision 2009-216, page 88, and Decision 2011.474, pages 31 and 35).
1 Baa is the Moody 's medium grade ratings designation; BBB is the corresponding DBRS and Standard & Poor's

designation.
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the debt market.42 Utilities, including FEI, are. principally financing long-term

assets. Thus, the Company needs to maintain the financing flexibility required to

be able to access debt with long-term maturities in both strong and weak capital

market conditions. A3

Insufficient equity for the level of business risk and/or inadequate credit metrics

(which largely reflect the debt/equity structure and cash flows from returns on and

of capital) are factors that could result in a downgrade of a utility 's debt rating. If

a utility experiences a downgrade, the downgrade would not only result in an

increase in the cost of any additional debt that the company needs to raise, but

will also affect all of the utility's outstanding debt. An increase in the cost of new

debt to a utility increases the required yield on the outstanding debt and reduces

the value of that debt Since existing debt holders are the most likely purchasers

of future issues, a debt rating downgrade, with the resulting negative impact on

the value of . their existing holdings, would-- likely make them- less willing to

purchase future issues.

A higher cost of debt to the utility translates into a higher cost of debt to

ratepayers. The relative cost of A rated debt versus Baa/BBB rated debt varies

with market conditions, but. ratings. in the Baa/BBB category can be materially

more costly to ratepayers than ratings in the A category. 44 As the global financial

market crisis demonstrated, capital markets can deteriorate rapidly, and spreads

can. widen, dramatically. Although the market for lower rated credits in Canada

has been growing, it is still relatively small. Institutional investors continue to

face limits on the proportion of Baa/BBB rated debt they are allowed to hold in

their portfolios or are precluded from investing in Beta/BBB rated debt. The

42 During the period June 11, 2008 to January 29, 2009 inclusive there was not a single issuer without -at least one
"A" credit rating who was able to issue long-term debt onanyterms in the public Canadian debt market:
q3 Although the market for lower rated credits has been growing, for the period January 2010 - June 2012, of the
$140 billion of new corporate debt in Canada reported by RBC Capital Markets (Credit Weekly, various issues),
only 20% was for issues rated in the BBB rating category or lower. Of the 108 issues -that were rated in the BBB
rating category or lower, only eight were for a term longer than 10 years.
as Over the past 15 years, the average spread between yields on long-term BBB-rated and A-rated corporate debt in
Canada has been 75 basis points. During the same period, the spread has been as high as 200 basis points. .
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914

	

relatively small size of the. Canadian market for Baa/BBB rated debt and the

915

	

limitations on the ability of Baa/BBB issuers to raise debt in the long-term end of

916

	

the debt market underscore the importance of A credit ratings.

917

918

	

FEI, as well as other BC utilities, are competing for capital in a global market in

919

	

which there may be unprecedented requirements for energy infrastructure capital,

920

	

particularly in the power sector. In its 2011 World Energy Outlook, the

921

	

International Energy Agency estimated that between 2011. and 2035 close to $38

922

	

trillion, . in.- global cumulative energy infrastructure investment is required,

923

	

including $9.5 -trillion in the gas industry ($2 trillion in transmission and

924

	

distribution) and $16.9 trillion in the electricity industry. 45 The Conference Board

925

	

of Canada estimates that investment. in electricity infrastructure alone in Canada

926

	

over the period 2011 to 2030 will be close to $348 billion. 46

927

928

	

To compete successfully for the capital it needs, that is, to continue to be able to

929

	

attract capital on flexible terms and conditions, FEI requires credit metrics (which

930

	

reflect the combination of capital structure and ROE) that are competitive with

931

	

those of its peers.

932

933

	

The maintenance of debt ratings in the A category, which depends partly on an

934

	

appropriate capital structure, and partly on adequate cash flows from earnings and

935

	

return of capital, should , allow FBI, the benchmark BC utility, to attract debt

936

	

capital on reasonable terms and conditions.

937

938

	

4.

	

Comparability of Returns

939

	

As it is the overall return which must meet the comparable: returns requirement of.

940

	

the fair return standard, it is the composite of ea regulated utility's financial

45 International Energy Agency, 2011 World Energy Outlook, October. 2011, Figure 2.20;
Conference Board of Canada, Shedding Light on the Economic Impact ofInvesting in Electricity Infrastructure,

February 2012. The INGAA Foundation estimated.that approximately $205 billion of investment was required in
North American natural gas midstream (including mainline transmission, laterals, gathering lines, compression,
storage and processing) infrastructure from 2011 to 2035, with an additional $46 billion investment in the natural
gas liquids and oil midstream sector (INGAA Foundation, North American Natural Gas Midstream Infrastructure
Through 2035: A Secure Energy Future: Executive Summary, June 2011).
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941

942

943

944

945

946

947

948

949

950

951

952

953

954

955 As noted above, a utility's business risk comprises the fundamental characteristics of the

956 business (e.g., market/demand, competitive, supply and operating. factors) and

957 political/regulatory risk that together determine the probability that the utility's future returns

958 (including . the return on and of capital) will fall short of the returns that investors expect and

959 require:

960

parameters, including the adopted capital structure and allowed returns on capital,

that need to be comparable to the returns of similar risk companies.

Comparability of the regulated utility's overall return to its peers, including

capital structure,. is not only a legal requirement, it is necessary in order to be

competitive. in the capital markets. FEI competes for capital not only with. other

Canadian regulated companies, but with regulated. companies globally, as well as

with unregulated companies, both within Canada and globally: The achievement

of comparable returns requires recognition of the financial parameters, including

capital structure, of FEI's comparable risk peers, including regulated companies

throughout North. America.

	

.

B. BUSINESS RISK OVERVIEW

961 Utility business risks have both short-term and longer-term aspects. Short-term business risks

962 relate primarily to year-to-year variability in earnings due to the combination of fundamental

963 underlying economic factors and the existing regulatory framework. Long-term business risks

964 are important because utility assets area long-lived. Long-term business risks comprise factors

965 that may negatively impact the long-run viability of the utility and impair the ability of the

966 shareholders to fully recover their invested capital and - a compensatory iretiiin' thereon. As

967 utilities represent capital-intensive investments with very limited alternative uses, whose

968 committed capital'is. recovered over an extended period of time, it is the long-term business risks

969 that are of primary concern to the investor.

970
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971 Because utilities are generally regulated on the basis of annual revenue requirements, the longer-

972 term risks are sometimes downplayed, essentially on the grounds that the regulatory framework

973 will allow the regulator to provide compensation to investors as the risks materialize, through

974 higher ROEs and/or assurance of return of capital. This premise may not hold. If the utility is

975 losing customers and throughput, competitive limits on regulated prices may constrain a utility's

976 ability to earn higher-returns or recover the invested capital when the risk materializes. Second,

977 utility assets are long-lived. No regulatory panel can bind its successors and thus guarantee that

978 investors will be compensated in the future for risks as they materialize.

979

980 The capital structure needs to recognize long-term business risks. As the business risks

981 materialize, the utility may find it more difficult to raise new debt capital. Consequently, the

982 common equity component effectively provides a cushion in the, event of deterioration of access

983 to capital. This should not be interpreted to mean that business risks are only reflected in capital

984 structure. Nor should it be interpreted to mean that the long-term aspects of business risk are

985 captured only in capital structure with short-term variability in earnings captured. solely in the

986 ROE. Both the capital structure that is appropriate for a particular utility and the required rate of

987 return on equity incorporate elements of short-term and long-term business risks. Investors look

988 at the risks of a utility in the aggregate in assessing what return they require from a utility equity

989 investment; they do not assign short-term risks to ROE and long-term risks to capital structure.

990

991 The primary categories of utility business risk are:

992

993

	

1.

	

Market/Demand Risk

994

	

Market demand risks relate to the size of the market. for the utility's services and

995

	

the ability of the utility to capture market share. Market demand risks reflect the

996

	

demographics of the service area,- including the diversity of the , economy,

997

	

economic growth potential, geography/weather, customer concentration, customer

998

	

spending patterns, customer mix, and customer preferences.

999

Foster Associates, Inc.
Page 139



1000

	

2.

1001

1002

1003

1004

1005

1006

1007

	

3.

1008

1009.

1010

1011

1012

1013

1014

1015

	

4.

1016

1017

1018

1019

1020

1021

	

5.

1022

1023

1024

1025

1026

Competitive Risk

Competitive risk refers to the business risk arising from competition for

customers and load due to the existence of alternatives to, or potential for

substitutes for, the utility's services. Competitive risks would include a utility's

cost structure; e.g., a high. cost structure has the potential to. lead to customer and

load attrition and to the development of lower cost alternatives.

Supply Risk

Supply risk relates to the physical availability of the commodities required to

deliver service to end use customers. Supply risk includes exposure to supply

interruption, and thus, for gas utilities, the degree of reliance on a single supply

basin and/or pipeline and the availability of storage. For electric utilities, 'supply

risk also reflects the diversity of supply sources, including owned generation and

purchased power.

Operating Risk

Operating risk encompasses the physical risks . to the revenue generating

capabilities of the utility system arising from technical and operational factors,

including asset concentration, the' technologies employed to deliver service,

service area geography and weather.

Political Risk

Political risk relates to the potential for government to intervene directly in the

utility regulatory process or negatively impact utility operations through policy,

legislation and/or regulations relating to such issues .as tax, energy and

environmental policies, industry structure, safety regulations and Aboriginal

Rights. 47

47 S&P has stated: "Governments change, government policies change, views on ownership change, . economic
circumstances change... Politics by definition is populist, expedient, and capricious, and creditors should not
dismiss the likelihood of change." (Standard & Poor's, Credit FAQ: Implied Government Support as a Rating
Factor forHydro One Inc. and Ontario Power Generation Inc., October 20, 2005) While S&P's statements were
made in a specific context, i.e.; the risk related to future financial support by the province of Ontario of its Crown
utilities, the references to the potential for political change as it relates to utility risk are more broadly applicable.
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1027

1028

	

6..

	

Regulatory Risk

1029

	

Regulatory risk relates to the framework that determines how the fundamental

1030

	

business risks are allocated between ratepayers and shareholders. Regulatory risk

1031

	

can be considered either as a -component of business risk or as a separate risk

1032

	

category. The regulatory framework is dynamic: it is subject to change as a result

1033

	

of shifts in regulatory philosophy, government policies, including energy policy,

1034

	

and underlying fundamental business risk factors, e.g., the competitive

1035

	

environment.

1036

1037 The assessment of business risk is an inherently qualitative exercise, not amenable to

1038 quantification." 8 There is no recognized methodology for isolating individual business risk

1039 factors and quantifying the corresponding required increment of common equity or ROE.

1040 . Different categories of business risk can be identified and ranked in order of importance, but the

1041 order ranking may differ among utilities. It is also possible to assign each risk a number or level

1042 (e.g., "low", "medium", "high") to represent the potential likelihood of the risk being

1043 experienced and a weight to represent the potential severity of the risk should it be experienced.

1044 However, the numbers or levels assigned to convey "how much riskier" would be inherently

1 045 subjective, as would be weights to denote potential severity.

1046

1047 Further, the various categories of business risks are inter-related49 and inter-dependent. A

1048 change in one category or type of business risk can have a subsequent impact on another type or

1049 . category of business risk. To illustrate, high market/demand risk may lead to significant

1050 customer loss, in turn, raising the utility's cost structure, leading to higher competitive risk.

1051 Alternatively, high supply risk may lower customer demand, increasing market/demand risk.

1052

48 The NEB stated, for example, in RH-2-94, page 24, "The Board has systematically assessed the various risk
factors for each of the pipelines but has not found it possible to express, in any quantitative fashion, specific scores
or weights to be given to risk factors. The determination of business risk, in our view, must necessarily involve a
high degree of judgment, and is best expressed qualitatively. " The AUCs' predecessor similarly acknowledged that
the level ofutility business risk is a. subjective concept (EUB, Decision 2004,052, page 35), .
49 The NEB noted in its Reasons for Decision, TransCanada Pipelines Limited, RH-2-2004, Phase II, April 2005,
"The various forms of risk are related, and the boundaries between them are subjective. What one party may
consider a source of market risk may be viewed by another as part of competitive risk."
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1060

1061

'1062

1063

1064

1065

1066

1067

1068

1069

1070

1071

1072.

1073

1074

Finally, the exercise of creating.a risk by risk "scorecard" would not comport with the manner in

which investors evaluate business risk. Investors appraise business risk on an overall aggregate

basis, not by relying on a risk by risk checklist.

While business risk cannot be quantified, a qualitative business risk analysis does allow the

assessment of both the relative total business risk among utilities and the trends in business risk.

However, while necessary, neither a relative business risk assessment nor an assessment of the

trends in a particular utility's business risk, in isolation, is sufficient to determine a reasonable

capital . structure. The business risk assessment must be used in. conjunction with other factors,

both qualitative and quantitative, such as capital structures adopted by peer companies, debt

rating agency guidelines, actual credit metrics, debt ratings and trends. in the credit- environment

in order to judge what constitutes a reasonable capital structure and, ultimately, how the overall

risk of a utility compares to its peers.

Moreover, while trends in business risk are an- important consideration.in. assessing whether there

should be a change in a utility's regulated . capital structure, other trends, including changes in

capital market conditions, credit metrics, and industry practice, are also important considerations.

An increase in common equity ratio may be warranted, even. if there has been no change in

business risk if, for example, investors have become more risk averse and require more

conservative financial parameters for a given level of business risk. An increase in equity ratio

may also be warranted if credit metrics are weakening due to diminished cash flows. so

s° For example, the AUC's 2% across-the-board increase to. the common equity ratios of the Alberta utilities in
Decision 2009-216 (confirmed in Decision 2011-474) was not due to changes in business risk. Rather, the increase
reflected reductions in ROEs and income tax rates' over time that would otherwise lead to a deterioration in credit
metrics as well as the AUC's conclusion that it:

must also consider that the events that drove the original [financial] crisis will be factored into investors'
perceptions. Companies will therefore protect their balance sheets and investors will adjust risk
perceptions whether unexpected events present themselves again or not. In order to protect investors' and
ratepayers ' interests, the Commission must award equity ratios that recognize the need for the ongoing
viabili of the utility even in adverse conditions. AUC, Decision 2009-216, page 90).
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C. BUSINESS RISK RANKING BY UTILITY SECTOR

1.

	

Overview

In its Minimum Filing Requirements ("MFR"), the Commission requested a business risk

ranking and rationale by industry sector, specifying electricity, natural gas and alternative energy

service providers.

It is virtually impossible to rank the three sectors generically, largely because the utilities that

constitute the "electricity sector" in Canada (as well as in the United States) span a wide range of

business risk. In Alberta, for. example, the electricity industry has been restructured, with

separate entities or divisions of entities performing different functions. Only electricity

transmission and distribution remain regulated; generation has been deregulated. Electricity

distributors in Alberta no longer have the obligation to acquire power (either by building

generating capacity or contracting for power) and, although . they retain the default supplier

obligation, they have exited the retail function and have designated other firms as their default

supplier. The electricity industry has also been restructured in Ontario, where each of the

functions (transmission, distribution and generation) is regulated separately, with regulation of

the last limited to specific generating facilities of Ontario Power Generation.. In that jurisdiction,

while electric distribution utilities retain the retail function, they. no longer bear the obligation to

acquire power on behalf of their end use customers; the cost of purchased power is flowed

through to customers. Similarly, in Quebec, the electricity industry has been restructured, with

the transmission and distribution functions separately regulated by the Regie; the generation

function is not regulated by the Regie. In contrast, in the remaining provinces, including British

Columbia, the electric utilities are predominantly vertically integrated, operating all three

functions on a regulated basis.

Given the different electricity industry models in use in' Canada, rankings are provided for

electric transmission, distribution and vertically integrated utilities, as well as for natural gas

distribution and alternative energy service providers. In regard. to the last, the' ranking applies

only to British. Columbia, since alternative energy service providers are not regulated in other
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1106 provinces in Canada. The rankings provided below, from lowest business risk to highest

1107 business risk are intended to be "generic", i.e., based on fundamental characteristics that are

1108 generally common to utilities in each category. They should not be interpreted to mean, for

1109 example, that every utility categorized as an electric distribution utility is of lower business risk

1110 than every gas distribution utility, or that every gas distribution utility is of lower business risk

1111 than every vertically integrated utility. While. it might be fair to conclude that,. as a general

1112 proposition, electric distribution is an "average business risk" sector compared to other sectors,

'1113 without analyzing a particular electric distribution utility's specific circumstances, it would not

1114 be reasonable to conclude that the. specific electric distribution utility is indeed an "average

1115

	

business risk" utility.

1116

1117 The extent to. which the "generic" relative risk sector rankings hold for individual utilities would

1118 be dependent on such factors as:

1119

1120

	

1.

	

Energy policies in the regulatory jurisdiction.

1121

	

2.

	

The regulatory environment generally in the utility's service area.

1122

	

3:

	

The specific elements of the regulatory model to which the utility is subject. '

1123

	

4.

	

The size, economic diversity and growth potential of the service area.

1124

	

5.

	

Customer mix and concentration.

1125

	

6.

	

Competitive environment.

1126

	

7.

	

Geography, which is a factor in the nature and extent of competition, as well as of

1127

	

operating risks.

1128

	

8.

	

In the case of vertically integrated utilities, the diversity of power supply and the

1129

	

specific technologies employed to generate electricity.

1130.
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1131 2.

	

Sector Rankings (Lowest to Highest Business Risk) and Rationale

1132

1133 2.a

	

Electricity Transmission

1134

1135

	

1

	

Electricity. is required by every household and business for some applications.

1136

	

End uses of electricity are more diverse than for natural gas.

1137

	

2.

	

Although there is some bypass risk, electric transmission is the closet to a pure

1138

	

monopoly of the sectors ranked.

1139

	

3.

	

No commodity price-risk.

1140

	

4.

	

Rate structures of electric transmission utilities provide for high degree of

1141

	

assurance of recovery of forecast annual revenue requirements.

1142

	

5.

	

Credit (bad debt) risk is relatively low, as transmission utilities typically recover

1143

	

revenues from highly rated entities (distribution utilities or an independent system

1144

	

operator).

1145

	

6.

	

Relatively low operating risk.

1146

1147 2.b

	

Electricity Distribution

1148

1149

	

1.

	

As with electricity transmission, electricity is required by every household and

1150

	

business for some applications. End uses of electricity are more diverse than for

1151

	

natural gas.

1152

1153

	

2.

	

In some cases (e.g., Alberta and Ontario) there is no obligation to ensure an

1154

	

adequate supply of electricity, and no power purchase agreements. In Alberta, the

1155

	

electricity distributors do not purchase power at all. In Ontario, purchased power

1156

	

is a flow through cost, purchased from the Ontario Electricity System Operator

1157

	

and power costs are not subject to prudence review. Hydro Quebec Distribution

1158

	

is responsible for acquiring a supply portfolio to meet demand which exceeds
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commitments from the fixed price "heritage" supply and faces some risk of higher

than forecast supply costs.

1161

	

3.

	

While not a pure monopoly, as there is some competition with alternative fuels,

1162

	

the distribution system is not likely to be duplicated. Competition with alternative

1163

	

fuels in Ontario and Alberta, as natural gas is the fuel of choice for heating load.

1164

	

More competition with natural gas in BC and Quebec, where . electricity prices are

1165

	

relatively low and electricity is almost exclusively generated from a renewable

1166

	

resource.

1167

	

4.

	

Higher volatility of revenues than electric transmission due to recovery of fixed

1168

	

costs in variable charges.

1169

	

5.

	

Higher exposure to economic downturn than electric transmission.

1170

	

6.

	

Relatively low operating risk.

	

.

1171

	

.

1172 2.c

	

Natural Gas Distribution

1173

1174

	

1.

	

More limited and uses for natural gas than for electricity. .

1175

	

2.

	

Heating load generally a significant portion of throughput, for . which there are

1176

	

substitutes, including solutions that are more technologically and economically

1177

	

feasible than were available historically.

1178

	

3.

	

Throughput is generally more weather sensitive than for electricity distribution

1179

	

-

	

utilities.

	

-

1180

	

4.

	

Industrial processes that use natural gas can frequently switch to other sources of

1181

	

energy.

	

.

1182

	

5.

	

As heating load oriented utilities, more exposure to declining throughput (due to

1183

	

factors such as smaller and more energy efficient homes and more energy

1184

	

efficient equipment) than electricity distributors.

1159

1160
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1185

	

6.

	

With some exceptions (e.g., ATCO Gas), gas distributors retain responsibility for

1186

	

acquiring a gas supply portfolio; gas purchases are subject to prudence review.

1187

	

7.

	

As sellers and transporters of fossil fuel, may have more exposure than electricity

1188

	

distributors, particularly where electricity is produced by "green" energy sources,

1189

	

to impacts of environmental policies and regulations directed at reducing

1190

	

emissions and favoring clean and/or renewable energies as well as of consumer

1191

	

perceptions of natural gas as a fossil. fuel.

1192

	

8.

	

Relatively low operating risk

1193

1194

	

2.d

	

Vertically Integrated Electric Utilities

1195

1.196

	

1.

	

Electricity is required by every household and business for some applications.

1197

	

End uses are more diverse than for natural gas.

1198

	

2.

	

Vertically integrated utilities have the obligation to build, lease or contract for

1199

	

power to serve their customers. The construction of base load generation

1200

	

frequently has long lead times, the potential deferral of the recovery of significant

1201

	

financing costs until the plant goes into service, risk that the market may not have

1202

	

materialized when the plant is complete, and risk that construction costs may be

1203

	

disallowed.

1204

	

3.

	

Purchased power and fuel costs are subject to prudence review.

1205

	

4.

	

If generating plants are not operating, costs of obtaining replacement power may

1206

	

be borne by shareholders.

1207

	

5.

	

Generating plants are more likely to be substituted with, or bypassed by, a lower

1208

	

cost alternative power source or subjected to a competitive market than a

1209

	

distribution system.

	

.

1210

	

6.

	

A "typical" vertically integrated electric utility (i.e., one which generates the

1211

	

preponderance of the power that is sold to its native load) has approximately 45%

1212

	

to 50% of its rate base invested in generation plant, which is inherently more risky
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1213

	

from an operational standpoint than distribution or transmission assets. The

1214

	

extent to which that. is the. case depends on the technologies utilized (e.g., nuclear

1215

	

generation is. more technologically challenging than hydroelectric generation).

1216

	

7.

	

Fossil fuel generating capacity is subject to higher environmental risks than

1217

	

distribution systems.

1218

1219 2.e

	

BC Alternative Energy Service Providers

1220

1221

	

1.

	

Typically start-up ("greenfield") operations without an established customer base.

1222

	

2.

	

May require non-traditional rate structures for the operation to be competitive and

1223

	

provide opportunity to recover invested capital due to "front end loaded" rate

1224

	

base.

1225

	

3.

	

Generally, a small customer base from which invested capital must be recovered.

1226

	

4.

	

Reliance on less established energy technologies to provide service.

1227

	

5

	

Competition to install services with both conventional sources of energy and other

1228

	

- alternative energy providers.

1229

	

6.

	

Small size is a dominant risk characteristic.

1230

1231 D. BUSINESS RISK OF THE BENCHMARK UTILITY FEI

1232

1233 1.

	

Purpose of Business Risk Analysis

1234

1235 In the 2009 ROE Decision, the Commission increased FBI's deemed common equity ratio from

1236 35% to 40%, having found that FEI's business risk had increased since the .2006 ROE
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1237 Decision. sr The section that follows represents my assessment of whether there have been any

1238 changes in FEI's business risk that would, in isolation, warrant a change in the deemed common

1239 equity ratio from the 40% approved in the 2009 ROE Decision. Based on my assessment, the

1240 level of business risk, in the aggregate, to which FEI is exposed is at least as high as when it was

1241

	

last assessed in 2009.

1242

1243 2.

	

Market/Demand and. Competitive Risk

1244

1245 Market/demand and competitive risks are integrally related and thus are assessed together.

1246 Prices of natural gas have declined materially since the 2009 Application, due largely to a

1247 combination of the shale gas boom in North America and relatively weak economic conditions.

1248 Despite natural gas prices that are currently lower than in 2009, the market and competitive

1249 trends identified in the 2009 Application persist.

1250

1251 FEI's core business continues to be the residential and commercial space and water heating

1252 markets. Close to 90% . of FBI's delivery revenue, or gross margin, is derived from the

1253 residential and commercial sectors, of which over 80% is from space and water heating

1254 applications. In the residential sector, which alone accounts for over 60% of the gross margin,

1255 new customer additions have declined significantly since their 2007 peak, and are expected to

1256 remain modest, consistent with minimal growth in housing starts over the longer term.

1257

1258 The new housing construction market continues to shift toward multi-unit dwellings; in 2011,

1259 close to two-thirds of all housing starts in British Columbia were multi-unit dwellings. The

1260 persistent trend in new housing construction toward multi-family units reflects affordability and

1261

	

space availability.

1262

1263 FBI's capture rate in new multiunit dwellings has been, and continues, to be. materially lower

1264 than in single family housing (approximately 30% versus 70%). The lower capture rates in

51 The Commission also increased the benchmark utility ROE (applicable to FEI as the designated benchmark
utility) relative to the level that would have been produced by the automatic adjustment mechanism terminated in the
2009 ROE Decision. A thorough review of the 2009 ROE Decision indicates that the increase in the benchmark
utility ROE was not related to the increase in FEI's business risk, but rather to the Commission's conclusion that the
automatic adjustment formula was not producing a fair ROE.

	

.
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1265

1266

1267

1268

1269

1270.

1271

1272

1273

1274

1275

1276

1277

1278

1279

1280

128.1

1282

1283

1284.

1285

1286

1287
1288

multi-unit dwellings largely reflect the fact that the energy choice is made by builders and

developers, rather than the. end user. Builders and developers focus more on the upfront capital

costs of equipment installation and space. considerations than on operating costs, or what it costs

the end user at the burner tip. Builder and developer objectives continue to favour the

installation of electric equipment over natural gas equipment.

FEI's per customer usage rates in the residential: sector continue to fall. The persistence of

declining usage rates is explained primarily by: (1) smaller and more energy efficient new single

family homes; (2) more energy efficient replacement equipment in existing single family homes;

and (3) the shift in the housing stock to multi-unit dwellings. FEI's estimates show that the

usage rates of new residential customers is almost 50% lower than the usage rates of existing

customers.

A comparison of the four provinces with large natural gas utilities shows that, in BC, natural gas

has a materially smaller share of the residential market than in either Alberta or Ontario.

Although BC is the second largest natural gas producing province in the country, natural gas has

just under a 50% share of the residential market, compared to over 60% in Ontario, which

produces relatively little natural gas. The market share of natural gas in the residential sector in

Alberta, the largest natural gas producing province, . is over 80%. While, in BC, electricity

accounts for close to 45% of. the residential market, in Alberta. and Ontario, electricity has

significantly smaller market shares.

Table 4

Residential Market Share
Natural Gas and Electricity

(2009)

	

.
British Columbia

	

Alberta

	

Ontario

	

Quebec
Natural

	

Natural

	

Natural

	

Natural
Gas

	

Electric

	

Gas Electric Gas Electric Gds Electric
49.5%

	

43.4%

	

82.1% 16.9% 62.4%. 29.2%

	

8.2%

	

68.5%

Source: Natural Resources Canada, Comprehensive Energy Data Base
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Over time, in BC, the market share of natural gas in the residential sector has been on a gradual

downward trend, while the market share of electricity has been rising, as shown in Chart 5

Chart 5

1289

1290

1291

	

below..

1292

1293

1294
1295

BC Residential Market Share
1994-2009

35:0%

ti^^^
°̂°ti ry ry

	

,e

	 Natural Gas

	

Electricity

Source: Natural Resources Canada, Comprehensive Energy Data Base

1296 The relatively high market share of electricity in BC stems from the province's abundant

1297 hydroelectric resources, which has resulted in a relatively. low. cost source of electric generation,

1298 similar to Quebec. For perspective, hydroelectric generation accounts for over 90% of the total

1299 electricity produced in both BC and Quebec, compared to less than 5% in Alberta and

1300 approximately 20% in Ontario. Low embedded costs of heritage hydroelectric generation have

1301 resulted in low electricity prices in BC, and have helped foster a marketplace in 'which natural

1302 gas faces strong competition from electricity for its core business. Despite both lower

1303 commodity costs since 2009 and increased electricity rates in BC, the percentage differential

1304 between the operating costs of natural gas and electricity fora typical residential customer

1305 remains materially lower in BC than it is in either Alberta or Ontario: The much higher spread

1306 between electricity and natural gas prices in Alberta and Ontario is due to the two provinces'

1307 reliance on higher cost sources of generation and the determination of the price of power by

1308 market forces rather than embedded utility costs.

1309
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Operating cost differentials, which reflect commodity or power costs plus delivery costs, do not

take account of the upfront. capital costs of installation. Higher upfront installation costs of

natural gas equipment than electric equipment significantly narrows the gap between electricity

and natural gas prices in BC.

The competitive pressures on natural gas in BC that stem from the abundance of low cost

hydroelectric resources and the evolving housing composition are amplified by energy policies.

Designed to fight climate change, provincial energy policies and associated regulations promote

reduced and more efficient energy use, discourage the . . use of fossil, fuels, and promote the

development and use of clean energy technologies and renewable resources. By the time of the

2009 Application, the province had introduced its 2007 Energy Plan and related legislation that

committed to greenhouse gas ("GHG") emission reduction targets and imposed the carbon tax on

fossil fuels, including natural gas. The policies and legislation have both direct and indirect

impacts on the use of natural gas. The carbon tax directly raises the commodity price of natural

gas. The carbon tax on natural gas was $0.50/GJ in 2008, and reached $1.50/GJ in 2012, where

it will remain, pending the government's comprehensive review of the tax.

The less direct impact relates . to altered customer perceptions of various forms of energy.

Consumers are more likely to have a negative perception of natural gas, a fossil fuel, and' a

positive opinion of electricity produced by renewable hydroelectric resources.

Since the 2009 Application, there have been several energy policy related developments, the

Clean Energy Act (2010),- the Greenhouse Gas Reduction Clean Energy Regulation (2012), and

the province's Natural Gas Strategy (2012): Among other things, the Clean Energy Act supports

maintaining low electricity rates in the province, reduction of energy demand, development of

innovative technologies that support energy conservation and efficiency and the use of clean or

renewable resources. Ml of the provisions of the Clean Energy Act reinforce the competitive

challenges to natural gas in FEI's core space and water heating markets. The subsequent

Greenhouse Gas Reduction Clean Energy Regulation allows utilities to provide incentives to the

transportation sector to adopt natural gas as an alternative to gasoline and diesel fuel, but does

not encourage natural gas use in FBI's principal markets. While the regulation offers some
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1341 upside demand potential, the transportation sector's contribution to FEI's delivery revenues over

1342 the next five years, based on the incentives available, is expected to be small. The Natural Gas

1343 Strategy released earlier this year recognizes the importance of natural gas to the BC economy,

1344 reinforces support for the use of natural gas in the transportation sector and espouses

1345 development of BC's natural gas reserves for export as LNG. The Natural Gas Strategy's

1346 support for natural gas, which the document refers to as a "transition fuel", does not extend to the

1347 use of natural gas in FBI's principal markets, space and hot water heating.

1348

1349 The adoption of renewable forms of energy in combination with new technologies for delivering

1350 the energy has continued to progress, not only on an individual customer basis, but also on a

1351 community basis. The increased community focus on reducing GHG emissions and energy

1352 efficiency is supporting a wider scale adoption of forms of energy and technologies that displace

1353

	

natural gas.

1354

1355 Notwithstanding the reduction in natural gas prices since. 2009, the trends that have been creating

1356 downward pressure on FEI's throughput (which ultimately determines its ability to recover the

1357 invested capital) have continued. On balance, the market/demand and competitive risks to which

1358 FEI is exposed are no lower than they were in 2009..

1359

1360 3.

	

Supply Risk

1361

1362 As noted above, supply risk entails both the physical availability of the commodity and the

1363 exposure of the utility to supply interruption. For a gas utility, the latter comprises the diversity

1364 of the infrastructure required to deliver the natural gas commodity to the load centres when it is

1365

	

required.

1366

1367 With respect to the former, the risk of insufficient physical natural gas supply has historically

1368 been. low. The discovery of large shale gas reserves in northeastern BC is clearly a positive

1369 development. However, how much of that gas will flow to FEI's service area remains uncertain.

1370 Pipeline capacity from northeastern BC into Alberta, where the potential exists for.. significant

1371 natural gas demand, e.g., for the oil sands industry, has already been expanded. The
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development of offshore markets for LNG has the potential to move northeastern BC natural gas

west for export rather than to FEI markets. With respect to infrastructure; there have been no

material changes in the infrastructure available to ensure reliability of supply delivery apart from

the Mt. Hayes peaking facility. FEI continues to depend heavily on a single pipeline, Westcoast,

and has limited, access to area storage facilities. Overall, FEI's gas supply risk, which was

already relatively low, is somewhat lower than in 2009.

	

4.

	

Operating Risk

FEI's operating risks relate to factors that can cause outages or leaks on the distribution system,

including third-party damages, both accidental and intentional, equipment failure, pipeline

corrosion, severe weather and natural disasters, which could result in material service disruptions

or environmental liability. In contrast to utilities that operate systems in more benign geographic

regions, FEI operates facilities in remote and rugged terrain, which are subject to damage from a

variety of natural events (e.g., avalanches, landslides, forest fires). Although the utility carries

insurance, there is no guarantee that all costs that might be incurred will be recoverable. -Similar

to other long-operating utilities, FBI's infrastructure is aging, which entails ongoing replacement

to ensure maintenance of safety and reliability. FEI's capital replacement program depends on

external resources, both skilled labour and materials, which are likely to be in demand by other

utilities with similarly aging assets, creating potential cost pressures and forecasting risk. The

operating risks that FEI faces have not changed materially since 2009.

	

5.

	

Political Risk

Most of the key elements of political risk to which FEI is exposed have been outlined above in

the context of market/demand and competitive risk. They comprise the energy and energy-

related policies, legislations, regulations and decisions at' both the provincial and local

government levels that support reduction in natural gas usage, either by encouraging an overall

reduction in energy usage or by supporting the displacement of natural gas by alternative forms

of energy.
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1403

1404

1405

1406

1407

1408

1409

1410

1411

1412

1413

1414

1415

1416

1417

1418

1419

1420

1421

1422

1423

1424

1425

1426

1427

1428

1429

1430

1431

1432

FEI also is subject to risk arising from First Nations rights. As at the time of the 2009

Application, uncertainty regarding the extent of aboriginal rights and title in BC continues.

There is still an absence of treaties with most of the large number of recognized First Nations

groups in BC. The obligation to consult with, and if necessary, accommodate First Nations'

interests ultimately lies with the Crown, not with the utility. The issues related to First Nations

rights and claims expose FEI to operational and regulatory uncertainty and as well as the risk of

litigation.

Government has played, and continues to play, a significant role in triggering and reinforcing the

trends that are putting downward pressure on FEI's throughput. The level of political risk faced

by FEI is no less than that faced in 2009.

6..

	

Regulatory Risk

FEI's regulatory model is based on a forward test year and comprises a number of deferral

accounts that mitigate FBI's short-term forecast risk. The principal deferral accounts are related

to the recovery of gas supply costs (Commodity and Midstream Cost Reconciliation Accounts)

and of the variances between forecast and actual residential and commercial usage (Revenue

Stabilization Adjustment Mechanism). Neither the basic regulatory framework nor the extent to

which FEI's forecast risk is mitigated through deferral mechanisms has changed materially since

2009.

The principal change that has occurred since the 2009 Application relates to increased regulatory

lag and uncertainty that stem. largely from the changing energy environment, particularly for

natural gas. More FEI activities, focused on new initiatives, are subject to regulatory oversight,

entailing more frequent, protracted, .and contentious proceedings... With the requirement that the

Commission consider applications in the context of the province's energy policies, in particular

the 2010 Clean Energy Act, the regulatory environment has. become more complex and less

predictable.
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On balance, the regulatory risk to which FEI is exposed is no lower, and in some ways is higher,

than in 2009.

7.

	

Business Risk of FEI Relative to 2009

Despite the shale gas boom and lower commodity prices of natural gas, the principal trends in

FEI's business risk that were identified in the 2009 Application have persisted. The level of

business risk, in the aggregate, to which FEI is exposed is at least as . high as when it was last

assessed in 2009. Consequently, in the context of the trend in business risk, FEI's deemed 40%

common equity ratio.remains at the lower end of a reasonable range.

E. BOND RATINGS AND CREDIT METRICS

Bond ratings or credit ratings are the credit rating agencies' opinion of the credit quality of

individual debt obligations or of a debt issuer's general creditworthiness. Credit quality refers to

the ability. of the issuer to pay the interest and repay the principal on the loan when they are due.

Bond-ratings are an important determinant of the relative price (credit spread) an issuer will have

to pay to obtain new debt.

Bond ratings are partly a function of credit metrics or credit ratios. Credit metrics are objective

measurements of a firm's cash flows, earnings, debt leverage and interest coverage used to assess

financial strength and credit risk.

For regulated utilities, the debt ratio (and its converse, the equity ratio) is, on its own, a key

credit metric, and is a contributing factor to the magnitude `of other critical credit ratios, as well

as to the bond rating itself. An examination' of debt ratings and credit metrics provides valuable

insight into a utility's financial strength relative to its peers and into trends 'over ,time, and thus

into the reasonableness of its capital structure.

Rage 156
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1462 FEI's debt is rated by DBRS and Moody's. 52 FEI's DBRS rating is A with a Stable trend; its

1463 Moody's debt rating is A3 for senior unsecured debentures with a Stable Outlook. " Since bond

1464 investors are more likely to focus on the lowest rating, it is appropriate to focus on the Moody's

1465 rating, which is only one notch from the Baa rating category (equivalent to the BBB category on

1466 the DBRS/S&P rating scales). 54

1467

1468 In August 2009, Moody's adopted a new framework for rating electric and gas utilities world-

1469 wide. 55 The new ratings framework gives 50% weight to two factors that reflect regulatory risk,

1470 regulatory framework (25% weight) and ability to recover costs and cam returns (25% weight).

1471 The methodology also considers diversification (10% weight)56 and financial strength and

1472 liquidity (40% weight). The financial strength and liquidity factors are divided into sub-

1473 categories with individual weights assigned to the sub-categories. The sub-categories and

1474 weights are: Liquidity (10%),57 Cash from Operations (CFO) plus Interest/Interest, or CFO

1475 Interest Coverage (7.5%), CFO to Debt (7.5%), CFO less Dividends to Debt (7.5%) and Debt to

1476 Total Capital (7.5%).

sz FEI's unsolicited S&P ratings were last confirmed in September 2010 and then withdrawn by S&P due to lack of
market interest.
s3 FEI's senior secured rating, which applies only to $275 million of Purchase Money Mortgages that were issued
over 20 years ago, is Al. The senior secured rating was raised from A2 in August 2009 as part of an industry-wide
change, under which the debt rating agency widened the notching between the secured and unsecured debt ratings of
investment-grade utilities to two notches. The change affected $90 billion of North American debt securities. For
most utilities with senior secured securities, including FEI, the upgrades were a single notch,
54 The Moody's Rating scale is as follows:

Rating Rating Definition
Aaa Highest quality with minimal credit risk
Aa High quality. with very low credit risk
A Upper medium credit with low credit risk
Baa Medium grade with moderate credit risk; may possess certain speculative elements
Ba Have speculative elements and are subject to substantial credit risk
B Speculative and subject to high credit risk
Caa Ofpoor standing and subject.to.veryhigh credit risk .

To ratings within each major category, a modifier of 1 to 3. is appended, with 1 meaning that the: obligation ranks in
the upper end of its generic rating category and 3 means, that the obligation ranks at the Rawer end' of its generic
rating category. Ratings of Baa3 or higher are considered investment grade.
55 Moody's Global Infrastructure Finance, Rating Methodology: Regulated Electric and Gas Utilities, August 2009.56 For gas distribution utilities, diversification refers to market position, which reflects the diversity of markets
among economic regions and regulatory regimes, the make-up of the customer base (e.g., dependence on industrial
load) and growth potential. For electric utilities, the 10% weight attributed to. diversification is split between market

p
osition (5%) and generation and fuel diversity (5%).

7 Liquidity encompasses a company's ability to generate cash from internal sources, as well as the availability of
external sources of financings to supplement these internal sources.
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1477

1478 For the four credit metrics listed above, Moody's indicative ranges for A, Baa and. Ba ratings

1479 based on those factors are set out in the table below:

1480

1481

	

Table 5

Metric A Baa Ba
CFO Interest Coverage 4.5-6:OX 2.7-43X 1.5-2.7X
CFO/Debt 22-30% 13-22% 5-13%
CFO less Dividends to Debt 17-25% 9-17%. 0^9%
Debt/Total Capital . 35-45% 45-55% , 55-65%

Each utility is assigned a rating in each of the eight categories based on the criteria applicable to

the factor, using the same letter grade scale that is used to assign debt ratings. The actual rating

assigned to the utility is based on the weighted average of the ratings assigned to each of the

factors. Moody's first applied its new framework to FEI in its May 2010 Credit Opinion. The

most recent Credit Opinion for FEI was issued in July 2011.

1489 In the July 2011 Credit Opinion, Moody's assigned the following ratings to each of the eight key

1490 factors:

1491

1492

	

Table 6

Factor Weighting Rating
Regulatory Framework 25% . AA
Ability to Recover Costs and Earn Returns 25% A .
Diversification/Market Position 10% A
Liquidity 10% A
CFO Interest Coverage 7.5% Bat
CFO to Debt 7.5% Ba2
CFO-Dividends to Debt 7.5% Ba2
Debt/Capital 7.5%. - 	 Ba3-- -
Indicated Rating from Methodology Grid A3
Actual Rating A3

Source: Moody's, Credit Opinion: FortisBC Energy Inc., July 21, 2011.
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1496 Table 6 shows the FEI's ratings in four of the five Financial Strength categories are non-

1497 investment grade, i.e., lower than Baa3: On a weighted average basis, including liquidity, FEI is

1498 rated between Baal and Baa3 (low investment grade). Excluding liquidity, that is, based on the

1499 four quantitative credit metrics only, FEI's financial strength rating is Bat (or mid BB on the

1500. DBRS/S&P rating scales), i.e., non-investment grade.

1501

1502 Under Moody's "old" rating methodology, which also included a number of financial strength

1503 metrics, FEI was Baa-rated on Financial Strength and Flexibility. 58 Despite the increase in

1504 allowed ROE and common equity ratio in the 2009 ROE Decision, FEI's financial strength rating

1505 has not been raised. As Moody's noted in the July 2011 Credit Opinion for FBI: S"

1506

1507

	

FEI's financial metrics are materially weaker than those of its A3 rated global gas utility
1508

	

peers such as Piedmont Natural Gas Company, Inc., Northwest Natural Gas Company,
1509

	

UGI Utilities and its sister company, FEW. We recognize that FEI's weaker financial
1510

	

metrics are largely a function of the deemed equity and allowed ROE approved by the
1511

	

BCUC. In general, Canadian deemed equity ratios and allowed ROES are low relative to _
1512

	

those of other jurisdictions.
1513

1514 and

1515

	

Notwithstanding FEI's low risk business profile, its financial profile is considered weak at
1516

	

the A3, senior unsecured rating level. Accordingly, a sustained weakening of FEI's Cash
1517

	

Flow Interest Coverage below 2.3x and CFO pre-WC / Debt below 8% combined with a
1518

	

less supportive and predictable regulatory framework would likely result in a downgrade
1519

	

of FEI's rating. This could occur if gas were to lose its competitive advantage over
1520

	

electricity in British Columbia due (sic) Provincial policies favouring non-carbon
1521

	

emitting energy sources or other factors.
1522

1523

ss Moody's, Rating Methodology: North American Regulated Gas Distribution Industry (Local Distribution
Companies), October 2006 and Credit Opinion: Terasen Gas Inc., May 27, 2008.
59 Moody's, Credit Opinion: FortisBCEnergy Inc., July 21, 2011.
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1524 Although the new Moody's rating methodology released in August 2009 gives weight to a

1525 different set of credit. metrics than the 2006 methodology, 60 there are two metrics common to

1526 both, debt/capital and CFO-Dividends to Debt.° As the table below shows, Moody's has

1527 strengthened its guidelines for the debt ratio across all rating categories and for the CFO-

1528 Dividends to Debt ratio in the higher rating categories (A and above).

1529

1530

	

Table 7 .

Rating Category

A

	

Baa

	

Ba
Metric ,	 200 . . 200

	

2006

	

2009,	2006

	

29M

	

2006

	

2009
Debt/ Capitalization

	

3040% 25-35% 40-50% 35 .45% 50.65% 45-55% 65-85% 55-65%

CFO - Dividends/ Debt	 21-26%	 25-35% . 15-21%	 17-25%	 10-15%	 9-17%	 5-10%	 0-9%

Under the 2006 methodology, the 60% debt ratio adopted in the 2009 ROE Decision placed FEI

in the investment grade category (Baa). Under the new methodology, FEI's deemed 60% debt

ratio is in the Ba rating category. Moody's most recently reported CFO-Dividends to Debt Ratio

(5.9% for 2010) for FEI is within the non-investment grade Ba rating category under both the

2006 and 2009 guidelines: 62

A comparison of FEI's credit metrics to other relatively pure-play investor-owned Canadian gas

and electric utilities with rated debt shows that, although FEI's credit metrics have generally

strengthened since the 2009 ROE Decision, its credit metrics remain well below the median of

other relatively pure-play investor-owned Canadian utilities with rated debt. 63

60 The new methodology focuses on cash flow rather than earnings bated ratios to reduce the impact from amt-cask
items such as pension expense.
" Referred to as Retained Cash Flow to Debt in the 2006 methodology.
62 Based on reported financial data from FEI's 2011 Consolidated Financial Statements, I calculated the 2011 ratio at
6.6%, or still within the Ba rating category.

Includes all investor-owned Canadian gas and electric utilities currently rated by DBRS,
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1543

	

Table 8

1544
1545
1546
1547
1548
1549
1550
1551
1552
1553

	

Source: Schedule 7, page 2 of 2.
1554
1555 FEI's credit metrics (as well as those of other Canadian utilities) continue to compare

1556 unfavourably to its U.S. peers, with which it competes for capital, as summarized in the table

1557 below.

1558

EBIT Coverage: Earnings before Interest and Taxes divided by Interest
EBITDA.. Coverage: Earnings before Interest, Taxes, Depreciation
Amortization divided by Interest -
Cash Flow to Total Debt: Net Income plus Depreciation, Amortization and
Deferred Taxes divided by Total Debt

Notes:

EBIT Coverage (X)
2007 .2008 2009 2010 2011

FEU ` 2.0 1.9 2.0 2.2 2.2
Canadian Utilities
(Median) 2.2

	

2.4 2.4

	

2.4

	

2.4
EBITDA Coverage (X)

2007 2008 2009 2010 2011
FEI 2.7 2.6 2.7 3.0 3.0
Canadian Utilities
(Median) 3.9

	

3.8

	

3.8 .3.8

	

4.0
Cash Flow to Total Debt (Vol

2007 2008 2009-2010 2011
FEI 8.9 10.1 10.3 10.9 11.8
Canadian Utilities
(Median)	 16.8	 16.2	 15.0	 17.4	 16.5

and '

Table 9

Equity

	

EBIT

	

EBITDA

	

Interest
Ratio"

	

Coverage21	Coverage'	Coverage"

FFO'
Cash

Flow/Debt2'
FEI 40.3%

	

2.2X

	

3.OX 2.7X

	

11,8%
Medians:
Canadian Utilities 4r 40.5%

	

2.4X

	

4.OX 3.4X

	

1.6.5%
U.S. A-Rated Gas LDCs 49.2%

	

4.4X

	

5.3X 5.7X

	

25.9%
U.S. Proxy Utility Sample 48.7%

	

3.6X

	

5.OX 5.3X

	

23.4%

1/ 2011
'2011 and 2010 respectively for Canadian and U.S. companies.
31 2010
'Canadian Utilities are investor-owned utilities with debt currently rated by DBRS.

1559

	

Source: Schedules 5 (page 1 of 2), 6, 7, 8 and 9.

1560
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1561

1562

1563

1564

1565

1566

1567

1568

1569

1570

1571

1572
1573
1574

1575

1576

1577

1578

1579

1580

1581

1582

1583

1584

1585

1586

1587

1588

FEI's allowed return (combination of capital structure and ROE) should provide the opportunity

to achieve a degree of financial strength that is comparable to that of its North American peers.

As with Canadian utilities, the actual credit . metrics of U.S. utilities reflect the returns

(combination of capital structure and ROE) that are awarded by regulators. From January 2010-

June. 2012, the median common equity ratio adopted by U.S. regulators for gas distribution

utilities was 50%, with a corresponding average awarded ROE of 10.05%. For those U.S. gas

distribution utilities with weather normalization clauses, decoupling or analogous mechanisms

(flat monthly fee rate design), the median allowed common equity ratio. was approximately 50%

with a corresponding average awarded ROE of 10%.

F. CHANGES IN ALLOWED- CAPITAL STRUCTURE RATIOS FOR CANADIAN
UTILITIES

As discussed above, the overall return, which includes both capital structure and ROE, needs to

meet the three requirements of the fair return standard. In the 2009 Application, the

reasonableness of FEI's proposed 40% equity ratio was evaluated partly by reference to trends in

the capital structures of its peers. Changes in the capital structure ratios of FEI's peers since the

2009 Application are also a relevant consideration to the assessment of a reasonable capital

structure for FEI in this proceeding.

Since the end of the oral portion of the 2009 Application, there have been a number of increases

in the deemed common equity ratios adopted for other ex-BC Canadian utilities with which FBI

competes for capital. 64 The deemed common equity ratios of all but one of the Alberta utilities

have increased. 65 As noted earlier, in its Decision 2009-216, the AUC implemented a base two

percentage point across-the-board increase in common equity ratios, with some company-

specific adjustments to the base increase. The increases that were approved in that decision were

confirmed in Decision 2011-474. The base increase in 2009 reflected the following four

6a Both Enbridge Gas and Union Gas have applied for increases to their deemed common equity ratios, from the
36% that was in place prior to the commencement of their five-year incentive regulation plans (due to expire at the
end of 2012) to 40% for Union and 42% for Enbridge, compared to the 40% equity ratio that the OEB has adopted
for the Ontario electricity distributors. The two proceedings are on-going.
65 For ATCO Pipelines in Decision 2011-474, due to the AUC's conclusion that, due to its integration with NGTL,
its business risk had declined significantly.
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1589

1590

1591

1592

1593

1594

1595

1596

1597

1598

1599

1600

1601

1602

1603

1604

1605

.1606

1607

1608

1609

1610

1611

1612

1613

1614

1615

considerations: (1) the credit crisis warranted an increase in the equity ratios for all utilities to

reflect increased risk and the re-pricing of risk; (2) lower ROEs and tax rates required an increase

to maintain credit metrics at the same level as in 2004 (the previous generic cost of capital

proceeding); (3) the analysis of equity ratios and credit ratings of relatively pure-play Canadian

utilities did not indicate any equity ratio increase was required; and (4) the business risk analysis

did not indicate major changes in the: relative risks of the various utility segments; any increase

in equity ratios should be relatively uniform across the utility sectors and individual utilities

unless utility-specific factors require otherwise.

In addition, since the end of the oral portion of the 2009 Application, the allowed common equity

ratios for a number of the NEB regulated pipelines have increased. Foothills, NGTL, and

Westcoast have since negotiated common equity ratios of 40%, or four (Foothills and Westcoast)

to five (NGTL) percentage points higher than at the time of the 2009 cost of capital proceeding

in BC. 66

In isolation, the trend in the allowed equity ratios of FEI's Canadian peers since the end of the

oral portion of the 2009 Application supports, at a minimum, maintaining the 40% common

equity ratio adopted for FEI in the 2009 ROE Decision.

G. REASONABLENESS OF PROPOSED CAPITAL STRUCTURE

The FBCU are proposing that the equity ratio for FEI, the proposed benchmark BC utility, be

established at a minimum of 40%. I agree with this assessment. In my testimony filed with the

Commission in the 2009 Application, I concluded that the 40% equity ratio proposed by FEI was

within a reasonable range, albeit at the lower end. I continue to hold that opinion, for the

following reasons:

s$ National Energy Board, Order TG-03-2010, rate 2010, (Foothills Pipe Line Ltd., for 2010-2012); Order TG-05-
2010, September 2010, (Nova Gas Transmission Ltd., for 2010-2012); Order TG-01-2011, January 2011,
(Westcoast Energy Inc., for 2011-2013).
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1616

1617

	

1.

1618

1619

1620

	

2.

1621

1622

1623

1624

1625

	

3.

1626

1627

1628

1629

1630

1631

	

4.

1632

1633

1634

1635

1636

	

5.

1637

1638

1639

1640

1641

1642

1643

	

6.

1644

1645

1646

The level of business risk to which FEI is exposed is at least as high as when it

was last assessed in 2009.

FEI's credit metrics remain weak for its Moody 's credit rating, which is at the

lower end of the A range, despite the increase in common equity ratio and ROE in

2009. Its quantitative financial strength metrics ratings are all below investment

grade guidelines.

Moody's debt ratio guidelines have become more stringent since the 2009

Application. Whereas under Moody's old ratings methodology, the 60% debt

ratio (40% equity ratio) adopted for FEI in the .2009 ROE Decision fell into. an

investment grade rating category (Baa), it now falls into a non_ investment grade

category (Ba).

While FEI's current 40% deemed common equity ratio is comparable to the

median (40.5%) actual common equity ratio maintained by other Canadian pure-

play investor-owned gas and electric utilities, its credit metrics compare

unfavourably to those utilities at the current capital structure and ROE.

Since the 2009 Application, common equity ratios for a number of Canadian

utilities, with which FEI was compared, have been increased. The increases in the

case of the Alberta utilities. were not for business risk reasons, but rather for credit

metrics and capital market risk reasons. The credit metrics and capital market

rationale relied upon by the AUC for its base increase in equity ratios would have

similarly applied to FEI.

Capital investment requirements for infrastructure in North America and globally

have grown to unprecedented levels, which point to significant competition for

capital going forward. FEI, as well as other Be utilities; should be positioned so

that it can compete successfully, that is, continue to obtain capital as required on
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1647

	

reasonable terms and conditions. At a 40% common equity ratio (and the

1648

	

currently allowed ROE of 9.5%), FEI's equity ratio and credit metrics are much

1649

	

weaker than those of its U.S. utility peers.

1650

1651 The recommended ROE. developed in Section VIII is premised on FEI pre-amalgamation, as the

1652 benchmark BCutility, maintaining.a deemed common equity ratio of 40.0%.

1653

1654 VIII. FAIR ROE FOR FEI AS BENCHMARK BC UTILITY

1655

1656 A. IMPORTANCE OF MULTIPLE TESTS

1657

1658 The key to determining the fair return on equity (i.e., ensuring that all three requirements of the

1659 fair return standard are met) is reliance on multiple tests. There are three different types of tests

1660 that have traditionally been used to estimate the fair return on equity:

1661

1662

	

1.

	

Equity Risk Premium (including, but not limited to, the Capital Asset Pricing

1663

	

Model),

I664

	

2.

	

Discounted Cash Flow, and

	

3.

	

Comparable Earnings.

Equity risk premium tests are market-based tests premised on the basic concept of finance that

the higher the risk to which an investor is exposed, the higher is the return that.. the investor_

requires. Equity risk premium tests entail estimation of the additional premium or incremental

return that an equity investor requires relative to a less risky security, e.g.,. government. bonds or

corporate bonds.

Discounted cash flow models are based on the proposition that the marketprice of a security or

value of an investment is equal to the present value of all the future expected cash flows from the

security or investment, discounted at a rate that reflects the riskiness of the . cash .flows. If the

Foster Associates, Inc.
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1676

1677

1678

1679

1680

1681

1682

1683

1684

1685

1686

1687

1688

1689

1690

1691

1692

1693

1694

1695

1696

1697

1698

1699

1700

price of an equity share is known, and the expected cash flows can be estimated, the investor's

expected rate of return can also be estimated. .

The comparable earnings test is based on the proposition that capital should not be committed to

a venture unless . it can earn a return commensurate with that available prospectively in

alternative ventures of comparable risk. The comparable earnings ' test estimates a fair . return on .

equity by reference to returns achievable on the book value of companies subject to a similar

level of investment risk to the regulated utility.

Each of the tests is based on different premises and brings' a different perspective to the fair

return on equity. None of the individual tests is, on its own, a sufficient means of ensuring that

all three requirements of the fair return standard are met; each of the tests has its own strengths

and weaknesses. Individually, each of the tests can be characterized as a relatively inexact

instrument; . no single test can pinpoint the fair return. 67 Changes to the inputs to individual tests

may have different implications depending on the prevailing economic and capital market

conditions. 68 These considerations emphasize the importance of reliance on multiple tests.

Each test has its own set of pros and cons. The discounted cash flow test directly measures

expected utility returns by using utility-specific data only: 'prices,. dividends and estimates of

expected growth in the cash flows to investors. It is subject to an Ongoing 'debate around the

accuracy of investment analysts' forecasts as the measure of investor expectations of growth.

The comparable earnings test explicitly recognizes that the objective of regulation is to emulate

competition and measures returns on the same original cost basis on which utilities are regulated.

It is subject to concerns around selection criteria and whether the results are representative of

economic returns. The theoretical Capital Asset Pricing Model, an equity risk premium test

67 For example, Bonbright states, "No single or group test or technique is conclusive. Therefore, it. is generally
accepted that commissions may apply their own judgment in arriving at their decisions." '(Janes C. Bonbright,
Albert L. Danielsen, David R. Kamerschen, Principles of Public Utility Rates, 2"d Ed:, Arlington, VA.: Public
Utility Reports, Inc., March 1988, page 317).
6s For example, see Federal Communications Commission, Report and Order 42+43, .CC Docket .No: 92-133 (1995).

Equity prices are established in highly volatile and uncertain capital markets... Different forecasting
methodologies compete with each other for eminence, only to be superseded- by other methodologies as
conditions change... In these circumstances, we should not restrict ourselves to one methodology, or even a
series of methodologies, that would be applied mechanically. Instead, we conclude that we should adopt a
more accommodating and flexible position.
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1701 framed in an elegant, simple construct, has an intuitive appeal. With only three components, it

1702 appears, on the surface, easy to apply. Nevertheless, it has its own set of challenges, which are

1703 summarized below.

1704

1705 The focus on the challenges of the theoretical CAPM is not to suggest that other tests are

1706 necessarily superior, but because a number of Canadian regulators have, in recent years, tended

1707 to favour CAPM in their estimation of the allowed ROES, albeit, in some circumstances, with

1708 recognition of its shortcomings and adjustments to the model that may be required. The

1709 challenges in the application of the CAPM include:

1710

1711

	

1.

	

The CAPM attempts to measure, within the . context of a diversified portfolio,

1712

	

what return an equity investor should: require, in contrast to the return that the

1713

	

. investor does require or what returns are actually available to investments' of

1714

	

comparable risk.

1715

1716

	

2.

	

. The size of the market risk premium cannot be directly observed and.is, subject to

1717

	

a wide divergence of opinion. While historic risk premiums may provide a

1718

	

perspective on the size of the expected forward-looking market risk premium,

1719

	

historic results are sensitive to the country from which the data are drawn and the

1720

	

time period over which they are measured.

	

.

1721

1722

	

3.

	

The market risk premium is not a fixed quantity; it changes with investor

1723

	

experience and expectations. It would be higher, for example, when investors

1724

	

. perceive that the risk of the equity market has increased relative to that of the

1725

	

government bond market and vice. versa. However, the model does not readily

1726

	

allow estimation of changes in the size of the market risk premium as economic or

1727

	

capital market conditions (e.g., interest rates) change The typical application of

1728

	

the CAPM relies heavily on long-term average achieved equity risk premiums in

1729

	

. conjunction with a current or forecast risk-free .rate.69 In other words, the typical

69 Theoretically, an underlying premise of the CAPM is that the risk-free rate is uncorrelated with the return on the
market. In other words, the assumption is that there is no relationship between the risk-free rate and the equity
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application of the model captures changes in interest rates, by using a current or

forecast interest rate as the risk free rate, but the model itself does not provide any

insight into how the equity market risk premium changes when interest rates

change.

The need to capture and measure changes in the size of the market risk premium

due to changes in the required equity market return and the relative risk of the . so-

called risk-free security introduces a further complication in the application of the

CAPM. This obstacle is particularly problematic with current and forecast long-

term Canada bond yields at historically low levels.

The achieved equity market risk premium in Canada has been significantly

influenced by historic long-term Government of Canada bond yields and returns.

The improvement in Canada's fiscal performance over the past fifteen years

contributed to a steady decline in long-term Government of Canada bond yields.

This secular decline, combined with recent global factors that have led to further

downward movement, has resulted in a wide gap between the historical average

yields which underpin the calculation of achieved market risk premiums and the

prevailing and forecast yields. Since the long-term historic average long-term

Government of Canada bond yield exceeds the forecast yield by a wide margin,

the long-term average achieved market risk premium is unlikely to be an accurate

estimate of the required market risk premium.

The objective of using the CAPM (as with any cost of equity model) is to estimate

the returns that investors expect or require. Empirical tests of the model have

shown in some cases that the model underestimates the returns for low beta stocks

market return (i.e., the risk-free rate has a zero beta). However, the application of the model frequently assumes that
the equity market return is highly correlated with the risk free rate,' that is, the equity market return and the risk-free
rate move in tandem. Consequently the application of the test frequently proceeds on an assumption directly in
conflict with an underlying premise of the model itself.
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1756

	

and overestimates them for high beta stocks and in other cases that there is no

1757

	

relationship between beta and return. 70

1758

1759 The challenges associated with the CAPM are of a sufficient magnitude to warrant the

1760 conclusion that it is not inherently superior to other approaches to the estimation of a fair return,

1761 particularly in light of the adjustments to the theoretical CAPM necessary to apply it to the utility

1762

	

industry.

1763

1764 The Commission, in the 2009 ROE Decision, recognized the challenges of the CAPM, the need

1765 for adjustments, and the need to' consider the results of multiple tests. The Commission noted

1766 (page 45):

1767

1768

	

that CAPM is based on a theory that can neither be proved nor disproved, relies on a
1769

	

market risk premium which looks back over nine decades and depends on a relative risk
1770

	

factor or beta. The fact that the calculated beta for PNG (considered by Dr. Booth to be
1771

	

the most risky utility in Canada) was 0.26 in 2008 causes the Commission Panel to
1772

	

consider that betas conventionally calculated with reference to the S&P/TSX are distorted
1773

	

and require adjustment.
1774
1775

	

The Commission Panel will give. weight to the CAPM approach, but considers that the
1776

	

relative risk factor should be adjusted in a manner consistent with the practice generally
1777

	

followed by analysts so that it yields a result that accords with common sense and is not
1778

	

patently absurd.

	

.
1779

1780 In its Report of the Board on the Cost of Capital for Ontario's Regulated Utilities, EB-2009-

1781 0084, December 11, 2009, pages 45-46 ("Report of the Board on the Cost of Capital"), the OEB

1782

	

stated:

1783

1784

	

The Board's current formulaic approach for determining ROE is a modified Capital Asset
1785

	

Pricing Model methodology, and in his written comments, Dr. Booth recommended that
1786

	

this practice be continued. Dr. Booth recommended that "the Board base its fair ROE on
1787

	

. a risk based opportunity cost model, with overwhelming weight placed on a CAPM
1788

	

estimate".
1789

	

.

70 The beta is a statistical measure of the sensitivity of the return of aparticular security or portfolio of securities to
the return on the overall market portfolio. The return of a security with a beta of 0.50 will change by approximately
50% of the change in the return on the overall market portfolio, which by definition, has a beta of 1.0.
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1790

	

This view was not shared by other participants in the consultation; who asserted that the
1791

	

Board should use a wide variety of empirical tests to determine the initial cost of equity,
1792

	

deriving the initial ERP [equity risk premium] directly by examining the relationship
1793

	

between bond yields and equity returns, and indirectly by backing out the implied ERP
1794

	

by deducting forward-looking bond yields from ROE estimates...
1795
1796

	

The Board agrees that the use of multiple tests to directly and indirectly estimate the
1797

	

ERP is a superior approach to informing its judgment than reliance on a single
1798

	

methodology. In particular, the Board is concerned that CAPM, as applied by Dr. Booth,
1799

	

does not adequately capture the inverse relationship between the ERP and the long
1800

	

Canada bond yield. As such, the Board does not accept the recommendation that it place
1801

	

overwhelming weight on a CAPM estimate in the determination of the initial ERP.
1802

1803 All approaches to estimating a fair return require significant judgment in their application, the

1804 extent of which depends on the prevailing state of the capital markets. Any individual cost of

1805 equity model implicitly ascribes simplicity to a cost whose determination is inherently complex.

1806 No single model is powerful enough on its own to produce "the number" that will meet the fair

1807 return standard. Only by applying a range of tests along with informed judgment can adherence

1808 to the fair return standard be ensured.

1809

1810 B. DISTINCTION BETWEEN MARKET AND BOOK VALUES FOR FAIR ROE
1811

	

DETERMINATION
1812

1813 Discounted cash flow (DCF) and equity risk premium models represent conceptually different

1814 ways that investors might approach estimating the return they require on the market value of an

1815 equity investment. While the DCF and equity risk premium tests estimate the return required on

1816 the market value of common equity, regulatory convention applies that return to the book value

1817 of the assets included in rate base. The determination of a fair return on book equity needs to

1818 recognize that distinction.

1819

1820 In simple terms, assume that the cost of equity for a company whose stock value is $200 is . 10%.

1821 That means that investors require a return,. in dollar terms, of $20. If the book value of the stock

1822 is $100, and the 10% cost of equity is applied to the $100 book value rather than the $200 market

1823 value, the resulting return in dollar terms is only $10, or half that which investors require.

1824
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The proxy companies used for the purpose of estimating the cost of equity for the benchmark BC

utility have market-to-book ratios of approximately 1.7X (U.S. sample) to 2.6X (Canadian

sample), 7a well above the market-to-book ratio of 1.0 that conceptually would equate the return

on book value (in dollar terms) to the return estimated by reference to the market-based DCF or

equity risk premium tests.

When the allowed return is. applied to an original cost book value, a market-derived cost of

attracting capital should be converted to a fair and reasonable return on book equity so that the

stream of dollar earnings on book value equates to the investors' dollar return requirements on

market value. Failure to make such a conversion will produce an inadequate level of earnings

which will discourage utilities. from making investments in critical infrastructure.

It has been suggested that the observed market-to-book ratios of utilities are evidence that the

allowed returns on equity are too high (or at least fair). 72 Such a conclusion .is. unwarranted.

Book values are accounting-based and reflect the historic impacts of various financial statement

accounting conventions (and changes in those conventions over time) for recording such items as

depreciation reserves, deferred taxes, pension assets and liabilities, unrealized gains and losses,

etc. The sole impact of accounting conventions over time on the recorded amount of equity can

cause the book value of equity to diverge significantly from the economic value, particularly in

the presence of inflation, and as well as the going concern value of the corporation.

Market values reflect returns that investors expect to earn over the longer-term, not the returns

that regulators have historically or recently allowed. Expected returns may be materially higher

than allowed returns due to factors such as the anticipation of achievement of synergies among

existing operations, of higher returns achieved from non-regulated operations, through

performance-based regulation and/or growth in the customer or asset base, the perceived ability

71 Based on daily average share price from March 16, 2012 to June 15, 2012 compared to fiscal year-end 2011 book
value per share. Excluding Accumulated Other Comprehensive Income from equity, which reflects cumulative
unrealized gains and losses, e.g., in the market value of pension assets, the median market/book ratio of the
Canadian utilities is lower, at 2.3X.
72 For example, AUC, Decision 2009-216, pages 77-78.
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to improve shareholder returns by leveraging assets, and the ability of the firms to take advantage

of growth opportunities beyond the existing asset base.

Further, investors are likely to value utility shares on a relative basis (to other equity securities)

rather than on an absolute basis (relative to the utilities' own book values). Over time, the

market-to-book ratios. of publicly traded utilities companies have generally tracked the overall

tenor or "mood" (and the market-to-book ratio) of the equity market as a whole.

Moreover, while some might contend that the market-to-book ratio of utilities should be 1.0 or

close thereto, economic principles suggest otherwise. Regulation is intended to be a surrogate

for competition. The competitive model indicates that equity market values tend to gravitate

toward the replacement cost of the underlying assets. This is due to the economic proposition

that, if the discounted present value of expected returns (market value). exceeds the cost of

adding capacity, firms will expand until an. equilibrium is reached, i.e., when the market value

equals the replacement cost of the productive capacity of the assets. Absent inflation-and

technological change, the market value and replacement cost of rums operating in a competitive

environment would tend to equal their book value or cost. However, the fact that inflation has

occurred, and continues to occur, renders that relationship, invalid. . With inflation, under

competition, the market value of a firm trends toward the current cost of its assets. The book

value of the assets, in contrast, reflects the historic depreciated cost of the assets. Since there

have been moderate to relatively high levels of inflation over the past twenty-five years, it is

reasonable to expect market values to exceed the book value of those assets. 73

C. SELECTION OF COMPARABLE UTILITIES

The estimation of the cost of equity for the benchmark BC utility, FE1,. is based in large part. on

estimates of the cost of equity of comparable risk utilities. Comparable risk companies are used

as a proxy for the benchmark BC utility to recognize that investors have alternatives for their

investment capital. Rational investors will commit funds to the investments that promise the

highest return for a given level of investment (business plus financial) risk. Unless the return

73 See Appendix F for further discussion.

Foster Associates, Inc.
Page 172



1882

1883

1884

1885

1886

. 1887

1888

1889

1890

1891

1892

1893

1894

1895

1896

1897

1898

1899

1900

1901

1902

1903

1904

1905

1906

that can be expected on an investment in the benchmark BC utility is equal to that available from

comparable risk investments, investors will direct their funds elsewhere.

The cost of equity, as estimated using tests applied to proxy companies, reflects the composite of

those proxy companies' business,. regulatory and financial risks. The cost of equity estimated by

reference to a sample of companies is. applicable to a specific utility without adjustment if the

magnitude of the total risks (business plus financial) of the sample and the specific utility is

comparable. In principle, given a sufficiently large universe of utilities, different samples of

proxy companies can be selected, each designed to be a proxy for a specific utility. If, however,

the total risk of the sample and the specific utility is not equal, the solutions include: (1)

changing the specific utility's capital structure; (2) making an adjustment to the proxy

companies' cost of equity to reflect the relative total risk of the specific utility; or (3) some

combination of (1) and (2). To minimize the extent to which such. adjustments are required, the

point of departure should be the selection of companies that are of relatively similar total risk to

the benchmark BC utility, FBI.

In Canada, there are only six publicly-traded Canadian companies whose operations are largely

regulated. 74 These companies are relatively heterogeneous in terms of both operations 75 and

size. 76 The relatively small and heterogeneous universe of publicly-traded Canadian utilities

means that it is impossible to select a sample of companies that would be considered directly

comparable in total risk to any specific Canadian utility.

U.S. regulated companies represent a reasonable point of departure for the selection of a sample

of proxies from which to estimate the. cost of equity for an average risk Canadian utility. The

operating (or business) environments are similar, the regulatory model in the U.S. is similar to

Canadian Utilities Limited, Emera Inc:, Enbridge Inc., Fortis Inc., TransCanada Corporation and Valener Inc.
" Their operations span all the major utility industries, including electricity distribution, transmission and power
generation, natural gas distribution and transmission, and liquids pipeline transmission, as well as unregulated
activities in varying proportions of their consolidated activities.
76 Ranging from an equity market capitalization of approximately $550 million (Valener). to $31.9 billion
(Enbridge).
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1907

1908

1909

1910

1911

1912

1913

1914

1915

1916

1917

1918

1919

1920

1921

1922

1923

1924

1925

the Canadian model, Canadian and U.S. capital markets are significantly integrated and the cost

of capital environment is similar. "

Equity markets are global; investors are increasingly committing equity funds beyond domestic

borders. Canadian investors looking to commit funds to utility equity shares will compare

returns available from Canadian utilities to returns available from utility shares globally,

including returns from U.S. utilities (both market and allowed). A review of the major Canadian

public sector defined benefit pension funds which list all their equity holdings individually

shows that the funds have invested in a significant number of U.S. utilities.

While market data for the Canadian utilities provide some perspective on the fair return for FEI

as the benchmark BC utility, a more accurate assessment can be made by reliance on a sample of

U.S. utilities drawn from a much broader universe. Nevertheless, not all utilities in the U.S.

would be considered of similar risk to the benchmark BC utility, FEI, just as not all utilities in

the U.S. would be similar to each other. Consequently, the sample of U.S. utilities which serve

as a proxy for the benchmark BC utility was selected according to criteria designed to (1)

identify companies that are of relatively similar total risk to the benchmark BC utility (FEI) and

(2) produce a large enough sample of companies to ensure reliable cost of equity test results.

" The OEB's Report of the Board on the Cost of Capital, pages 21-22, stated, "Second, there was a general
presumption held by participants representing ratepayer groups in the consultation that Canadian and U.S. utilities
are not comparators, due to differences in the "time value of money, the risk value of money and the tax value of
money." [fn] In other words, because of these differences, Canadian and U.S. utilities cannot be comparators. The
Board disagrees and is of the view that they are indeed comparable, and that only an analytical framework in which
to apply judgment and a system of weighting are needed."

The NEB's Reasons for Decision, Trans Quebec and Maritimes Pipelines Inc,, RH-1-2008, page 71, concluded-that
"In light of the Board's views expressed above on the integration of U.S. and Canadian financial markets, the
problems with comparisons to either Canadian negotiated or litigated returns, and the Board's view that risk
differences between Canada and the U.S. can be understood and accounted for, the Board is of the view that U.S.
comparisons are very informative for determining a fair return for TQM for 2007 and 2008."

The Commission's 2009 ROE Decision, page 16, found that, "In addition, the Commission Panel continues to be
prepared to accept the use of historical and forecast data of US utilities when applied: as. a check to Canadian data,
as a substitute for Canadian data when Canadian data do not exist in significant quantity or quality, or as a
supplement to Canadian data when Canadian data gives unreliable results. Given the paucity of relevant Canadian
data, the Commission Panel considers that natural gas distribution companies operating in the US have the potential
to act as a useful proxy in determining TGI's capital structure, ROE, and credit metrics."
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1926

1927

1928

1929

1930

1931

1932

1933

1934

1935

1936

1937

1938

1939

1940

1941

1942

1943

1944

1945

To ensure comparability with the benchmark BC utility, only relatively pure-play U.S. utilities

were selected. The selected utilities are rated no lower than BBB+IBaal by both Standard &

Poor's and Moody's. The. median S&P debt rating of the U.S. utility sample is A-,. identical to

the A- rating accorded on average to the universe of Canadian utilities rated by S&P. All of the

companies in the sample are assigned an "Excellent" business risk ranking, the same as the

ranking assigned to the majority of Canadian utilities rated by S&P. 78 The median Moody's

rating for the U.S. utility sample is Baal (Schedule 15, page 1 of 2), equal to the median of the

ratings that Moody's has assigned to Canadian gas and electric utilities. 79 The average and

median Value Line Safety ranks of the U.S. utility sample are 1.5 (Schedule 15, page 1 of 2); the

Safety ranks of the two Canadian regulated companies covered by Value Line (Ethridge Inc. and

TransCanada Corp.) are 1 and 2 respectively: 80 The average difference in the adjusted monthly

betas of publicly-traded Canadian utilities and U.S. utility sample for five-year periods ending

1993-2011 has been minor (Schedule 14). Even if equity investors viewed the U.S. utility

sample as facing higher business (combined operating and regulatory) risk than the .benchmark

BC utility (FEI); the U.S. utility sample has higher common equity ratios (lower financial risk).

The average common equity ratio of the sample of U.S. utilities is approximately 49% (Schedule

6), compared to FBI's 40% deemed common equity ratio and the. median 40% actual common

equity ratio of investor-owned Canadian utilities with rated debt (Schedule 5). 81

78 Standard & Poor's assigns a business risk , ranking to each of the companies it rates. There are six business risk
categories, ranging from "Excellent" to "Vulnerable".
79 Including PET (A3), FEVI .(A3), FortisAlberta (Baal), FortisBC Inc. (Baal) ; Hydro One (Baal on a stand=alone
basis), Newfoundland Power (Baal), and Nova Scotia Power (Baal).

	

-
8° The Safety rank represents Value Line's assessment of the relative total risk of the stocks. The ranks range from
"1" to "5", with stocks ranked "1" and K2!! most suitable for conservative investors. The most important influences
on the Safety rank are the company's financial strength, as measured by balance sheet and ;financial ratios, and the
stability .of its price over the past five years.
81 Appendix B provides both details of the selection criteria and information on the selected U.S.-utilities' operations
and regulation, including for each a list of the regulatory mechanisms that have been adopted. Schedule 15, page 1
of 2 provides additional quantitative and qualitative data for the selected U.S. utilities. The most recently allowed
ROEs and capital structures for the operating companies are found on Schedule 15, page 2 of2.
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1946

1947

1948

1949-

1950

1951

1952

1953

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

D. EQUITY RISK PREMIUM TESTS

1.

	

- Conceptual Underpinnings

Equity risk premium tests are premised on the basic concept of finance that the higher the risk to

which an investor is exposed, the higher is the return that the investor requires. Since an investor

in common equity takes greater risk than an investor in bonds, the former requires a premium

above bond yields in compensation for the greater risk. Equity risk premium tests are a measure

of the market-related cost of attracting capital, i.e., a return on the market value of the common

stock; not the book value.

Equity risk premium tests, similar to the other tests used to arrive at a. fair return, are forward-

looking, that is, they are intended to estimate investors' future equity return requirements. The

magnitude of the differential between the required/expected return on. equities and the risk-free

rate is a function of investors ' willingness to take risks and their views of such key factors as

inflation, productivity and profitability. Because equity risk premium tests are forward-looking,

historic risk premium data need to be evaluated in light of prevailing . economic/capital market

conditions. If available, direct estimates of the forward-looking risk premium should supplement

estimates of the risk premium made using historic data as the point of departure. An equity risk

premium can be estimated relative to a risk-free rate, for which a government bond yield is

typically the proxy, as well as relative to utility bond yields, depending on the type of equity risk

premium test being conducted.

Three equity risk premium tests were used to estimate the utility cost of equity:

1.

	

Risk Adjusted Equity Market Risk Premium Test

1972

	

2.

	

DCF-Based Equity Risk Premium Test

1973

	

3. . Historic Utility Equity Risk Premium Test

1974

1975

Foster Associates, Inc.
Page 176



1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

Risk Free Rate

The application of equity risk premium tests in relation to a risk-free rate requires a forecast of

the risk-free rate to which the equity risk premium is applied. A forecast long-term (30-year)

Government of Canada bond yield is most widely used. as the risk-free rate, although long-term

Government of Canada bond yields are not risk free. They are considered to be free of default

risk, but are subject to interest rate risk. 82 Use of the long-term government bond yield

recognizes (1) the administered nature (determined by monetary policy) of short-term rates; and

(2) the long-term nature of the assets to which the utility equity return is applicable.

For 2012, the long-term (30-year) Government of Canada bond yield, based on. the actual yields

through the end of May 2012 and forecasts 83 for the remainder of the year is 2.6%. For the

three-year period 2013-2015, based on the available forecasts, the 30 year Canada bond is

expected to yield approximately 4.0%. 84

Although the 30-year Government of Canada bond yield is expected to rise from its current

historically and abnormally low levels over the next three years, it is still anticipated to average

well below levels expected to prevail over the longer--term: Over the longer-term (2016-2022),

Consensus Economics' survey of economists anticipates that the . 1Q-year Canada bond yield will

average close to 4.7%. 85 The corresponding 30-year Canada bond yield, assuming the historical

long-term average spread between 30-year and 10-year Canada bonds of 35 basis points prevails,

would be approximately 5.0%. The relatively low expected level of the risk-free rate needs to be

82 If interest rates rise, the value of the bond will decline.
se Forecasts provided by BMO Capital Markets, CIBC World Markets, Desjardins Economic Studies, National Bank
Economy and Strategy Group, RBC Economics, ScotiaBank Group and TD Securities. All of these institutions
contribute to Consensus Economics, Consensus Forecasts, which only publishes aconsensus forecast for 10-year
Government of Canada bond yields.
B4 Compel' sed of a forecast yield of 3.2% for 2013, based on the forecasts of IMO Capital Markets, CIBC World
Markets, Desjardins Economic Studies, RBC Economics, ScotiaBank Group and TD Securities, ,and forecast yields
of 3.2%, and of 4.0% and 4.6% for 2014 and 2015 respectively, based on Consensus Economics, Consensus
Forecasts, April 2012. Consensus Economics publishes a long-term forecast twice annually, in April and October.
Consensus Economic? April 2012 forecasts for the 10-year Government of Canada bond yield were 3.6% and 4.2%
for2014 and 2015 respectively. A spread of 35 basis points (longterm average) to 60 basis points (June 2012) was
added to the 10 year Government of Canada bond yield forecasts to arrive at the 30-year Government of Canada
bond yield forecasts for 2014 and 2015.
ss Consensus Economics, Consensus Forecasts, April 2012.PEPININEV	
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1998 expressly recognized in the estimation of the magnitude of market and utility equity risk

1999 premiums. t6 ' 87

2000

3:

	

Risk=Adjusted Equity Market Risk Premium Test

3.a. Conceptual and Empirical Considerations

The risk adjusted equity market risk premium approach to estimating the required equity market

risk premium for a utility entails (1) estimating the equity risk premium for the equity market as

a whole; (2) estimating the relative risk adjustment; and (3) applying the relative risk adjustment

to the equity market risk premium, to arrive at the required utility equity market risk premium.

The cost of equity is thus estimated as:

Risk-Free

	

Relative Risk

	

Market Risk
Rate

	

+ {

	

Adjustment

	

x

	

Premium

	

}

The risk adjusted equity market risk premium test is a variant of the Capital Asset Pricing Model

(CAPM). The CAPM attempts to measure, within the context of a diversified. portfolio, what.

return an equity investor should require (in contrast to. what the investor does require). Its focus

is on the minimum return that will allow a company to attract equity capital.

86 In AUC, Decision 2011-474, the Commission concluded "it does not appear that the market equity risk premium
is constant or independent of the level of interest rates, which is what is implied when an historic equity risk
premium is applied to today's low interest rates. This calls into question the use of long-term historic market equity
risk premiums without regard to the current level of interest rates." (paragraph 56) Further, it considered that "it
would not be correct to assume that the currently expected market equity risk premium is necessarily equal to its
long-term average value!' (paragraph 57) concluding " that the expected market equity risk premium today may be
higher than its' historic average, due to today's low interest rates." (paragraph 58)
87 In its March 2012 Equity Gilt Study, Barclays Capital stated=

Our analysis suggests that current equity prices are consistent with future returns that are not far from
historic norms. By contrast, rates of returns on risk-free assets stand out as abnormally low, as they are
currently negative on an inflation adjusted basis in nearly all cases. An important reason for these low
yields is the structural decrease in the supply of risk-free assets that is not likely to be corrected in the next
few years. The implication is that equity risk premia - the difference between the expected yields on
equities and risk free assets - are likely to remain historically high even if cyclical factors could lead them
to reverse somewhat over the next few years. (page 4)

Barclays' concluded that equity risk premia "are meaningfully higher than historical experience." (page 6)
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2017 In the CAPM, risk is measured using the beta. Theoretically, the beta is a forward looking

2018 estimate of the contribution of a particular stock to the overall risk of a portfolio. In practice, the

2019 beta is a calculation. of the historical correlation between the overall equity market returns, as

2020 proxied in Canada by the returns on the S&P/TSX Composite, and the returns on individual

2021

	

stocks or portfolios of stocks.

2022

2023 3.b. Equity Market Risk Premium

2024

2025 3.b.(i) Overview

2026

2027 The estimation of the expected/required market risk premium from achieved market risk

2028 premiums is premised on the notion that investors' return expectations and requirements are

2029 linked to their past experience. Basing calculations of achieved risk premiums on the longest

2030 periods available reflects the notion that it is necessary to reflect as broad a range of event types

2031 as possible to avoid overweighting periods that. represent "unusual" circumstances. On the other

2032 hand, the objective of the analysis is to assess investor expectations in the current economic and

2033 capital market environment. Consequently, the' analysis of historic returns and risk premiums

2034 focused on both the post-World War II period (1947-2011) 88 and on longer periods. My analysis

2035 of historic returns and risk premiums was based on the Canadian experience as well as on the

2036 U.S. experience as a relevant benchmark for estimating the equity risk premium from the

2037 perspective of Canadian investors. The U.S. experience is relevant given the close relationship

2038 between the two economies, the fact that the U.S. has historically been the single largest

2039 alternative destination for Canadian portfolio investment (See Appendix A, page A-15) and the

2040 similarity between historical Canadian and U.S. equity market returns and equity return

2041

	

volatility.

2042

ss Key structural economic changes have occurred since the end of World War II, including:
1.The globalization of the North American economies, which has beenfacilitated bythe'reduction in trade

barriers of which GATT (1947) was a key driver; .
2. Demographic changes, specifically suburbanization and the rise of the middle class, which have

impacted on the patterns of consumption;
3. Transition from a resource-oriented/manufacturing economy to a service-oriented economy; and
4. Technological change, particularly in the areas of telecommunications and computerization, which have

facilitated both market globalization and rising productivity.

	

.
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2043 3.b.(ii) Historic Returns and Risk Premiums

2044

2045 Table 10 below summarizes the achieved equity - and government bond returns and the

2046 corresponding experienced risk premiums for Canada and the U.S. 89

2047

	

Table 10

Period
Stock

Return
Bond Total

Returns

Bond
Income
Returns

Risk Premium
Over. Bond

Total Returns

Risk Premium
Over Bond

Income Returns
Canada

1924.2011 11.4%

	

6.6% . 6.0%

	

4.8% 5.4%
1947-2011 11.8%

	

7.1% 6.7%

	

4.7% 5.0%
U.S.

1926-2011

	

11.8% 6.1%

	

5.2% . ..5.6% 6.6%
1947-2011

	

12.3% 6.6%

	

5.9% 5.7% 6.4%

2048

	

Source: Schedule 10.

2049

2050 The raw data in Table 10 show that, on average, equity returns in Canada have averaged

2051 approximately 11.5% to 11.75%, compared to average bond income 90 returns, of approximately

2052 6.0% to 7.0%, resulting in average achieved risk premiums relative to bond income returns in the

2053 . range of approximately 5.0% to 5.5%.g' The slightly lower achieved equity risk premium

2054 relative to bond income returns achieved during the post-World War II period reflects a slightly

2055 higher average equity return relative to the longer period, which was more than offset by higher

2056 bond income returns.

2057

2058 The corresponding raw data for the U.S. indicate average equity market returns of approximately

2059 11:75% to 12.25%, corresponding to average bond income returns of approximately 5.25% to

2060 6.0%, resulting in an average achieved equity risk premium of approximately 6.5% relative to

2061 bond income returns.

89 The equity and bond market returns in Table 10 represent arithmetic averages of historical returns. Appendix A
explains the rationale for using arithmetic, rather than compound (geometric) averages for the purpose of estimating
the expected return from historic returns.
90 The bond. income return reflects only the coupon payment portion of the total bond return. As such, the income
return represents the riskless component of the total government bond return. The bond income return is' similar to
the bond yield. The bond total return includes annual capital gains or losses and reinvestment of the bond coupons.
In principle, using the bond income return in the calculation of historical risk premiums more accurately measures
the historical equity risk premium above a true risk-free rate.
91 The median risk premiums over the periods 1924-2011 and 1947-1011 were somewhat higher, 6.2% and 5.5%,
respectively, relative to bond income returns.
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2062

2063 3.b.(iii) Canadian Equity and Government Bond Returns

2064

2065 To assess whether there has been a trend in the underlying returns which generate the achieved

2066 risk premiums, the returns and.risk premiums for each decade over the period 1932 to 2011 were

2067 examined and are presented in Table 11 below.

2068

2069 . Table' 11 l

10-YEAR AVERAGECANADIAN. MARKET RETURNS

Canadian
Stock

Returns

Canadian
Bond
Total

Returns

Canadian Risk
Premium.

Over Bond
Total Returns ,.

Canadian
Bond

Income
. -

	

Returns

Canadian Risk
Premium

Over Bond
Income Returns

1932-1941 9.1% 6.6% 2.5% 3.6% 5.5%
1942-1951 18.9% 2.4% 16.6% 2.9% 16.0%
1952-1961 13.2% 2.4% 10.7%.. 4.1% 9.1%
1962-.1971 . 7.8% 4.5% 3.2% 6.1% 1.7%
1972-1981 13.6% 2.7% 1 10% 93% 3.9%
1982-1991 10.8% 16.5%. -5.7% 11.1% -0.2%
1992-2001 11.4% 10.8% 0.6% 7.1% 4.3%
2002-2011 9.1% 8.8% 0.3% 4.4% 4.7%

Source: www.bankofcanada.ca, Canadian Institute of Actuaries, Report on Canadian Economic Statistics 1924-
2013.

2070

2071 Table 11 indicates a clear pattern in bond returns, reflecting:

2072

2073

	

1.

	

rising bond yields in the 1950s through the early I980s, which produced capital

2074

	

losses on bonds and low bond total returns;

2075

2076

	

2.

	

high total bond returns and yields in the 1980s, reflecting the high rates of

2077

	

inflation; and,

2078

2079

	

3.

	

high bond total returns in the 1990s and the 2000s, relative to income returns,

2080

	

reflecting the secular decline in long-term government bond yields, which
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2081

	

resulted in capital. gains and total bond returns, well in excess of the concurrent

2082

	

bond yields. 92

2083

2084 In. contrast to the pattern in bond returns, Table 11 does not indicate a discernible pattern in

2085 equity market returns. 93

2086

2087 However, further analysis of the historical data indicates, as shown in Table 12 below, that,

2088 historically, lower bond income returns have been associated with higher achieved risk

2089 premiums.

2090

2091

	

Table 12

Averages for the Period: Averages for the Period:
1924-2011 1947-2011

Bond Income
Returns:

Equity
Returns

Bond
Income
Returns

Risk
Premium

Equity
Returns

Bond
Income
Returns

Risk
Premium

Below 4% 13.9% 3.2% 10.7% _ .' 17:9% : 3:3% 14:7%
Below 5% 12.6% 3.7% 8.9% 13.8% 3.6% 10.2%
Below.6% 11.1% 4.2% 7.0% 11.6%. 4.4% 7.2%
Below 7% 11.3% 4.3% 7.0% 11.9% 4.6% 7.3%
Below 8% 11.8% 4.6% 7.3% 12.6% 4.9% 7.6%
Below 9% 10.9% 4.9% 5.9% .

	

11.0% 5.4% . 5.6%
All Observations 11.4% 6.0% 5.4%. 11.8% 6.7% 5.0%

2092

	

Source: www.bankofcanada.ca,, Canadian Institute of Actuaries, Report on Canadian Economic Statistics 1924-

2093

	

2011.

2094

2095 Table 12 above indicates that, except at the lowest levels of long-term Government of Canada

2096 bond income returns, average equity returns have been broadly in the range of approximately

2097 11.0% to 12.5% during the two periods. At bond income returns below 8% (average of 4.5% to

2098 5.0%), the corresponding equity risk premium averaged approximately 7:25% to 7.5%. Only

2099 when the highest levels of bond income returns are included do the average aclueved'equity risk

2100 premiums drop to approximately 5.5% to 6.0% and then to approximately 5.0% to 5.5%. In

92 The long-term Government of Canada bond yield is equivalent to an estimate of the expected return on the bond.
93 Slope coefficients of trend lines fitted to the annual equity return data for the periods 1924-2011 and 1947-2011
are estimated at 0.00 for both periods. .
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2105

2106.

2107

2108

2109
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2111

2112

2113

2114

2115

2116

2117

2118

2119

2120

2121

2122

2123

2124

other words, the historical data indicate that the equity risk premium has varied with bond yields,

i.e., higher risk premiums at lower levels of bond yields and vice versa.

The forecast 4.0% 30-year Government of Canada bond yield for 2013-2015 is 2.0 percentage

points lower than the long-term average bond income return (6.0%) and 2.7 percentage points

lower than the post-World War II average bond income return (6.7%). The 2013-2015 forecast

Yong-term Government of Canada bond yield of 4.0% suggests an equity risk premium, based on

historical risk premiums at similar levels of interest rates, of approximately 725% to 7.5%.

3.b.(iv) Impact of Inflation on Equity Market Returias 94

Theoretically, the expected return on equity should be equal to the sum of the real risk-free cost

of capital, the expected rate of inflation and an equity risk premium. Thus, the question arises

Whether the forward-looking equity nominal (inclusive of inflation expectations) market 'return

should differ from the historic nominal returns due to differences in the historic versus expected.

rates of inflation. On average, historically, the actual rate of consumer price (CPI) inflation in

Canada was higher than the rate of inflation currently forecast to prevail over the longer term.

The arithmetic average CPI rate of inflation from 1926-2011 in Canada was 3.0%; the most

recent consensus long-term (2013-2022). forecast of CPI inflation is 2.o% .95 The lower forecast

rate of inflation compared to the historical rate of inflation might suggest that expected nominal

equity returns would be lower than they have been historically. However, an analysis of nominal

equity returns, rates of inflation and. real returns on equity shows that real equity returns have

generally been higher when inflation was lower. Table 13 below summarizes the nominal and

real rates of equity market returns, historically at different levels of CPI inflation.

9a The 1998-2002 equity market "bubble' and bust" spawned. a, number of studies. of the equity 'market risk premium
that have speculated that the U.S. market risk premium will be lower in the future than in the past. The speculation
stems in part from the hypothesis that the magnitude of the achieved risk premiums is due to an increase in
price/earnings (PIE) ratios. That is, the historic U.S. equity market returns reflect appreciation in.the value of stocks
in excess of that supported by the underlying growth in earnings or dividends. The increase in PIE ratios, it has been
argued, reflects a decline in the rate at which investors are discounting future earnings, i.e., a lower cost of capital. I
analyzed the trends in PIE ratios and equity Market returns and determined that-there is no indication that rising PIE
ratios during the bull market of the 1990s resulted in average equity market returns that are unsustainable going
forward. The analysis is summarized in Appendix A.
ss Consensus Economics, Consensus Forecasts, April 2012.
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2125

	

Table 13

Inflation Range

Nominal
Equity
Return

Average
Rate of

Inflation

Real
Equity
Return

Less than 1% 15.7%. -1.4% 17.0%
1-3% 12.4% 1.9% 10.4%
3-5% 44:8% 4.1% 0.7%
Over 5% 12.5% 9.2% 3.3%
Avg. 1924-2011 11.4% 3.0% 8.4% . .

Source: Canadian Institute of Actuaries, Report on Canadian
Economic Statistics 1924-2011; www.statscan.ca .

The observed negative relationship between the real equity return and the rate of inflation does

not support a reduction to the historic nominal equity rates of return for expected lower inflation

for the purpose of estimating the future equity risk premium. The average nominal equity returns

in Canada were approximately 11.4% over the longer-term and 11.8% since the end of World

War II, or approximately 11.5% to 11.75%.

It also bears noting that, while the average real equity return in Canada over the longer period

was 8.4%, the average is materially affected by the inclusion of high inflation years. When years

in which inflation exceeded 10% are excluded (seven of 88 observations), the average real equity

return is a full percentage point higher, i.e., 9.4%. The corresponding . average rate of CPI

inflation was 2.3%, similar to the forecast rate of inflation. The average real equity return is

similar, at approximately 9.5%, when the years in which inflation exceeded 10% and the same

number of abnormally low inflation years (average of -4.1%) are removed. At a real equity

return of 9.5% and an inflation rate of 2.0%, the indicated nominal equity return is approximately

11.5%. At a nominal equity return of 11.5%, the market equity risk premium at the forecast

long-term Canada bond yield of 4.0% is 7.5%.

A comparison of the returns in Canada and the U.S. over the longer-term. and the post-World

War II period shows that the equity market returns in the two countries have been similar. On.

average the achieved equity market returns in the two countries have been in the approximate

range of 11.5% to 12.25% (see Table 10 above).

Foster Associates, Inc.

3.b.(v) Comparison of Canadian and U.S. Returns and Risk Premiums .
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Despite relatively similar equity market rettims, the achieved risk . premium (equity market

returns less bond. income. returns) in Canada has been approximately 1,2% to 1.4% lower than in

the U.S. The difference in the equity. market returns accounts for 0A% to 0.5% of the difference

in the . observed risk premiums. Approximately two-thirds of the difference is attributable to

higher bond yields historically in Canada. Over the period 1926-1997, the difference between

long-term government bond. yields in Canada and the U.S. averaged close to 100 basis points.

With the vastly improved economic fundamentals in Canada (e.g., lower inflation, balanced

budgets), the risk of investing in Canadian government bonds (relative to equities) declined and

the differential between Canadian and U.S. government bond. yields that existed. historically.. fell.

Between 1998 and 2011, the. average yield' on 10-year Government • of Canada bonds was only

slightly higher (+6 basis points) than the corresponding average yield on 10-year. U.S. Treasury

bonds. The corresponding differential between the yields on the long-term (30-year) government

bonds was -16 basis points.

With respect to the relative risk of the two equity markets, the historic annual volatility in the

two markets over the longer-term has been quite similar. The table below compares the average

arithmetic equity market returns and the corresponding standard deviations, as well as the

compound (geometric) average returns from 1926-2011 and ' post-World War 11(19472011) for

the two countries.

Table 14

Canada United States
Arithmetic

Average
' Standard

Deviation
Compound

Average
Arithmetic '

Average
Standard '
Deviation

Compound
Average

1926-2011 11.2% 18.9% 9.6% 11.8%. - 20.3% . 9:8%0 .. ,
1947 2011 11.8% 17,1% 10.4% 12:3%a . 17:4% 10.9%

Source:

	

Canadian Institute of Actuaries, Report on Canadian Economic Statistics 1924-2011, Ibbotson
Associates, Stocks, Bonds, Bills and Inflation: 2012 Yearbook.

To put the differences in the relative risk of the two markets in perspective over these. two time

periods, it is useful to compare the differences between the arithmetic and compound average

Foster Associates, Inc.
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2191

2192

2193
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2195

2196

2197

2198

2199

2200

2201

2202

returns in the two markets. The difference between the arithmetic and compound average returns

is approximately equal to one-half of the variance in the annual returns. The variance in the

arithmetic average returns in turn is equal to the standard deviation squared. The larger the

difference between the arithmetic and compound averages, the more volatility there has been in

the annual returns.

For the longer period, 1926-2011, the difference in the arithmetic and compound average returns

in Canada was 1.7%; the corresponding difference in the U.S. was 2.0%, a difference between

the two of approximately 0.3%. During the post-World War II period, the difference in both

Canada and the U.S. was approximately 1.4%. The two differentials between the Canadian and

U.S. arithmetic and compound average returns can be interpreted as the difference in equity

return required for the difference in volatility between the two markets. In other words, based on

the longer period, the equity market return required would be 0.30% higher in the U.S. than in

Canada and based on the post-World War II period, the equity market return required. would be

the same in the U.S. and in Canada. In sum, the differences are de minimus.96

With similar government bond yields in the two countries for more than a decade, U.S. historical

equity market risk premiums are a relevant benchmark for the estimation of the forward-looking

equity market risk premium for Canadian investors. As shown in Table 10 above, the average

achieved equity risk premium relative to bond income returns in the U.S. has been approximately

6.5%. Similar to Canada, however, as demonstrated in Table 15 below, higher risk premiums

have been associated with lower bond income returns.

2203

96 Since the onset of the financial crisis (August 2007) to the end of, May 2012, the two markets have exhibited
similar 'volatility; the standard deviations of weekly price changes in the S&P/TSX Composite (Canada) and the
S&P 500 (United States) have been virtually identical.
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2205

2206

2207

2208
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2210

2211

2212

2213

2214

2215

2216

2217

2218

2219

2220

2221

2222

2223

2224

2225

Table 15

Averages for the Period: Averages for the Period:
1926-2011 1947-2011

Bond Income
Returns:

Equity
Returns

Bond
Income
Returns

Risk
Premium

Equity
Returns

Bond
Income
Returns

Risk
Premium

Below 4% 13.9% 2.9% 11.0% 19.0% 2.9% . . 16.1%
Below 5% 11.9% 3.3% 8.6% 13.2% 3.6% 9:6%
Below 6% 11.1% _

	

3.6% 7.5% 11.7% 4.0°./0 7.6%
Below 7% 10.7% 3.9% 6.8% 11..0% 4.4% 6.6%
Below 8% 10.7% 4.4% 63% 10.9% 5.0% 6:0%0
Below 9% 11.3% 4.7% .6.6% 11.7% 5.3% . 6.4%
All Observations 11.8% 5.2% 6.6% 123% 5.9% 6.4%

Source: Ibbotson Associates, ,Stocks, Bonds, Bills and Inflation: 2012 Yearbook.

As Table 15 shows, the 6.6% average historical equity risk Premium corresponds to an average

bond income return of 5.2%, approximately 1.2 percentage points higher than the 2013-2015

forecast 4.0% 30-year Canada bond yield. The experienced equity risk premium at levels of

bond income returns similar to the 2013-2015 forecast 30-year Canada bond yield was in the

range of approximately 6.75% to 7.5%.

3 .b.(vi) Equity Market Risk Premium

Given the absence of any material upward or downward trend in the nominal historic equity

market returns over the longer-term, . the PIE ratio analysis, and . the observed negative

relationship between real equity returns and inflation, a reasonable estimate of the expected value

of the nominal equity market return is approximately 11.5%, based on Canadian equity market

returns and supported by U.S. equity market returns. At the forecast 4.0% 30-year Government

of Canada bond yield, the corresponding equity market risk premium is 7.5%. The analysis of

Canadian equity risk premiums in conjunction with bond income returns supports a market

equity risk premium of 7.25% to 7.5% at the forecast 4.0% 30-year Government of Canada bond

yield. Based on U.S. data, a similar analysis supports an equity risk premium of 6.75% to 7.5%.

With preponderant weight given to the Canadian data, the indicated equity market risk premium
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2226 at the forecast 4.0% 30-year Government of Canada bond yield is in the range of 7.25% to

2227 7.50%.

2228

2229 3.c. RelativeRiskAdjustment

2230 3.c.@ Overview

2231

2232 The market risk premium result needs to be adjusted to recognize the relative risk of the

2233 benchmark BC utility, FEL The theoretical CAPM 'holds 'that equity investors only require

2234 compensation for risk that they cannot diversify by holding a portfolio of investments:. In the

2235 simple, one risk variable CAPM, the non-diversifiable risk is captured in beta.

2236
2237 Impediments to reliance on the equity beta as the sole relative risk measure include:

2238

2239

	

1.

	

The assumption that all risk for which investors require compensation can be

2240.

	

captured and expressed in a single risk variable. The determination of the return

2241

	

on equity that investors require for bearing the risk of a particular investment is

2242

	

more complex than the single risk variable, beta, implies.

2243

2244

	

2.

	

The only risk for which investors expect compensation is non-diversifiable equity

2245

	

market risk; no other risk is considered (and priced) by investors. This premise

2246

	

erroneously implies that investors are only concerned with the price volatility of

2247

	

their equity investments, not the underlying fundamental risks that may lead to

2248

	

loss of earning power and ultimately a failure to recover their invested capital.

2249

2250

	

3'

	

The assumption that the observed calculated betas (which are simply a calculation

2251

	

of how closely a stock's or portfolio's price changes have mirrored those of the

2252

	

overall equity market) are a good measure of the relative return requirement.

2253

	

Empirical tests of the CAPM and experienced returns undermine the validity of

2254

	

that assumption.

2255
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4. Use of beta as the relative risk adjustment allows for the conclusion that the cost

of equity capital for a fine can be lower than the risk-free rate, since stocks that

move counter to the rest of the equity market could be expected to have betas that

are negative. In that case, the CAPM would posit that the cost of equity capital

for would be less' tliari 'the risk-free rate, despite the fact that, on a total risk basis,

the company's stock could be very volatile. The proposition that a firm's cost of

equity could be lower, not only than its own. cost of debt, but. than the risk-free

rate is dubious at best.

5. Utilities are not investing in a portfolio of securities. They are committing capital

to long-term assets. Once the capital is committed, it cannot be withdrawn . and

redeployed elsewhere. The CAPM does not. capture that reality.

Thus, a risk measurement that reflects those considerations is relevant for estimating the equity

risk premium applicable to an average risk Canadian utility.

3.c.(ii) Total Market Risk '

These considerations support focusing on total market risk, as well as on beta, to estimate the

relative risk adjustment for a utility. The absence of an observable relationship between "raw"9

betas and the achieved. market returns on equity in the Canadian market" provides further

support for reliance on total market risk to estimate the relative risk adjustment.

The standard deviation of market returns is the principal measurement of total market risk. To

estimate the relative total risk of the benchmark BC utility, the S&PITSX Utilities Index was

used as a proxy. The . standard deviations of monthly total market returns . for each of the 10

major Sectors of the S&PITSX Index, including the' Utilities Index, were calculated over five-

year periods ending 1997 through 2011 (Schedule 11).

97 The term "raw" means that the beta is solely a statistical calculation of the historical relationship between the
price movements of a stock and the corresponding price movements of the market portfolio.

See A pendix A, pages A-21 to A-22.
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To translate the standard deviation of market returns into a relative risk adjustment, utility

standard deviations must be related to those of the overall market. The relative market volatility

of Canadian utility stocks was measured by comparing the standard deviations of the Utilities

Index to the simple mean and median of the standard deviations of the 10 Sectors. Schedule 11

shows the ratios of the standard deviations of the Utilities Index to those of the 10 S&P/TSX

Sectors. The ratio of the standard deviation of the Utilities Index to the mean and median

standard deviations of the 10 major Sector Indices suggests a relative risk adjustment for an

average risk Canadian utility in the range of 0.55-0.85, with a central tendency of approximately

0.65-0.70.

3.c.(iii) Historical "Raw" Betas of Canadian Utilities

Schedule 14, pages 1 to 3 summarizes "raw" betas calculated using monthly and weekly price

changes99 for the five major publicly-traded Canadian utilities, the TSE Gas/Electric Index, and

the S&P/TSX Utilities Sector."

As Schedule 14, page 1 indicates, there was a significant decline in the calculated "raw" monthly

five-year betas of the individual Canadian regulated utilities between 1994-1998 and 1999-2005

(from approximately 0.50 to 0.0 and slightly negative). Following an increase in 2007 to slightly

above 0.50, the "raw" monthly betas for the individual . Canadian regulated utilities again

declined in 2008 to approximately 0.20 and have remained at a similar level through the end of

2011.

The observed levels and pattern of the calculated "raw" utility betas in 1999-2011 can be traced

to four factors: (1) the technology sector bubble and subsequent bust; (2) the dominance in the

TSE 300 of two firms during the early part of the.:"bubble.and bust" period, Nortel Networks:and

BCE; (3) the greater sensitivity of utility stock prices than. the. equity market composite to rising

99 The use of price betas for utilities has been criticized on the grounds that the exclusion of dividends from the
calculated betas overestimates the betas. A comparison of price and total return (including dividends) betas for
Canadian utilities showed that there was no material difference between the two.
loo The S&P/TSX Utilities Sector was created in 2002 (with historic data-calculated-fromyear-end 197), when the
TSE 300 was revamped to create the S&P/TSX Composite. The Utilities Sector was essentially an amalgamation of
the former TSE 300 Gas/Electric. and Pipeline sub-indices. In May 2004, the pipelines were moved to the Energy
Sector.

Foster Associates, Inc.
Page 190



2312

2313

2314

2315

2316

2317

2318

.2319

2320

2321

2322

2323
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2325

and falling interest rates (e.g., during the equity market "bubble" of 1999 and early 2000 and

during the first half of 2006); and (4) the more extreme price changes of the market as a whole

during the financial crisis and the subsequent market recovery. '''

There can be significant differences in measured "raw" betas depending on the interval over

which the change in share price is calculated. Betas calculated using monthly changes in price

can differ systematically from betas calculated using weekly. changes in prices. 102 Table 16

below shows that, for the five large Canadian utilities whose shares are regularly traded, the

mean and median five-year "raw" betas ending December 2008 to December 2011 calculated

using weekly price changes were twice as high as the corresponding mean and median betas

calculated using monthly price changes. 103 These large differences due solely to the choice of

interval cast significant doubt on how meaningful. calculated betas are as a measure of relative

risk.

101 Schedule 12 shows that utilities were not the only companies whose betas were negatively impacted by the
technology sector bubble and subsequent market decline. To illustrate, the five-year monthly beta ending 1997 of
the Consumer Staples Sector was 0.62; the corresponding betas ending 2003 and 2004 were -0.08 and -0.07
respectively. In contrast, over the same periods, the beta of the Information Technology Sector rose from 1.57 to
2.87. Schedule 12 also demonstrates how variable betas are generally. For example, between 2002 and 2011, the
five-year monthly betas for the energy sector ranged from 0.17 to 1.44.
102 There is no theoretically correct time interval for calculations of betas. Betas are frequently, but not exclusively,
measured over five years using monthly price change intervals (60 observations). For example, Bloomberg
calculates betas over three-year periods using weekly price change intervals (156 observations) whereas Value Line,
which also utilizes weekly prices, estimates the beta over a period of 2.5 to 5 years (over 250 observations). The
measurement of betas over a five-year period is simply a convention. In Modern Portfolio Theory, The Capital
Asset Pricing Model et Arbitrage Pricing Theory: A User's Guide, 2°d Ed., Englewood Cliffs, New Jersey:
Prentice-Hall, 1987, page 114, the author, Dr. Diana Harrington, noted that the CAM itself provides no guidance
with respect to the choice of a measurement horizon; the five-year estimation period ,(i.e., 6Q monthly observations)
became widely used because of the availability of monthly data . in computer=readable =form; and the need for a
reasonably sized sample.
103 A similar pattern can be observed	 forthe proxy sample	 of U.S. utilities.

	

Weekly Dats

	

Mont i& Data
Mean Median Mean. . Mean-

2008 0.60

	

0.61

	

037

	

0.37
2009 0.60

	

0.61

	

0.40

	

0:38
2010 0.61

	

0.61

	

0.43

	

0.40

2011 0:59

	

0.62

	

0.42

	

0.37
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Table 16

Weekly Data Monthly Data
Mean Median Mean Median

2008 0.46 0.45 0.25 0.21
2009 0.43 0.44 0.22 0.2
2010 0.44 0.44 0.23 0.21
2011 0.45 0.44 0.21 .0.21

2327

2328 3.c.(iv) Canadian Regulated Company Returns and "Raw" Betas
2329

The equity betas of traded Canadian utility company shares and of the S&PITSX Utilities Index

explain a relatively small percentage of the actual achieved market returns over time. The

following analysis 1) estimates how much of the historical utility market returns can be

explained by the equity market, long-term Government of Canada bonds and other factors and 2)

uses these relationships to assist in the determination of an appropriate estimate of the required

relative risk adjustment.

In the context of the CAPM, the utility return should equal:

Risk Free Rate + Beta X (Equity Market Return - Risk-Free Rate)

A regression of the monthly returns on the TSX Utilities Index against the market risk premium

measured as the return on the TSX Composite less . the risk-free rate as proxied by 90-day

Treasury bill returns over the period 1970-2011 104 shows the following:

Table 17

104 The Monthly TSX Utilities Index Returns are comprised of the monthly returns on the TSE Gas & Electric Index
for the period January 1970 to April 2003 and the monthly returns on the S&PITSX Utilities Index for the period
Ma 2003 to December 2011.

Foster Associates, Inc.
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5.4.

	

13.8
R2

	

= 28%

}

2330

2331

2332

2333

2334

2335

2336

2337

2338

2339

2340

2341

2342

2343

2344

2345

2346

Page 192



2347

2348

2349

2350

2351

2352

2353

2354

2355

2356

2357

2358

2359

2360

2361

2362

The relationship quantified in the above equation suggests a long-term utility beta of 0.465.

However, the R2, which measures how much of the variability in utility returns is . explained by

variability in the returns of the equity market as a whole, is only 28%. That means 72% of the

monthly volatility in. utility returns remains unexplained. 105 The intercept in the equation should,

in principle, represent the risk-free rate. Over the entire 1970-2011 period, the average annual

return on Treasury bills was 7.0%; the corresponding intercept in the equation above is 1.0.85%,

when expressed on an annualized basis. 146 The difference between the calculated intercept and

the average 90-day Treasury bill return of approximately 3.9% represents the component of the

utility return incremental to what the CAPM would predict.

Since utility shares are interest sensitive, the regression was expanded to capture the impact of

movements in long-term Canada bond prices on utility returns. The addition of monthly excess

long-term Canada bond returns to the analysis indicates the following:

. Table 18.

Monthly TSX

	

Monthly TSE
CompositeUtilities

	

= 0.0075 + AOIndex Return

	

Excess Return
over T-bills

t -statistics = 5.0

	

12.4
R2 =37%

Monthly Excess .
Long Canada
Bond Return
over T -bills

}

8.6

2363 When government bond returns are added. as a further explanatory variable, somewhat more of

2364 the observed volatility in utility stock prices is explained, (37% versus 28%). : The second

2365 regression equation suggests that utility returns have had approximately 40% of the volatility of

2366 equity market returns and approximately 46% of the volatility of government bond market

2367 returns, the latter consistent with utility comnionstocks' interest 'sensitivity. Nevertheless, the

2368 equation still leaves more than half of the utility return volatility unexplained:

1°5 As shown in Schedule 14, page 2 of 6, the R2s of the monthly betas for individual Canadian utilities calculated
over five-year periods ending 2004 to 2011 have been extremely low, averaging less than 10%. The low R2s
indicate that very little of the volatility in the utility share prices is explained by the volatility in the equity market
composite. It bears noting that, while the five-year "raw" monthly and weekly betas ending December 2011 of
Canadian Utilities Limited, at 0.03 and 0.38 respectively, are the lowest of the-individual Canadian utilities, its
absolute price volatility, measured by the standard deviation of monthly price changes, was the highest of the group.
106 The regression was performed using monthly data, so the intercept of 0.009 is equal to the monthly return on 90-
day Treasury bills. The annualized return is equal to (1+.009) A12-1.0 = 0.1085 = 10.85%. .
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2387
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2389

2390

2391

2392

2393

2394

2395

In this equation; the market equity risk premium is equal to the return on the equity market

composite less the Treasury bill return and the long-term Canada bond risk premium, or maturity

premium, is equal to the return on the long-term Canada bond less the Treasury bill return. The

intercept in the equation in Table 18, as was the case in Table 17, is the sum of the risk-free rate *

as proxied by the 90-day Treasury bill return, and the component of the return which differs from

what the CAPM would have. predicted. As in Table 17, the equation intercept is a monthly

number. When annualized, the intercept equals approximately 9.4%. 107 Since the average

annualized Treasury bill return over the 1970-2011 period of analysis was 7.0%, the indicated

utility return was 2.5% higher than predicted by the two variable model.

To assess whether this unexplained component. of the utility returns arises from a downward

trend in utility risk over the period 1970-2011, I analyzed the trend in the relative total volatility

of the S&PITSX Utilities Index, measured by the ratio of five-year monthly standard deviations

of the total market returns of the Utilities . Index to those of Composite: The results of the

analysis indicated that, although the relative volatility was not constant throughout the period,

there has not been a statistically significant trend up or down in the relative total risk of the

Utilities Index compared to the Composite over the period 1970-2011.

The objective of the relative risk adjustment is to predict the investors' required or expected

return. To do so, the persistent large component of the. achieved utility return, as reflected in the

equations' intercepts, which is above what the CAPM or the two variable model would have

predicted, should be explicitly accounted for. The use of the. calculated "raw" . Canadian betas

alone as an estimate of the relative risk adjustment, without consideration of the extent to which

the two. models have underestimated the utility return, , will result in the underestimation of

expected utility returns. ' °8

10 (1.0 + 0.0075.)^12 --1.0 - .0944 W 9.44%.
los The explicit recognition of the unexplained component of the return is consistent with the empirical observation
that low beta stocks, including, but not limited to, utilities have historically earned returns higher than the CAPM
predicts, with the converse observed for high beta stocks.
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2396 The equations in Tables 17 and 18 above can be solved in order to estimate a reasonable utility

2397 relative risk adjustment. To do so, values for the three. independent variables (TSX equity

2398 market return, long-term Canada bond return and Treasury bill return) - must be specified. For the

2399 TSX, the estimated equity market return of 11.5% developed above was used. For the long-term

2400 Canada bond return, the 4.0% yield forecast for 2013-2015 was used as a proxy. As regards the

2401 Treasury bill return, a normalized yield of 2.75% was used, reflecting the. historical average yield

2402 spread between 30-year Government of Canada bonds and 90-day Treasury.: bills of

2403 approximately 1.25% (4.0% - 1.25% = 2.75%)..in. addition, estimates of the incremental utility

2404 return (i.e., the component of the return not captured by ' the models) are required. These

2405 estimates were based on two alternative assumptions: (1) the. incremental expected utility return

2406 is the same in absolute terms as it was historically; and (2) the incremental expected utility return

2407 is in the same proportion to the total utility return as was the case historically.

2408

2409 Under the first assumption, the single and two variable models and the resulting indicated

2410 relative risk adjustments are as follows:

	

.

2411

2412

	

Table 19
Equity Market Return (EMR):
Risk Free Rate (RF = T-Bill Yield):

11.50%
, 2.75%

8.75%Equity Market Risk Premium (MRP = 1.1.5% - 2.75%:

Model

Utility
Equity
Beta

Utility
Bond
Beta

Incremental
Utility
Return

Utility
Return, .

Utility.
Risk

Premium
Relative Risk

. Adjustment
(1) (2) .

	

(3} (4) (5)= (4):Rl' (6) = (5)1MRP

Single Variable 0.465 NIA ' 3.90% 10.70%" 7.95% 0.91
Two Variable 0.400 0.46 2.50% 9.32%V 6.57% 0.75

2414
2415

	

1! 10.7% =3.9%+2.75%+0.465*.1VRP.
2416

	

9.32% = 2.5% + 2.75% +0 40*MRP + 0.46*(1.25%), where 1.25% is the maturityrisk premium.
2417

2418 In the alternative, as noted above, the prospective incremental component of the utility return can

2419 be estimated to be in the same proportion to the total utility return as was the case historically.

2420 These proportions are approximately 30%b09 in the case of the single variable model and 20%%1 to

109 3.9%/12.7% 30%.
u° 2.5%112:7% 20%.
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2421 in the case of the two variable model. In these two cases, the expected utility returns are 9.8%

2422 (single variable) and 8.5% (two variable) respectively. lll The indicated utility risk premiums

2423 above the Treasury bill yield are 7.1% and 5.75%, corresponding to. relative risk adjustments of

2424 0.81 and 0.66, or a mid-point close to 0.75.1 t2

2425

2426 Based on all four approaches, the indicated relative risk adjustment is in the range of 0.66 to 0.91

2427 (mid-point of 0.78).

2428

3 .c.(v) Use of Adjusted Betas

From the calculated "raw" betas, the inference can readily be made that regulated companies are

less risky than the equity market composite, which by construction has a beta of 1.0. The more

difficult task is determining how the "raw" beta translates into a relative risk adjustment that

captures utility investors' return requirements. In order to arrive ata reasonable relative risk

adjustment, the normative ("what should happen") CAPM needs to be integrated with what has

been empirically observed ("what does or has happened"). Empirical studies have shown that

stocks with low betas (less than the equity market beta of 1.0) have achieved returns higher than

predicted by the. single variable (i.e., equity beta) CAPM. Conversely, stocks with betas higher

than the equity market beta of 1.0 have achieved lower returns than the model predicts. 113

The use of betas that are adjusted toward the equity market beta of 1.0, rather than the calculated

"raw" betas, is a partial recognition of the observed tendency oflow (high) beta stocks to achieve

higher (lower) returns than predicted by the simple CAPM. Adjusted historical betas are a

standard means of estimating expected betas, and are widely disseminated to investors by

investment research fines, including Bloomberg, Value Line . and Merrill Lynch. All three of

these firms use a similar methodology to adjust "raw" betas toward the equity market beta of 1.0.

Their methodologies give approximately 213 weight to the calculated "raw" beta and 1/3 weight

to the equity market beta of 1.0. While the rationale for the specific adjustment formula reflects

111 9.8% = (2.75% + 0.465*8.75%)/(1-30%); 8.5% = (2.75% + (0.40*8.75%) + (0.46 `1.25%))/(1-20%).
112 9.8%-2.75% .- 0.81; 8.5%-2.75%=0.66.

11.5%-2.75%

	

11.5%-2.75%
113 See Appendix A, page A-18.
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the tendency for betas in general to drift toward the market mean beta of 1.0, the adjustment is

also justified on the grounds that the adjusted. betas are better predictors of returns than "raw"

betas. i 14

The following table presents recent reported Bloomberg adjusted betas for the five major

Canadian utilities. Based solely on the recent Bloomberg betas, the relative risk adjustment

would be approximately 0.62 to 0.64. The application of the same adjustment formula used by

Bloomberg to the long-term calculated "raw" beta of 0.46 . for the TSX . Utilities Index shown in

Table 17 above results in a relative risk adjustment of close to 0.65. 115

Table 20

Company.
Bloomberg

Beta
Canadian Utilities Ltd. 032
Emera Inc. 0.71
Enbridge Inc. 0.62
Fortis Inc. 035
TransCanada Corp.. 0.58
Average 0.64
Median 0.62

2460

	

Source: Bloomberg.

The widely disseminated Value Line adjusted betas (based on weekly price change intervals) for

the comparable U.S. utility sample provide a further indicator of the relevant risk adjustment for

the benchmark BC utility. As summarized on Schedule 14, page. 6 of 6, the reported Value Line

betas for the sample of U.S. utilities have been approximately 0.675 on average for the five year

periods ending 1996-2011, identical to the recent level (median of 0.675).

pia Pablo Fernandez and Vicente Bermejo, in an article entitled f 1 Does a Better Job than Calculated Betas, May
19, 2009, find that adjusted betas (0.67 X calculated beta +0.33 X Market Beta of 1.0) do a better job of predicting
returns than the calculated beta. They also find that assuming a beta of 1.0 (i.e., the market beta) does a better job
than the adjusted beta.

15 Adjusted beta = 0.67 x "Raw" Beta + 0.33 x Market Beta of 1.0.
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2468 3.c.(vi) Relative Risk Adjustment

2469

2470 A summary of the results of the preceding analysis is set out in the table below:

2471

2472

	

Table 21

Relative Risk Indicator Relative Risk Factor
Total Market Risk (Standard Deviations) 0.65-0.70

Relative Historic Returns and Betas: Canadian.Utilities 0.75-0.78
Recent Bloomberg Adjusted Beta: Canadian Utilities. 0.62-0.64
Long-term Adjusted Beta: Canadian Utilities Index . 0.65_

Value Line Betas: U.S. Utility Simple 0.675

These results support a relative risk adjustment for the benchmark BC utility in the approximate

range of 0.65-0.70.

3.d. Risk-Adjusted Equity Market Risk Premium Test Results

The equity market risk premium was previously estimated to be 7.25% to 7.5% at the forecast

4.0% 30-year Government of Canada bond yield. At an equity market risk premium of 7.25% to

7.5% and a relative risk adjustment of 0.65-0.70, the indicated equity risk premium for the

benchmark BC utility i.e., FBI, is in the range of approximately 5.2% to 5.6%. Based on the

risk-adjusted equity market risk premium test, the corresponding cost of equity is in the range of

approximately 8.9% to 9.1% (mid-point of 9.0%).

4.

	

DCF-Based Equity Risk Premium Test

4.a. Overview

The Discounted Cash Flow-Based (DCF-Based) Equity Risk Premium Test estimates the utility

equity risk premium as the difference between the DCF cost of equity and yields on long-term

government bonds.

The DCF-based equity risk premium test estimates the equity risk premium directly for regulated

companies by explicitly analyzing regulated company equity return data. In contrast, the risk

adjusted equity market risk premium test discussed above estimates the required utility equity

Foster Associates, Inc.
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2495

24496

2497
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. 2499

2500

2501

2502

2503

2504

2505

2506

2507

2508

2509

2510
2511

2512

2513

2514

2515

2516

2517

risk premium indirectly, that is, it focuses on the risk-free rate. and returns at the overall market

level. Of the components of that test, only the relative risk adjustment is derived directly from

utility :specific data.

The DCF-based equity risk premium test was applied to a sample of U.S. utilities. 116 The DCF-

based equity risk premium test was applied only to the sample of U.S. utilities, because its

application requires. a history of consensus long-term earnings growth rate forecasts, which is not

available for Canadian utilities!"

A key advantage of the DCF-based equity risk premium test relative to the other equity risk

premium, tests is that it can be used to test the relationship between the cost of equity (or risk

premiums) and interest rates (and/or other variables).1 1 8 In the application of this test,

relationships between utility risk premiums, long-term government bond yields, the spread

between the yields on long-term utility and government bond yields and utility bond yields were

examined.

4.b. Constant Growth DCF-Based Equity Risk Premium Test

The constant growth DCF model was used to construct a monthly series of expected utility

returns for each of the US. utilities in the sample from I998-2012 .QI. 119 . The construction of the

monthly constant growth DCF costs of equity and the corresponding equity risk premiums is

described in Appendix D.. ,

i6 The selection criteria for the sample of U.S. utilities to which the DCF-Based Equity Risk Premium Test was
a
pp

lied are found in Appendix B.
Analysts' forecasts of long-term earnings growth for Canadian utzlitie _current y accessible, which permits

the application of the DCF test to Canadian utilities. However, there is no readily accessible history of those
forecasts which would permit the application of the DCF-based equity. r̀isk premium test to a sample of Canadian
utilities.
118 Of the three equity risk premium tests conducted, the DCF-based. equity risk premium test is the only one that
lends itself to explicitly estimating the relationship between utility equity risk premiums (or the utility cost of equity)
and interest rates.
119 The choice. of period 1998-201201 reflects the years during which 'long-term Canada and U. S. Treasury bond
yields have been broadly similar, It is also intended to, balance the exclusion of periods that are dissimilar to current
relationships between equity costs and government bond yields and the inclusion of sufficient observations to
construct a reliable analysis.
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2518 For. the sample of U.S. utilities, the constant growth DCF-based equity risk premium test

2519 indicates that the average 1998-2012Q1 utility risk premium was 5.0%, corresponding to an

2520 average long-term government bond yield of 4.9%. The data also show that the risk premium

2521 averaged 4.6% when long-term government bond yields were 6.0% or higher and 6.5% when

2522 long-term. government bond yields were below 4.0%.

2523

2524 The table below sets out the observed utility equity risk premium at various levels of long-term

2525 government bond yields based on the results of the 1998-2012Q1 constant growth analysis.

2526
2527

	

Table 22

Government
Bond Yield Below 4.0% 4.0%-5.0% 5.0%-6.0% Abbve 6.0%

Utility Equity
Risk Premium 6.5% 5.1 % 4.6% 4.6%

Source: Schedule 16, page 1 of 4.

The data indicate that the utility equity risk premium is higher at lower levels of interest rates

than it is at higher levels of interest rates, i.e., there is an inverse relationship, between long-term

government bond yields and the utility equity risk premium.

4.c. Three-Stage DCF-Based Equity Risk Premium Test

The DCF-based risk premium test was also applied using a three-stage DCF model. The

construction of the monthly three-stage DCF cost of equity estimates is described in Appendix

D. The use of the three-stage model, which assumes that, in the long run, earnings growth for

the utility sample will converge to the long-term rate of growth in the economy, effectively

lessens the volatility of the monthly growth rates utilized in the constant growth analysis!"

Based on the three stage growth model, the average utility equity risk premium was 5.2% at an

average 30-year government bond yield of 4.9%. The table below sets out the observed utility

t20 The standard deviation of the monthly sample I/B/E/S growth rates is approximately 0.5; the standard deviation
of the monthly implied growth rates utilized in the three-stage DCF-based risk premium analysis is approximately
0.3.
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2543 equity risk premium at various levels of long-term government band yields based on the results
2544 ofthe 1998-2012Q1 three-stage growth analysis.

2545

2546

	

Table 23

Government
Bond Yield Below 4.0% 4.0%-5.0% 5.0%-6.0% Above 6.0%

Utility Equity
Risk Premium L 6.4% 5.3% 4.8°,/0.

	

.. 4.5%
Source: Schedule 16, page 3 of 4.

4.d. Relationships between Equity Risk Premiums andInterest Rates

Using the constant growth and three-stage growth DCF models, the relationship between 30-year

government bond yields (independent variable) and the corresponding utility equity risk

premiums (dependent variable) was tested. The analysis indicated that, based on the constant

growth model, over the 1998-2012Q1 period, on average, _for each 100basispoint change in the

long-term government bond yield, the utility "equity risk premium moved in the opposite

direction by approximately 77 basis points. The results using the three-stage model showed a 65

basis point increase (decrease) in the utility equity risk premium for every 100 basis point

decrease (increase) in the long-term government bond yield. 12'

The table below sets out the utility equity risk premium at various levels of long-term

government bond yields based on the regressions using long-term government bond yields as the

sole independent variable.

	

.

Table 24

Government
Bond Yield 3.0% 4.0% 5.0% 6.0% 7:0%"

Utility Equity Risk Premium:
Constant Growth 6.5% "5.'7%0 4.9% ..2%u 3:4%0

Three-stage Growth 6.4% 5.8% . 5.1% 4.5% 3.8%
2564

	

Source: Schedule 16, pages 2 and 4 of 4.

121 Expressed in terms of cost of equity, the cost of equity, as measured by the constant growth and three-stage DCF-
based equity risk premium tests, increases (decreases) by approximately 25 to 35 basis points for every one
percentage point increase (decrease) in the long-term government bond yield.
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The analysis demonstrates that the utility equity risk premium is higher at lower levels of interest

rates than it is at higher levels of interest rates, i.e., there is an inverse relationship between long-

term government bond yields and the utility equity risk premium.

However, this specific analysis indicates that utility equity risk premiums are much more

sensitive to, and the corresponding utility cost of equity much less sensitive to, long-term

government bond yields than was assumed by the automatic ROE adjustment formula adopted

by the BCUC in 2006 and terminated in 2009. That formula assumes that the utility equity risk

premium increases/decreases by 25 basis points for every one percentage decrease/increase in the

long-term Government of Canada bond yield.

The single independent variable analysis reflects only the relationship between the equity risk

premium and government bond yields to the exclusion of other factors which impact on the cost

of equity.

To capture the impact of other factors, corporate bond yield spreads were incorporated into the

analysis. The magnitude of the spread between corporate bond yields and government bond

yields is frequently used as a proxy for changes in investors' risk perception or willingness to

take risk. Various empirical studies have shown that there is a positive correlation between

corporate yield spreads and the equity risk premium. r2 In the two independent variable

regression analysis, government bond yields and the spread between long-term A-rated utility

and government bond yields were both used as independent variables and the utility equity risk

premium was the dependent variable. The two independent variable analysis indicates: that,

while the utility risk premium has been negatively related to the level of government bond yields,

it has been positively related to the spread between utility bond yields and government bond

yields.

Examples include: N.F. Chen, R. Roll, and S. A. Ross, "Economic Forces and the Stock Market", Journal of

Business, Vol. 59, No. 3, July 1986, pages 383-403 and-R.8. Harris and F .C. Marston, "Estimating Shareholder Risk

Premia Using Analysts ' Growth Forecasts, Financial Management,. Summer 1992, pages 63-70.
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2593 Specifically, over the 1998-2012Q1 period, the constant growth analysis showed that the utility

2594 equity risk premium increased or decreased by approximately 86 basis points when the

2595 government bond yield decreased or increased by 100 basis points and increased or decreased by

2596 approximately eleven basis points for every ten basis point increase or decrease in the

2597 utility/government bond yield spread (Schedule 16, page 2 of 4). The three-stage growth DCF

2598 model indicates that the utility equity risk premium increased or decreased. by approximately 70

2599 basis points when the government bond yield decreased or increased by 100 basis points and

2600 increased or decreased by approximately seven basis points for every ten basis point increase or

2601 decrease m the utility/government bond yield spread (Schedule 16, page 4 of 4).

2602

2603 The two independent variables (long-term government bond yields and the long-term A- rated

2604 utility bond/government bond yield spread) can be collapsed into a single independent variable,

2605 the long-term A-rated utility bond yield. That analysis shows the utility equity risk premium

2606 rising and falling by approximately 55% to 60% of the change in the A-rated utility bond yield.

2607 using the constant growth and three-stage growth models (Schedule 16, pages 2 and 4 of 4).

2608

2609

2610

2611

2612

2613

2614

2615

2616 Initially, the risk premiums indicated by the quarterly allowed ROEs from 1998 to 2012Q1 were

2617 regressed against long-term Treasury bond yields lagged by 'six monthss.' 24 The result indicated

2618 that the utility equity risk premium increased or decreased by approximately 45 basis points: for

2619 every one percentage point decrease or increase inlong term goveztanient bond yields.

123. The analysis was not performed for Canadian utilities due. to the widespread use of formulas over an extended
period that specified the relationship between government bond yields and allowed ROEs. Thus, the analysis would

p
rovide no independent estimate of the relationship.

24 The government bond yields and the spread variables. were lagged by six months behind the quarter of the ROE
decisions to take account of the fact that the dates of the decisions will lag the period covered by the market data on
which the ROE decisions would have been based.

Foster Associates, inc.

To further test the sensitivity of the utility cost of equity to changes in long-term government

bond yields and utility/government bond yield spreads, quarterly ROEs allowed for U.S.

utilitiest23 were used as a proxy for the utility cost of equity. The average allowed ROEs can be

viewed as a measure of the utility cost of equity as they represent the outcomes of multiple rate

proceedings across multiple jurisdictions, which in turn.retlect the application of various cost of

equity tests by parties representing both the utility and ratepayers.

Page 1103



2620

2621

2622

2623

2624

2625

2626

2627

2628

2629

2630

2631

2632

2633

2634

2635

2636

2637

2638

2639

2640

2641

2642

2643

2644

When long-term A-rated utility/government bond yield spreads were added as a second

independent variable, the analysis indicated that (1) the utility equity risk premium increased

(decreased) by approximately 47 basis points for every one percentage point decrease or increase

in long-term. government bond yields; and (2) the utility risk premiums increased or decreased by

approximately 27 basis points for every one percentage point increase or decrease in the long-

term A-rated utility/government bond yield spread.

Collapsing the two independent variables into a single variable, long-term A-rated bond yields,

and regressing those yields against the corresponding utility risk premiums (measured as the

allowed ROE minus the Moody's long-term A-rated utility bond yield lagged six months), the

analysis indicated that the utility risk premiums have decreased (increased) by just over 55 basis

points for every one percentage point increase (decrease) in the A-rated utility bond yield. r25

4.e. DCF-Based Equity Risk Premium Test Results

The regressions were solved using the forecast 4.0% 30-year Canada bond yield. For the 30-year

A-rated utility/Government of Canada bond yield spread, a spread of 135 basis points was

used. 12b

The table below summarizes the estimated relationships among equity risk premiums, long-term

government bond yields and utility/government bond yield spreads applying the various models

to the U.S. utility sample over the 1998-2012Q1 period and the resulting equity risk premiums

and costs of equity at a forecast 4.0% long-term Canada bond yield and a long-term A rated

utility/government bond yield spread of 135 basis points.

125 Details of all the regressions are found in Schedules 16.and 17. The greater sensitivity to interest rates indicated
by the regressions using allowed ROEs as a proxy for the utility cost of equity compared to those using DCF costs of
equity most likely reflects other models, in addition to the DCF, used by regulators in arriving at the allowed ROE.
These models include risk premium models such as the CAPM, ECAPM, ex ante and ex post risk premium models,

which are explicitly tied to interest rates. while the DCF cost of equity is sensitive to bond yields, it is also a
function of factors unique to the equity market.
126 Represents expectation that the spread between the yield on long-term A rated Canadian: utility bonds and
Government of Canada bonds will contract from recent levels (approximately 160 basis points at the end of June
2012) as measured by the spread between the yield on the Bloomberg A-rated Canadian Utility 30 Year Index and
the benchmark long-term Government of Canada bond) as yields on long-term Government of Canada bonds rise.
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2645

	

Table 25

Coefficients Equity
Risk

Premium
Cost of
Equity

Government
Bond

	

_
Bond Yield

Spread
Constant Growth

_ Single Variable -0.77 5.7% 9.7%
-0.86

	

1.06 5.5% 9.5%Two Variable
Three-Sta a Growth

Single Variable ' -0.65

	

n/a 5.7% 9.7%
Two Variable -0.71

	

0.68. 5.6% 9.6% .
Allowed ROEs

	

.
Single Variable -0.46 n/a: 6.2% 10.2%
Two Variable -0.47 0.27 6.1 % 10.1%

Note: "Single Variable" refers to the regression analysis applied only to the long-term
government bond yield and "Two Variable" refers to the addition of the spread
variable to the regression analysis.

Sources: Schedules 16 and 17.

2651 While the indicated sensitivities of the models to changes in long-term government bond yields

2652 vary; they support the conclusion that the utility cost of equity does not-vary-with (or.track),longs

2653 term government bond yields to the extent that has frequently been assumed.

2654

2655 Table 26 below summarizes the regression results using an A-rated bond yield of 5.35% (equal

2656 to the forecast 4.0% 30-year Canada bond yield plus a spread of 135 basis points):

2657

2658

	

Table 26

Model Coefficient

Risk Premium
over A-Rated
Bond Yield

Cost of
Equity

Constant Growth DCF -0.43 4.0% .

	

:. 9.4%
Three-Stage DCF . -0.57 4.2%

	

.. 9.6%,
Allowed ROEs -0.57 4.8% 10.2%

I have not given any weight to the results of the allowed ROE analysis in deriving an estimate of '

the utility cost of equity from the DCF-based risk premium test, as the allowed ROEs do not

represent my own estimates of the cost of equity. Nevertheless, -the=relationships among utility
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2664

equity risks premiums and bond yields established by that analysis provide further support for '

the conclusion that the utility cost of equity does not track government bond yields nearly to the
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2665 extent that has been embedded in most of the automatic adjustment formulas that have been used

2666 in Canada.

2667

2668 Based on the DCF-based regression analyses, at the forecast. 30-year Canada and A-rated utility

2669 bond yields, the indicated utility cost. of equity is in the range of approximately 9.4% to 9.7%,

2670 and approximately 9.6% based on all the DCF-based risk premium models.

2671

2672 5.

	

Historic Utility Equity Risk Premium Test

2673

2674 5.a. Overview

2675

2676 The historic experienced market returns for utilities provide an additional perspective on a

2677 reasonable expectation for the forward-looking utility equity risk premium. Similar to the DCF-

2678 based equity risk premium test, this test estimates the cost of equity for regulated companies

2679 directly by reference to return data for regulated companies. Reliance on achieved equity risk

2680 premiums for utilities as an indicator of what investors expect for the future is based on the

2681 proposition that over the longer term, investors' expectations and experience converge. The

2682 more stable an industry, the more likely it is that this convergence will occur.

2683

2684 5.b. Historic Returns and Risk Premiums

2685

2686 As shown in Table 27 below, over the longest term available (1956-2011), 127 the average

2687 achieved utility (gas and electric combined) equity risk premiums in Canada were 4.2% and

2688 4.8% in relation to total and income returns for long-term Government of Canada bonds

2689 respectively. 125 For U.S. gas utilities, the average historic utility equity risk premiums in relation

2690 to total and income returns on bonds over the. entire . post-World War II period (1947-2011). were

2691

	

5.3% and 6.0% respectively. For U.S. electric utilities, the corresponding average historic utility

2692 equity risk premiums in relation to total and income returns on bonds were 4.4% and 5.1%.

2693

127 The longest period for which Canadian utility index data are available from the Toronto Stock Exchange.
128 Based on the Gas/Electric Index of the TSB 300 from 1956 to 1987 and on the S&P/TSX Utilities Index from
1988-2011.

Foster Associates, Inc.
Page 1106



2694

	

Table 27

Utility Risk Premium
Relative To:

Utility
Equity

Returns

Bond
Total

Returns

Bond
Income
Returns

Bond
Total

Returns

Bond
Income
Returns

Canadian Utilities 12.1% 7.9% 73% 4.2% 4.8%
U.S. Gas Utilities 11.9% 6.6% 5.9% 5.3% : 6.0% .

U.S. Electric Utilities 11:0% 6.6% 5.9% 4.4% 5.1% .

Source:. Schedule 18.

5.c. Trendsin Equity Returnsand Bond Returns

Similar to the risk premiums for the market composite, the magnitude of achieved utility equity

risk premiums is a function of both the equity returns and the bond returns. An analysis of tle` .

underlying data indicates there has, been no secular upward or downward trend in the utility

equity returns. Trend lines fitted to the historic utility equity returns for each of the three utility

indices are flat (Schedule 18, pages 2 and 3 of 3). The historical average utility returns in both

Canada and the U.S. have clustered in the range of 11.0-12.0%. However, the achieved

government bond returns (total and income) in Canada over the period of analysis, at 7.3% to

7.9%, were materially higher than the 4.0% forecast yield on 30-year Government of Canada

bonds.

A reasonable, approach to interpreting the historical utility equity maricet return data is the

recognition of the inverse relationship between utility equity risk premiums and government

bond yields. Table 28 derives estimates of the utility equity risk premium for the longer term

from the historical average risk premiums by applying a 50% sensitivity factor to the difference

between the historical average bond income returns and the forecast Government of Canada

bond yield forecast. A 50% sensitivity factor comports with the lower end of the range of the

sensitivities of utility equity risk premiums to government bond yield changes estimated in

Section VIII.D.3.c above.
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2718

	

. Table 28

Canadian
Utilities

U.S
Gas

Utilities .

US.
Electric
Utilities

Equity Returns (1) 12.1% 11,9% 11.0%
Bond Income Returns (2) 7.3% 5.9% 5.9%

Utility Risk Premium (RP) (3) _ (1)g) 4.8% 6.0% 5.1%
Forecast 30-Year Canada Bond
Yield(LCBY) (4) .4.0% 4.0% . 4.0%.

Change in Bond Yield/Return (5) _ (4) - (2) -3.3% -1.9% -1.9%

Change in Utility Equity RP (6) = - (5) x 5o.% +1.6% +1.0% +1.0%
Utility Equity Risk Premium
at 4.0% LCBY (7)

	

(3) + (6) 6.4% 7.0% 6.2%

2719

	

Source: Schedule 18, page 1 of 3.

2720

At the forecast 4.0% 30-year Government of Canada bond yield and a 50% sensitivity factor

between utility equity risk premiums and long-term government bond yields; the indicated utility

equity risk premium derived from historical averages is in the approximate range of 6.25% to

7.5% (mid-point of estimates of approximately 6.5%).

5.d. Historic Utility Equity Risk Premium Test Results

Recognizing the inverse relationship between utility equity risk premiums and long-term

government bond yields, the historic utility equity risk premium approach indicates a utility

equity risk premium of approximately 6.5% at the forecast 4.0% 30-year Government of Canada

bond yield. The corresponding utility cost of equity is approximately 10.5%.

6.

	

Cast of Equity Based on Equity Risk Premium Tests

The estimated utility costs of equity based on the three equity risk premium methodologies -are

summarized below: .

	

.
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2738

	

Table 29

2739

2740 None of the individual tests, as performed, yields an. inherently superior estimate of the returns

2741 that an investor expects or requires. Thus, each of the methods was accorded equal weight in the
2742 estimation of the cost of equity for the benchmark BC utility, i.e., FEI.

2743

2744 E. DISCOUNTED CASH FLOW TEST ii9

2745

2746 1.

	

Conceptual Underpinnings

2747

	

.

2748 The discounted cash flow approach proceeds from the proposition that the price. of a common

2749 stock is the present value of the future expected cash flows-to the investor, discounted at a rate

2750 that reflects the risk of those cash flows. This proposition is based, in turn, on the efficient

2751 markets hypothesis, which states that the price of a stock today is determined by all of the

2752 available information about the stock. While the Dividend Discount Model, as it is now formally

2753 called, was not so named until the latter half of the twentieth century, '3° . the concept of the

2754 discounted cash flow approach was first expressed in the early 20 th century by Irving Fisher and

2755 later expanded on by J.B. Williams in his classic book, The Theory of Investment Value

2756 (Cambridge, Mass.: Harvard University Press, 1938) in which he stated:

2757

2758

	

A stock is worth the present value of all the dividends ever to be paid upon it, no more,
2759

	

no less ... Present earnings, outlook, financial condition, and capitalization should bear
2760

	

upon the price of a stock only as they assist buyers and sellers in estimating future
2761

	

dividends.
2762

2763 The DCF test allows the analyst to directly estimate the utility cost of equity, in contrast to the

2764 Capital Asset Pricing Model (CAPM), which estimates the cost of equity indirectly. The DCF

129 See Appendix C for a more detailed discussion.
134 Myron Gordon, The Investment, Financing and Valuation of the Corporation, Homewood, Illinois: Irwin, 1962.

Foster Associates, Inc.

Risk Premium Test Cost of Equity
Risk-Adjusted Equity Market' 9.0%

DCF-Based 9.6%
Historic Utility 10.5%
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2766

2767
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2778

2779

2780

2781

2782

2783

2784

2785

2786

2787

2788

2789

2790

2791

2792

2793

2794

model is widely used to estimate the utility cost of equity for the purpose of establishing the

allowed ROE. 131

In simplest terms, the DCF cost of equity model is expressed as follows:

Cost of Equity (k) =

	

Dl.+ g,
Pa

next expected dividend 132
current price
expected growth in dividends

There are multiple versions of the discounted cash flow model available to estimate the

investor's required return on equity, including the constant growth model and multiple period

models- to estimate the cost of equity. The constant growth model rests on the assumption that

investors expect cash flows to grow at a constant rate throughout the life of the stock. Similarly,

a multiple period model rests on the assumption that growth rates will change over the life of the

stock.

2.

	

Application of the DCF Test

2.a. DCF Models

To estimate the DCF cost of equity, both the constant growth model and a multiple stage (three-

stage) model were used. In both cases, the discounted cash flow test was applied to the sample

of U.S. gas and electric utilities selected to serve as a proxy for the benchmark . BC utility (the

same sample used in the DCF-based equity risk premium test), as well as to a sample of

Canadian utilities.

tsi The Commission noted in the 2009 ROE Decision, page 45, "As for the two most commonly used approaches,
the Commission Panel finds that the DCF approach has the more appeal in that it is based on a sound theoretical
base, it is forward looking and can be utility specific."
i32Alternatively expressed as Do (1 + g), where Do is the most recently paid dividend.

Foster Associates, Inc.
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2.b. Growth Estimates

The growth component of the DCF model is an estimate of what investors expect over the

longer-term. For a regulated utility, whose growth prospects are tied to allowed returns, the

estimate of growth expectations is subject to circularity because the analyst is, in some measure,

attempting to project what returns the regulator will allow, and the, extent to_which the utilities

will exceed or fall, short of those returns. To mitigate that circularity, it is important to rely on a

sample of proxies, rather than the subject company. When the subject company does not have

traded shares, a sample of proxies is required. '33

Further, to the extent feasible, one should rely. on estimates of longer-term growth readily

available to investors, rather than superimpose on the analysis one's own view of what growth

should be. The constant growth model was applied to the U.S. sample using two estimates of

long-term growth. The first estimate reflects . the consensus of investment analysts' long-term

earnings growth. forecasts drawn from four sources: Bloomberg, Reuters,-. Value Line and Zacks:

The second is an estimate of sustainable growth. The. sustainable growth rate represents the

growth in earnings that a utility can expect to achieve as a result of the ROE it is expected to earn

and the proportion of the ROE it reinvests plus incremental earnings. growth achievable as a

result of external equity financing. The development of the sustainable growth rates is explained

in detail in Appendix C.

In the application of the DCF test, the reliability of. the analysts' earnings growth forecasts as a

measure of investor expectations has been questioned by some Canadian regulators, : as some

studies have concluded that analysts' earnings growth forecasts are optimistic. However, as long

as investors have believed the forecasts, and have priced the securities accordingly, the resulting

DCF costs of equity are an unbiased estimate of investors' expected returns. That proposition

can be tested indirectly. Three such tests are described Appendix. C. These tests indicate that

the consensus of analysts' long-term earnings growth forecasts is not an upwardly biased

estimate of investor expectations.

ass In addition, any cost of equity estimate that relies on data for only a single company is subject to measurement
error.

Page 1111
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2834

2835

2836

2837

2838

2839

2840

2841

2842

2843

2844

2845

2846

2847

3.

	

Results of the DCF Models

3.a. Results for the Sample of U.S. Utilities

The constant growth model applied to the U.S. utility sample using the consensus of analysts'

long-term earnings growth forecasts indicates a cost of equity of approximately 9.3% (Schedule

19). The utility cost of equity based on the sustainable growth model is approximately 8.7%

(Schedule 20).

The three-stage model is based on the premise that investors expect the growth rate for the

utilities to be equal to the analysts' forecasts (which are five year projections) for the first five

years, but, in the longer-term to migrate to the expected long-run rate of nominal growth in the

economy. 134 The three-stage DCF model is fully described in Appendix C. The three-stage

model applied to the sample of U.S. utilities indicates a cost of equity of approximately 9.2%

(Schedule 21).

3 .b. Results for the Sample of Canadian Utilities

The constant growth and three-stage DCF models were also applied to the the major publicly-

traded Canadian utilities. '35 The application of the constant growth model to the Canadian

utilities indicated a cost of equity of approximately 11.0%; see Schedule 22. The cost of equity

developed using the three-stage model indicates a cost of equity of approximately 8.6%; see

Schedule 23.

Asa A three-stage, rather than two-stage, model was used, as the former incorporates the more likely assumption that
investors would anticipate a gradual transition, rather than immediate=shift; to the long-term perpetual growth rate.
'35 For the five major publicly-traded Canadian utilities, the consensus long-term earnings growth forecasts were
obtained from Reuters, as it provided the highest number of analysts' forecasts for each company. There are no
widely available estimates of long-term expected returns on equity and earnings retention rates from which to make
forecasts of sustainable growth.

Foster Associates, Inc.
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2848 3.c. DCF Cost of Equity.

2849

2850 The table below summarizes the results of the DCF models applied to both the U.S. and

2851. Canadian utility samples.

2852

2853

	

Table 30

ConstantGrowth
Analysts' EPS

Forecasts
Sustainable.

Growth
Three-Stage

Model
U.S. Utilities 9.3% 8.7% 9.2%

Canadian. Utilities 11.0% N/A 8.6%

Source: Schedules 19-23.

The constant growth and three-stage DCF models applied to the U.S. sample indicate a utility

cost of equity of approximately 9.0%. For the Canadian utilities, the higher long-term earnings

growth forecasts in conjunction with lower dividend yields lead to a wider range of DCF test

results than for the U.S. utilities. Based on the mid-point of the range of the constant growth and

three-stage models, the cost of equity for the Canadian utility sample is approximately 9.8%.

The application of both constant growth and three-stage models to the two samples supports a

DCF cost of equity of approximately 9.1% to 9.8% (mid-point of approximately 9.4%).

2864 F. COMPARABLE EARNINGS TEST

2865

2866 The comparable earnings test provides a measure . of the fair return based. on the. concept. of

2867 opportunity cost. Specifically, the test arises from the notion that capital should not be

2868 committed to a venture unless it can earn a return commensurate with that available

2869 prospectively in alternative ventures of comparable risk. Since regulation is a surrogate for

2870 competition, the opportunity cost principle entails permitting utilities the opportunity to earn a

2871 return commensurate with the levels achievable by competitive firms facing similar risk. The

2872 comparable earnings test, which measures returns in relation. to book value, is the only. test that

2873 can be directly applied to the equity component of an original : cost rate base without. an

2874 adjustment to correct for the discrepancy between book values and current market values.

...
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2875

2876

2877

2878

2879

2880

288.1

2882

2883

2884

2885

2886

2887

2888

2889

2890

2891

2892

2893

2894

2895

2896

2897

2898

2899

2900

2901

2902

2903 .

2904

2905

Neither the equity risk premium results nor the DCF results, if left without adjustment,

recognizes the discrepancy. The 50 basis point financing flexibility adjustment that has typically

been applied by Canadian regulators to the market based tests only minimally addresses the

discrepancy.

The comparable earnings test is an implementation of the comparable returns standard, as

distinguished from the cost of attracting capital standard. The comparable earnings test

recognizes that utility costs are measured in vintaged dollars and rates are based on accounting

costs, not economic costs. In contrast, the tests for estimating the cost of attracting capital rely

on costs expressed in dollars of current purchasing power, i.e., a market-related cost of capital.

In the absence of experienced inflation, the two concepts would be quite similar, but the impact

of inflation has rendered them dissimilar and distinct.

The concept that regulation is a surrogate for competition may be interpreted to mean that the

combination of an original cost rate base and a fair return should result in a value to investors

commensurate with that of competitive ventures of similar risk. The fact that an original cost

rate base provides a starting point for the application of a fair return does not mean that the

original cost of the assets is a measure of their fair value. The concept that regulation is a

surrogate for competition implies that the regulatory application of a fair return to an original

cost rate base should result in a value to investors commensurate with that of similar risk

competitive ventures. The comparable returns standard, as well as the principle of fairness,

suggests that, if competitive firms facing a level of total risk similar to utilities are able to

maintain the value of their assets considerably above book value, the return allowed to utilities

should not seek to maintain the value of utility assets at book value. It is critical that the

regulator recognize the comparable returns standard when setting a fair return;

The comparable earnings test remains the only test that explicitly recognizes that, in the *North

American regulatory framework, the return is applied to an original cost (book. value) rate base.

The persistence of moderate inflation continues to create systematic deviations between book

and market. values. Application of a market-derived cost of capital to book value ignores that

distinction. The application of the results of the cost of attracting capital tests, i.e., equity risk

Foster Associates, Uric:
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2906 premium and discounted cash flow to the book value of equity, unless adjusted, do not make any

2907 allowance for the discrepancy between the return on market value and the corresponding fair

2908 return on book value. The comparable earnings test, however, does. It applies "apples to

2909 apples", i.e., a book value-measured return is applied to a book value-measured equity

2910 investment.

2911

2912 The principal issues in the application of the comparable earnings test are: 136

2913

2914

	

1.

	

The selection of a sample of unregulated companies . of reasonably comparable

2915

	

total risk to a Canadian utility.

2916

	

2.

	

The selection of an appropriate time period over which returns are to be measured

2917

	

in order to estimate prospective returns.

2918

	

3

	

The need for any adjustment to the "raw" comparable earnings results . if the

2919

	

selected unregulated companies are not of precisely equivalent risk to a utility.

2920

	

4.

	

The need for a downward adjustment for the unregulated companies' market/book

2921

	

ratios.

2922

2923 The application of the comparable earnings test first requires the selection of a sample of

2924 unregulated companies of reasonably comparable risk to the benchmark BC utility, FBI. The

2925 selection should conform to investor perceptions of the risk characteristics of utilities, which are

2926 generally characterized by relative stability of earnings, dividends and market prices. These

2927 were the principal criteria for the selection of a sample. of unregulated companies (from

2928 consumer-oriented industries). The criteria for selecting comparable unregulated low risk

2929 companies include industry, size, dividend history, capital structures, bond ratings and betas (See

2930 Appendix E).

2931

2932 Since the universe of Canadian unregulated companies is sufficiently large to produce a

2933 representative sample of sufficient size, the focus of the comparable earnings analysis was on

136 Full discussion in Appendix E.

Foster Associates, Inc.
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Canadian firms. The application of the selection criteria to the Canadian universe produced a

sample of 21 companies.

Next, since unregulated companies' returns on equity tend to be cyclical, the selection of an

appropriate period for measuring their returns must be determined. The period selected should,

in principle, encompass an entire business cycle, covering years of both expansion and decline.

That cycle should be representative of a future normal cycle, e.g.; the historic and forecast cycles

should be similar in terms of inflation and real economic growth. The last full business cycle,

encompassing 1995-2011, may overestimate the returns on equity achievable going forward as

nominal economic growth was higher, on average, than is projected for e the longer term. As a

result, the focus of the test was on the period 2004-2011, which commences subsequent to the

2001 downturn and includes the 2008-2009 recession. The period 2004-2011 represents an

appropriate proxy for the next business cycle, as the average experienced rates of inflation and

economic growth. were reasonably similar to the average rates projected by economists over the

next decade. The experienced returns on equity of the sample of 21 Canadian low risk

unregulated companies over this period were in the range of 12.25%-13.5% (see Appendix E and

Schedule 25).

The next step is to assess whether or not there is a need to adjust the "raw" comparable earnings

results to reflect the differential risk of a Canadian utility relative to the selected unregulated

companies. The comparative risk data (including betas and bond ratings) indicate that the

unregulated Canadian companies are of higher risk than the benchmark BC utility, FEI. To

recognize the unregulated companies' higher risk, a downward , adjustment of .125 to :150 is

points i37 to their returns on equity was made, resulting in a comparable earnings result in the

range of 11.0% to 12.0%.

The final step is to assess the need for a market/hook adjustment to the comparable earnings

results. The sample results would warrant such an adjustment if theirmarket/book ratios relative

to the overall market indicated an ability to exert market power. In other words, a high

137 Based on the typical spread between Moody 's BBB-rated long-term industrial bond yields and long-term A-rated
utility bond yields and the relative betas of the unregulated companies and Canadian utilities.
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market/book ratio (relative to that of the overall market) could suggest returns on equity that
were higher than the levels achievable if market power were not present. The average

market/book ratios of the sample of Canadian comparable unregulated companies Over the both

the full business cycle 1995-2011 and the shorter period 2004-2011 period were 2.3 and 2.2

times, similar to the market/book ratio of the .S&P/TSX composite over the same periods and

lower than the market/book ratio of the S&P 500 (see Appendix E).. The similar to lower

average market/book ratios of the. Canadian sample ofunregulated companies relative to both the

Canadian and U.S. equity market composites indicate no evidence of market power. Thus there

is no rationale for making an additional downward adjustment to the unregulated Canadian

companies' returns on equity due to their market/book ratios. As a result, a fair return on equity

based on the comparable earnings test is approximately 11.0% to 12.0%.

G. ALLOWANCE FOR FINANCING FLEXIBILITY 138

The equity risk premium tests (Section VIII.D) and discounted cash- flow. tests (Section VIII:E)

both indicate a "bare-bones" cost of equity for the benchmark BC utility Of approximately 9.6%.

The financing flexibility allowance is an integral part of the cost. of capital as well as a required

element of the concept of a fair return. The allowance is intended to cover three distinct aspects:

(1) flotation costs, comprising fmancing and market pressure costs arising at the time of the sale

of new equity; (2) a margin, or cushion, for unanticipated capital market conditions; and (3) .

recognition of the "fairness" principle. As indicated above, it is the normal practice of Canadian

regulators to add an adjustment for financing flexibility to the estimated market-based utility cost

ofequity.

In the absence of an .adjustment for financial flexibility, tbe:applicatioii ofa "bare-bones" cost of

equity to the book value of equity, if earned, in theory, limits the market value of equity to its

book value. The fairness principle recognizes the ability : of competitive firms to ° maintain the ..

real value of their assets in excess of book value and thus would not preclude utilities from

achieving a degree of financial integrity that would be anticipated under competition. The

13B See Appendix F for a more complete discussion.
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market/book ratio of the S&P/TSX Composite averaged 2.1 times from 1995-2011; the

corresponding average market/book ratio of the S&P 500 was 3.0 times. 139

At a minimum, the financing flexibility allowance should be adequate to allow a regulated

company to maintain its market value, notionally, at a slight premium to book value, i.e., in the

range of 1.05-1.10 times. At this level, a utility would be able to. recover actual financing costs,

as well as be in a position to raise new equity (under most market conditions) without impairing

its financial integrity. A financing flexibility allowance adequate. to maintain a. market/book in

the range of 1.05-1.10 times is approximately 50 basis. points. 140 As this financing flexibility

adjustment is minimal, it does not fully address the comparable returns standard. The

comparable returns standard can be addressed by applying and giving weight to the comparable.

earnings test. Alternatively, if the comparable earnings test were not to. be afforded the weight

that it merits, the financing flexibility allowance applied to the market-based tests needs to be

increased in order to arrive at a return that meets all three requirements of the . fair return

standard.

The cost of capital, as determined in the capital markets, is derived from market value capital

structures. The cost of equity has been estimated using samples of proxy companies with a

lower level of fmancial risk, as reflected in their . market value- capital. structures, than the

financial risk reflected in the corresponding book value capital structure. Regulatory convention

applies the allowed equity return to a book value capital structure. When the market value equity

ratios of the proxy utilities are well in excess of their book value common, equity ratios, the

failure to recognize the higher level of financial risk in. the book value capital structure relative to

the fmancial risk of the proxy samples of utilities, as recognized by equity investors, results in an

underestimation of the cost of equity.

Utilities are entitled to the opportunity to earn a return that meets the fair return standard, .na nely

one that provides the utility an opportunity to earn a return. on investment commensurate with

that of comparable risk enterprises, to maintain its financial integrity and to attract capital on

139 The market to book ratio of the S&P 500 includes Utilities. The market to book ratio of the S&P Industrials
alone has been higher.
140 Based on the DCF model as shown in Appendix p, footnote 2.
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3021 reasonable terms. What must be fair is the overall return on capital. The recognition in the

3022 allowed return on equity of the impact of financial. risk differences between the market value

3023 capital structures of the proxy companies and the ratemaking capital structure is required to

3024 ensure the opportunity to earn a return commensurate with that of comparable risk enterprises. A

3025 full recognition of the disparity between the levels of financial risk in the market value capital

3026 structures and utility book value capital structures warrants an adjustment to the "bare bones"

3027 cost of equity of approximately 150 basis points (See Appendix F).

3028

	

.

3029 A reasonable adjustment for financing flexibility to the "bare bones" cost of -equity estimated

3030 solely by reference to market-based tests (that is, without reference to the comparable earnings

3031 test) would be the mid-point of the indicated range of 50 to 150 basis points. The addition of an

3032 allowance for financing flexibility of 50 to 150 basis points to the "bare-bones" return on equity
3033 estimate of 9.6%, derived from the equity risk premium and DCF tests, results in an estimate of

3034 the fair return on equity for the benchmark BC utility of approximately 10.5%.

3035

3036 H. FAIR RETURN ON EQUITY FOR BENCHMARK BC UTILITY

3037

3038 Based on the risk premium, discounted cash flow and comparable earnings tests, the market-

3039 based cost of equity tests, a fair return on equity for the benchmark BC utility is approximately

3040 10.5%, reflecting thefollowing:

3041

3042

	

Table 31

Cost of Equity Test

"Bare-bones"
Cost of
Equity

Financing ;
Flexibility

Adjustment
Return on

Equity
Risk Premium Tests:

Risk Adjusted Equity Market 9.0% 0.50% 9:5%0.
Discounted Cash Flow-Based 9.6% 0:50%.. }.0.1 %

Historic'Utility .10.5% 0.50% 11.0%
Discounted Cash Flow Test .9.4% 0.50% 9.9%
Comparable Earnings Test . N/A N/A 11.5%

Foster Associates, Inc.

3043

3044 The fair ROE for the benchmark BC utility can be viewed as.falling within a range bounded by

3045 the market-based cost of equity inclusive of the minimal allowance for financing flexibility
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3046 (10.1%) at the bottom end of the range and the comparable earnings test results (11.5%) at the

3047 upper end of the range. The specific weight to be given the comparable earnings test versus the

3048 market-based tests is largely a matter of judgment. The comparable earnings test is, in my

3049 opinion, entitled to significant weight. With preponderant weight (75%) given to the market-

3050 based tests, the fair ROE for the benchmark BC utility, i.e., FEI, is approximately 10.5%.

3051

3052 Alternatively, should only the. market based tests be relied upon (risk premium and discounted

3053 cash flow), a reasonable allowance for financing flexibility is 1.0%, reflecting the mid-point of a

3054 range of 0.50% to 1.50%. The lower end of the financing flexibility allowance range represents

3055 the minimum required to notionally allow a utility to maintain the market value of its investment

3056 at a small. premium to book value. The upper end of the range represents. full recognition of the

3057 disparity between the levels of financial risk in the market value capital structures and utility

3058 book value capital structures. The alternative approach also supports a fair ROE on the book

3059 value of common equity for the benchmark BC utility (FEI) of 10.5%;

3060

3061 IX. DEEMED CAPITAL STRUCTURE AND DEEMED DEBT MATTERS

3062

3063 A. CONTEXT

3064

3065 In the MFR, the Commission identified a number of issues related to deemed capital structure

3066 and deemed debt that it wished to have addressed in this proceeding. This section responds to

3067 each of these issues as requested by the Commission. As all utilities in BC are regulated on the

3068 basis of a deemed capital structure, the focus of this section is on the scenarios which might

3069 warrant a deemed cost of debt.
fl

3070

3071 B. APPLICABLE CIRCUMSTANCES. FOR A UTILITY TO UTILIZE• A DEEMED
3072

	

CAPITAL STRUCTURE WITH A DEEMED DEBT

	

-

	

"
3073

3074 As noted above, all utilities in British Columbia are regulated on the basis of a deemed capital

3075 structure, that is, the Commission deems an appropriate common equity ratio for the utility. The

3076 debt ratio is also deemed, as it is simply the residual between 100% and the deemed common

Foster Associates, Inc.
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equity ratio. However, the deemed debt component. typically incorporates actual debt issues

whose cost rates can be objectively observed and determined.

The actual debt issues that comprise the debt component may consist of issues that have been

made directly into the public market or by private placement to third party institutions such as

banks or insurance companies, or they may be non-arms length issues between a utility and an

affiliated company. In the latter case, there is a contract between the utility issuer (a legal entity)

and the affiliated company, which specifies the terms and conditions of the loan, with cost rates

that are based on market conditions: .

Debt issued by the utility to a parent company may mirror an actual third-party issue made by the

parent company (as has been the case for PNG (N.E.)). In that case, the parent company issues

the debt, and the. utility subsidiary (a legal entity) enters into an arrangement with the parent

company for a specific portion of that debt issue, with the same terms as the third-party issue. 141

Alternatively, the utility may enter into an arrangement with its parent for a debt issue that

reflects the utility issuer's risk profile, funding requirements and market conditions at the time

the issue is made, but is not, tied to a, specific third-party .issue made by the parent. '42

In some cases, debt issued by the parent company may . be allocated to a .stand-alone` utility

division. This is the case, for example, for the Fort Nelson: division of FEI.. FEI effectively

allocates to the Fort Nelson division the total amount of debt required to. balance Fort Nelson's

rate base, and deemed capital. structure, and the embedded cost of debt for. the Fort Nelson

division is identical to that of FEI. 143 Arguably, the cost of debt of the Fort Nelson division is

"deemed" in the sense that, , as a very small natural gas distribution operation which resides

within FEI (not a separate legal entity), it does not have any debt issues of its own; its cost of

debt is "deemed" to be the same as FEI's..

'41 This is also the approach used, for example, by ATCO Electric Ltd. and ATCO Gas and PipelinesLtd. CU Inc. is
the issuer, and ATCO Electric Ltd. and ATCO Gas and Pipelines Ltd. enter into separate arrangements with CU Inc.
for specific slices of a CU issue, according to their own funding needs, but on the same terms and conditions as the
CU Inc. public issue.
142 This is the approach used by FEW, which, in turn, is similar to the approach adopted by the Regie for Gaziffre
Inc., which issues debt to its parent, Enbridge Inc.
'43 A similar approach is used in Alberta. by ATCO Electric Inc. for its Transmission and Distribution divisions.
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The concept of a "deemed cost of debt" may arise in situations where a utility raises its own debt

but maintains more equity in its actual capital structure than has been deemed by the regulator or

is unable to maintain an actual equity ratio equal to the deemed equity level, due to limitations on

its access to debt there may be a need to "deem" a cost to be applied to the "gap" between rate

base and the sum of deemed equity and actual debt. In this context, to "deem" a cost means to

assign to the gap, where no actual debt exists, cost rates that are notional or not directly

observable. 1"

A deemed cost of debt may be warranted where it is inefficient or uneconomic for a small utility

to issue debt on a stand-alone basis. The small utility could be a separate legal entity, or a stand-

alone division or distinct class of service. Where there has been actual debt issued by the legal

entity in which the utility operation (e.g., a distinct class of service) resides, but the business risk

profiles of the issuer and the specific utility operation (be it a separate legal entity, regulated

division or distinct class of service) are materially different, a deemed cost of debt for that utility

operation that differs_ from the issuer's cost of debt may be warranted. In such cases, the

deeming of a utility-specific cost of debt is intended to ensure, consistent with the stand-alone

principle, that there are no cross-subsidies among the operations of the firm. An appropriate

deemed cost. of debt for the regulated operation may be higher or lower than the cost of debt that

is actually incurred by the issuer, i.e., the regulated operation may face higher or lower business

risk than the issuer.

While, as discussed below, there are common approaches that the Commission can rely upon for

the specific utilities to which a deemed debt cost might apply, the number of potentially affected

utilities is relatively small, 145 and, the need to approve a deemed cost of debt relatively

infrequent. The individual utilities' circumstances may be different, in terms of risk, the funding

requirements and appropriate terms of debt. As a result, :I, recommend that the Commission

continue to address the cost of debt for each utility:separately.

I" This situation differs from that, for example, of thePNG utilities which have less deemed equity in their
regulated capital structures than in the actual capital structure of the patent eoinpiiny, Pacific Northern Gas Ltd. The
"gap" between the actual equity and the deemed equity is deemed to be short-term debt,. and is assigned a cost that
is directly observable, that is the rate that Pacific Northern Gas Ltd. actually incurs on its operating line of credit.
10 In contrast to Ontario, where the OEB, which has adopted a formula for establishing caps on the cost rates of
affiliated debt, is charged with regulating close to 80 municipally-owned electric distribution utilities.

Foster Associates, Inc.
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C. APPROPRIATE BASIS TO CALCULATE A DEEMED INTEREST RATE
(LONG AND SHORT-TERM) FOR A UTILITY WITHOUT THIRD PARTY OR
NON-ARMS LENGTH DEBT

For small utilities which do not issue third-party debt, one option is to estimate the likely stand-

alone credit rating for that utility. The stand-alone credit rating is based on an assessment of

both the utility's business risk and financial risk as implied by the deemed common equity ratio.

Based on the utility's estimated stand-alone credit rating, the relevant costs of debt (both long

and short term) can be estimated' by requesting indicative spreads from investment banks or other

independent funding institutions . with expertise in raising debt funds for utilities and/or.

infrastructure projects. Alternatively, the utility itself can provide yields and spreads on new or

outstanding debt issues of similarly rated entities to support its requested cost of debt. 146 There

are also debt indices available which could provide an additional check on the reasonableness of

proposed debt costs, depending on the indicated stand-alone debt rating. For example, PC Bond

Analytics, owned by the TSX Group, maintains. and regularly publishes (for a'fee) yields on. A

and BBB rated mid-term and long-term corporate indices.

D. TERM _OF BOND FOR DEEMED INTEREST RATE

As regards what an appropriate term for deemed . long-term debt might be,, there is no single term

that is appropriate in all circumstances. As a general proposition, the .term should reflect the

long-term nature of the assets. However, other considerations include:

1. If the specific utility operations are backed by contractual arrangements,. the

length of the contract would be a relevant consideration in the determination of

the term of the deemed debt.

146 GlobeinvestoiQOLD publishes daily bid and ask yields, which it obtains from CIBC Wood Gundy, on a
multitude of outstanding corporate bonds and maintains a history of the yields on its website. GlobeinvestorGold is
a subscription service which can be obtained for a nominal monthly fee.

Foster Associates, Inc,
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3172

3173
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3176
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3179

3180

3181

3182
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2. The higher the risk of the specific operations, the less their ability would be to

obtain "real" debt on a long-term basis, i.e., on teens longer than 10 years. 147 The

term of the debt should reasonably reflect the limitations of what would

reasonably be available to operations with a similar risk profile.

3. The appropriate term for the deemed debt depends on the state of the capital

markets. If, as during the financial crisis, the. debt market would not

accommodate a long-term issue, it would not be reasonable to deem adebt cost

that was reflective of the yield on a long-term issue.

Each of these considerations underscores the conclusion that, ins those situations where a deemed

debt cost would be appropriate, it should be determined by the Conunission, on a case-by-case

basis. There is no "one size fits all" cost that should be determined by means of an . interest

automatic adjustment mechanism.

E. APPROPRIATE CREDIT SPREAD FOR A BENCHMARK LOW RISK UTILITY

As discussed earlier, I am recommending that the Commission continue to designate FBI as the

benchmark BC utility. There is no single appropriate spread for FEI. FEI issues new long-term

debt periodically; the spread for a new FEI issue will be determined by the market at the time of

issue and will depend on the terms and conditions in the capital market at the time.

If the Commission's objective is to have access on a continuing basis to yields on high grade

Canadian utility bonds as a guide to assessing the reasonableness of proposed costs of debt for

utilities for which a deemed cost of debt may be warranted, there are indices available which

could serve that purpose. Yields are available by subscription from Bloomberg for A-rated

147 For example, PNG, when it was rated BBB(low) by DBRS, would not have been able to raise debt with a term
longer than 10 years.
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3185 Canadian utilities. based on fair value curves for terms ranging from one year to 30 years. '" ' In

3186 the alternative, daily yields are available from GlobeinvestorGoldon various issues of A-rated

3187 Canadian utilities.

3188

3189 E. DEEMED CAPITAL STRUCTURE AND CREDIT SPREADS .

3190

3191 At a high level, for autility with a given level of business risk, the higher the deemed equity ratio

3192 is, the less risk there is to bondholders, and thus, the lower the credit spread.. The credit spread

3193 (market conditions and term to maturity aside) for a real issue -will. also be a function of the

3194 actual debt covenants (e.g., whether the debt issue is an amortizing issue or a "bullet" issue) as

3195 . well as a function of other factors that determine the available cash flows (e.g., the level of ROE

3196 and non-cash expenses, particularly depreciation). There is, however, no formulaic method for

3197 determining the how the credit spread will .change for a given change in common equity ratio.

3198

3199 G. . APPROPRIATE PORTIONS OF SHORT-TERM AND LONG-TERM DEBT IN
3200

	

THE DEEMED CAPITAL STRUCTURE
3201

3202 The issue of whether, and in what proportions, the debt should be deemed to be short-term or

3203 long-term, is only relevant in the scenarios, described above, where a deemed cost of debt may

3204 be warranted. In my view, there is no single right answer to the question of what proportion of a

3205 deemed capital structure should be designated as' short=term debt and how much should be

3206 designated as long-term debt.

3207

3208 As a general-proposition, since the assets that regulated utilities are financing are largely long

3209 term' assets, the preponderance of the deemed debt should be long-term. A more precise estimate

3210 of the appropriate proportion of long-term versus short-term debt is more difficult.

3211

14s Fair value curves are derived based the term structure of the poputationof bonds with similar characteristics, e.g.
industry and credit rating. For example, the Bloomberg Fair Value (BFV) Canada' 30-Year A-rated Utility Carve,
used by the OBB for purposes of implementing its cost of capital policy, is based on Canadian dollar-denominated
fixed-rate bonds, issued by Canadian utility companies with ratings of A+, A, A- from. S&P, Moody's, Fitch and/or
DBRS. The BFV Canada 30-Year A-rated Utility Curve' is derived from using an optimization model comprised of
various maturities (not solely 30-year bands) to solve simultaneously for the term structure which best fits the
existing bond yield data. Fair value curves are also available for Canadian BBB-rated utility bonds for a range of
terms.
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Although one can look to the actual capital structures of the larger Canadian utilities. with rated

debt as a reference point, as Schedule 5, page 2 of 2 shows, the percentage .of short-term debt (1)

has varied relatively widely among individual utilities and (2) for individual utilities, has varied

relatively widely from year to year. The annual fluctuations for individual utilities will reflect,

among other things, the fact that utilities frequently use short-term debt as a bridge between

long-term debt issues, that is, they use short-term debt until the balance is large enough to

warrant a long-term debt issue (or an equity issue) of sufficient .size to be economic. The

differences among utilities may reflect the use of short-term debt to finance a portion of their

working capital requirements. The extent to which individual utilities rely on short-term debt

during the year for this purpose will depend on the seasonality of their business and the extent to

which revenues lag or lead payments for goods and services. With the caveat that it reflects

material year-to-year and inter: utility variations, the average proportion of short-term debt to

total capital for rated Canadian .. utilities has been approximately 1% to 2%, as Schedule 5,. page 2

of 2 shows.

To my knowledge, the only regulator which has deemed a standard, proportion of short-term debt

component for utilities under its jurisdiction is the Ontario Energy Board. The OEB deemed a

standard deemed short-term debt component for the electricity distributors on the grounds that

(1) it was clear that distributors used some short-term debt; (2) short-term, debt is generally less

expensive than long-term debt and generally provides greater financing flexibility; and (3) while

actual short-term debt percentages may seem to be a more accurate approach, it is

administratively challenging given the number of electricity. distributors regulated by the OEB.

The 4% deemed short-term debt component that the OEB settled on in 2006 represented the

actual Ontario electricity distribution industry average at the time. 149

The 4.0% deemed short-term debt component that the OEB selected does not Capture either the

wide utility-by-utility variations or annual changes in the industry average. Based on 2010 data,

the average and median actual short-term debt ratios for the 77 reporting Ontario electricity

distributors were both lower than the deemed 4.0%, at 2.9% and 0.4% respectively, with

^a9 OEB, Report of the Board on Cost ofCapital and 2"d Generation Incentive Regulation for Ontario's Electricity
Distributors, December 20, 2006, pages 9-10.
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considerable variation among the reporting utilities. 150 Moreover, inasmuch as the other

components of the Ontario distribution utilities' reported actual capital structures deviated

materially from the deemed proportions, using the industry average short-term debt ratio to set

the deemed component is questionable. 151,152

The above observations demonstrate that there is no single right answer to what the short-term

proportion of the total deemed debt component of the capital structure should be in those few

cases where deeming a short-term component may be appropriate. Nevertheless, the utility

industry data available indicate that the deemed percentage of short-term debt , should be very

small, e.g., 1% to 2%. percent.

A. APPROACH TO DETERMINING A DEEMED SHORT-TERM INTEREST
RATE

To the extent that short-term debt is determined to be an appropriate part of the capital structure,

the -deemed interest rate can be determined in a manner similar to the deemed long-term interest

rate. Specifically, a stand-alone credit rating can be assessed for the utility and the deemed

short-term term debt cost estimated on the basis of that credit rating.

Three-month Bankers' Acceptances (BAs) are a common benchmark for establishing the cost of

short-term debt for utilities, e.g., for credit facilities negotiated with banks, and would provide an

appropriate basis for estimating a deemed short-term. debt cost. Short-term debt facilities whose

pricing is based on BAs typically specify the spread over BAs that the utility will incur. The

applicable spreads over the BA rate will differ depending on the utility's credit rating and the

market environment. To illustrate, spreads for utilities with stand-alone ratings of BBB(Iow)

could differ by at least 150 to 200 basis points from those. applicable to utilities.: with stand-alone

ratings of A(high).

150 The average for the quartile with the highest reported short-term debt component was 9:6%, the middle two
quartiles were 1.5% and 0.1% respectively and the lowest quartile 'had an actual average short-term debt ratio of
0.0%.
151 The 2010 average and median equity ratios, at 53% and 58% respectively, were well above the industry's deemed
40%.
1s2 Ontario Energy Board, 2010 Yearbook of Electricity Distributors, August 2011.
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Since spreads over BAs not only differ by credit rating, but in different credit market

environments, a reasonable way of estimating the deemed debt cost is to obtain real time market

quotes from major banks for issuing spreads for a utility with the specified stand-alone credit

rating. The average spread obtained from the banks would then be added to the three-month-BA

rate. Three-month BA rates are published daily on the Bank of Canada website (series V39071).

X, GENERIC METHODOLOGY OR PROCESS FOR DETERMINING
ROE AND EQUITY RATIO FOR BC UTILITIES

The Commission has requested submissions on a proposed generic methodology or process for

each utility to determine its ROE in relation to the benchmark utility and its equity ratio. Since

the ROE and equity ratio are inter-related, as discussed in Section IV above, I will address these

two issues together.

To my knowledge, there is no generic methodology to set each BC utility's ROE and common

equity in relation to the benchmark BC utility's ROE and common equity ratio. In this context,

the term "methodology" means "formula". Just as the determination of the fair ROE for the

benchmark utility, FEI, is not amenable to a formula, neither is there a formulaic methodology

that could be used to establish the ROE for each utility in relation to the ROE for the benchmark

utility. The same conclusion holds for common equity ratio. As previously discussed in Section

VII.B, while one can reach qualitative conclusions regarding the relative business risks of utility

sectors generically and of individual utilities, it is not possible to isolate specific business risks

and assign different percentage points of equity ratio. (or equity return) to them. While one can

identify different categories of business risk, those risks are themselves inter-related, - e.g.,

competitive risk impacts market risk; supply risk impacts market risk. Further, one category of

business risk may have a greater impact on the business risk profile of one utility sector or one

individual utility than another sector or individual utility.

As with the determination of the fair return for the benchmark utility, FEI, there are some general

principles which should be observed in setting each utility's ROE and common equity ratio:
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1. The overall returns (combination of ROE and common equity ratio) awarded to

each utility in relation to the overall return adopted for. the benchmark utility

should reflect the level of that utility's business risk relative to that of the

benchmark utility.

2.	The overall return awarded to each utility should be comparable, on a risk-

adjusted basis, to the overall return that is awarded to the benchmark utility..

3. The capital structure, in conjunction with the ROE, should be adequate to permit

the utility, on a stand-alone basis, to achieve investment grade debt ratings, with

the caveat that some of the affected utilities may not actually have credit ratings.

4. There is a trade-off between equity ratio and ROE. For a given level of business

risk, the lower the common equity ratio is, the higher is the cost of equity. For

example, if a utility is not fully compensated for higher-business risk than the

benchmark utility through its common equity ratio, its ROE needs to be higher

than the ROE granted to the benchmark utility. lss

There is only one regulator in North America which has recently used what might be described

as a generic process to determine the equity ratios for each of the individual utilities it regulates,

the AUC (and its predecessor). In this context, a generic process is distinguished from generic

proceeding, where the latter simply means that the.regulator..set capital structures fora number of

utilities in an omnibus hearing. A process, in contrast, is intended to convey that the regulator

incorporates a set of common factors to establish the equity ratios for each of the utilities. The

153 As discussedhi Appendix F, there is no universally accepted methodology for calculating the trade-off between
ROE and capital structure. However the approaches that are discussed therein and provided in Schedule 27 can be
used as guidelines for estimating the range. of trade-offs. For example, assume that the fair ROE and common equity
ratio for the benchmark BC utility are 10.5% and 40% respectively; the. cost of new debt is 5.35% and the corporate
income tax rate is 26.25%. For a specific utility, the common equity ratio that would fully: compensate for
differences in risk between the specific utility and the benchmark BC utility is 45%, but the deemed common equity
ratio for the specific utility is set at 40%. The three different approaches that are presented in Appendix F indicate
that the ROE for the specific utility at a 40% common equity ratio should be set at a premium of approximately 55
to 80 basis points above that awarded to the benchmark utility.
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process that has been used in Alberta provides . some useful guidance that can be used in the

determination of common equity ratios for individual BC utilities.

In Alberta, the AUC sets the common equity ratios of each of the utilities by (1) specifying a

goal that it intends to achieve; and (2) considers a number of common factors to . assist in

achieving that goal. The AUC's objective is to set common equity ratios that "in the

Commission's judgment, would allow a stand-alone utility to maintain a credit rating in the A

range subject to company-specific circumstances." 154 The factors that it considers are:

1.

	

Previously allowed common equity ratio.

2.

	

Business risk

a. The relative business risk-of the various utility sectors in Alberta;

b. Trends in business risk of the sectors since the previous capital structure

review; and

c. Business risks specific to individual utilities. .

3.

	

Credit environment and changes therein.

4.

	

Credit metrics and actual credit ratings of stand-alone lss utilities.

5.

	

Company-specific considerations.

In contrast to the BCUC, the AUC attempts to compensate for differences in risks among the

utilities that it regulates through capital structures, rather than a combination of ROE and capital

structure. While this may be a reasonable objective for some utilities, there are two potential

issues with this approach. First, there are some BC utilities whose business risk and size would

not permit them, on a stand-alone basis, to achieve ratings in the A category, no matter how high

the equity ratio.

For example, Pacific Northern Gas was rated BBB(low) by DBRS before its debt ratings were

discontinued in March 2012. A BBB(low) debt rating is the lowest. investment grade rating. At

the end of 2012, the utility's actual common equity ratio was just below 50%; its deemed

common equity ratios are currently 45% for PNG-West and 40% for both PNG (N.E.) (Fort St.

154 AUC, Decision 2009-216, page 88. The AUC reaffirmed the importance of targeting A credit ratings in Decision
2011-474, pages 31 and 35.
155 Refers to utilities. which issue debt directly into the debt market independently of any affiliated companies.
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John/Dawson Creek Division) and PNG (N.l?) (Tumbler Ridge Division). It is unlikely that,

even if the Commission were to increase PNG's deemed equity ratios to 60%, it would be able

(notionally) to achieve ratings in the A category and thus to be able to raise debt at rates

consistent with an A rating. Consequently, the. utility would have a notional "A rating" capital

structure without the concomitant access to debt capital and debt cost of an A rated utility.

Overall, the cost of capital would be lower if the Commission were to continue its current

practice for such utilities, that is, allow common equity ratios that are sufficient to achieve

(notionally) an investment grade debt rating, and reflect the utilities' total risk difference with the

benchmark BC utility in the ROE.

Second, in most cases where the regulator deems an . equity ratio for a utility, there is an

expectation that the utility will maintain an actual equity ratio at least as high. as the deemed

level. It cannot be assumed that a particular utility would either be able or willing to commit and

maintain the additional equity that might be required for the notional "A rating" equity ratio.

In the context of this proceeding, the Commission will have an opportunity to canvas issues that

are salient to capital structure decisions for all the BC utilities, e.g., relative business risks of

utility sectors, the credit environment, the actual credit metrics of utilities that raise their own

debt and their corresponding debt ratings. These factors should provide some insight into a

range of capital structures that would be reasonable for individual utilities. Nevertheless, in each

case informed judgment will be required. 156 Further, each utility has its own unique business

risks and circumstances. Each utility should be afforded an opportunity, whether within its own

revenue requirements proceeding or in an omnibus proceeding, to provide the _evidence it

believes is germane to, and supportive of, its requested capital structure and ROE relative to the

benchmark utility.

i56 While the AUC considered and discussed each of the factors listed above, its ultimate decisions regarding each
utility's common equity ratio were substantially a matter of the AUC's own judgment.
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XI. GENERIC COMPANY SPECIFIC MATTERS

In Order G-72-12, as part of the MFR on Capital Structure Matters, the Commission requested

submissions on "generic company-specific adjustments for: effective income tax rates, size of

utility, level of contributed assets, and company-specific or sector-specific factors." This section

addresses the Commission's request.

A. EFFECTIVE INCOME .TAX RATES

In Canada, most investor-owned utilities are regulated on the basis of flow-through income

taxes. 157 That means they are oinly allowed to collect in their revenue requirement income taxes

that are currently payable. For utilities that are undergoing periods of significant growth, this

may mean that the income tax allowance in the revenue requirement is very low or potentially nil

for an extended period. In other words, the utility's effective income tax rate is lower than the

statutory rate. The effective tax rate can be calculated as the income tax payable divided by the

pre-tax book income. The low to nil income tax allowance arises because the capital cost

allowances on certain categories of utility plant exceed book depreciation, reducing income taxes

payable. For government-owned utilities that are tax-exempt, 1 58 the effective income tax rate is

zero.

There are two impacts of a low effective income tax rate that are relevant to capital structure

decisions. First, the lower the effective income tax rate is, the more variable are after-tax

earnings. When a utility pays corporate income taxes at the full statutory rate, any unanticipated

reduction in pre-tax earnings (arising, for example, from lower than expected sales . or higher than

expected expenses), is shared between the utility and the taxing authorities. When the utility

pays no income taxes, the full short-fall in pre-tax earnings is borne by the utility. The higher

volatility in earnings arising from a low or nil effective corporate income tax rate is a factor that,

157 In the U.S. most utilities are regulated on the basis of deferred taxes, which means that they collect , in their
revenue requirement, an allowance for taxes which is effectively based on book, rather, than tax depreciation
expense.
158 Not all government-awned utilities are tax-exempt; some, as in Ontario, make payments in lieu of income taxes
which mirror the corporate income taxes paid by investor-owned utilities.
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in isolation, warrants a higher common equity ratio than where taxes are payable at the full

corporate-income tax rate. '

The second impact of a low effective income tax rate relates to the impact on pre-tax credit

metrics, such as the EBIT coverage ratio. 164 The lower is the income tax allowance, the lower is.

a utility's EBIT coverage ratio and other pre-tax credit metrics. A higher common equity ratio is

required at a low or nil effective income tax rate in order. to achieve the same level of credit

metrics achievable when income taxes are collected in the revenue requirement, at the full

Statutory rate. 161

In both Decision 2009-216 and Decision 2011-474, the AUC awarded deemed., common equity

ratios two percentage. points higher to utilities which were tax exempt or de facto non-taxable, 162

citing both the higher volatility of earnings and lower pre-tax interest coverage ratios of non-

taxable utilities compared to otherwise equivalent taxable companies. 163

159 This phenomenon is more generally applicable to all taxable utilities, as the statutory tax rates in Canada have
declined materially over the past 15, years. For example, the combined federal/provincial income tax rate inBritish
Columbia was 45.6% 15 years ago. In 2013, the statutory rate will be 25%. Lower corporate income taxes enacted
between 2004 and 2009 were one factor that the AUC considered in Decision 2009-216 (page 106) in adopting a 2%
across the board increase in allowed common equity ratios.
r6o As previously defined, Earnings before Interest and Taxes divided by Interest. Other pre-tax coverage ratios that
the debt rating agencies consider are Earnings before Interest, Taxes, Depreciation and Amortization (EBTTDA).to
Interest and EBITDA to Total Debt.
161 Assuming FM ' s embedded cost of debt of b.9% forecast for 2013, its current capital structure ratios (60%
debt/40% common equity ratio) and current allowed ROE of 9.5%, at an income tax rate of 0%, an adjustment of
approximately seven percentage points to the equity ratio is required in order to achieve the same EBIT interest
coverage ratio implied at an income tax allowance at the full 2013 combined federal/British Columbia statutory rate
of 25%.
162 FortisAlberta was found to be de facto non-taxable as it was currently ton-taxable and expected to be so for at
least the near-term future, thus qualifying for the additional two percentage points.
I63 The Canadian Radio-television and. Telecommunications Commission (CRTC) has allowed higher common
equity ratios for telephone companies that did not incur income tax expense than for telephone companies that did.
In Telecom Decision CRTC 98-2, the CRTC stated: "The Commission considers 'that, sinee MTS [MTS NetCom
Inc.] does not currently incur income tax expense, the company's rates would not permit it to achieve. interest
coverage and a debt rating commensurate with its peers without recognition in the capital structure of the company's
different circumstances. The CRTC also allowed Telus Inc. to utilize a higher. common equity ratio than adopted
for other major telephone companies due to its non-taxable status (60% versus 55%).
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B.

	

SIZE

In the assessment of investment risk, size has two dimensions which should be considered in the

determination of specific utilities' ROEs and common equity ratios:

1. A small utility does not have the opportunities to diversify its risks to the same

extent as a larger utility. Negative events are likely to have a greater impact on

the earnings' or viability of a small company. For example, assets are typically

more concentrated in a limited geographic area, which limits operational

flexibility. Even for a small utility with the same customer base in terms of

proportions of residential, commercial and industrial customers as a large utility;

the loss of a single customer within a customer class would have a greater impact

on a small utility.

2. Smaller utilities have fewer financing options, less institutional interest in

acquiring their debt securities, issued debt would be relatively illiquid, and, if

issued to third-parties would likely require stricter covenants than debt issued by

large utilities.

Debt rating agencies often take size into account when rating companies and their debt issues.

The impact of smaller size for rated utilities is frequently exhibited in lower debt ratings for these

companies even in cases where their financial parameters are stronger than their larger peers. As

recently as June 2009, DBRS considered size to be a factor _in its ratings of FortisBC Inc.,

referring to its comparatively small size relative to the dominant utility in the province, BC

Hydro, as a "Challenge". At the time, FortisBC Inc, had total, assets of slightly over $1 billion

and was rated

	

164

Regulators have recognized small size as a factor in establishing capital structures and ROEs for

utilities. The AUC. stated in Decision 2011-474, page 43, "Due' to its small size, AltaGas is more

164 DBRS, Rating Report: FortisBC Inc., June 5, 2009. FortisBC was upgraded by DBRS to A(low) in October
2010.
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risky than ATCO Gas." As a result, the AUC set the deemed common equity ratio for AltaGas

Utilities at 43% compared to ATCO Gas' 39%. The Rdgie considers Gazifere Inc. to be of

above average risk in particular due to its small size and competition with electricity in Quebec.

The Regie adopted an equity risk premium for Gazifere . of 0.25% to 0.50% above that applicable

to a benchmark distributor on a common equity ratio of 40%. 16s

Studies on small size and returns conducted by Ibbotson Associates Inc. have quantified the.

impact of a firm's small size on the required return based on an analysis of the relationship

between betas and historic returns for companies of different sizes. The analyses indicate that

small companies tend to exhibit higher betas than larger companies)"

To illustrate, in the Ibbotson classification of U.S. stocks for 2011, the median utility in the U.S.

sample used to estimate the fair return for FEI would be a Mid-Cap stock (market value of equity

capitalization in the range of approximately $1.6 billion. to. $6.9 billion). By comparison, for

example, companies with market values of equity less than $400 million would be Micro-Cap

stocks. The betas of Micro-Cap stocks have been approximately •0:30 higher than those. of Mid:

Cap stocks. In the context of the CAPM, an incremental beta of 0.32, when applied to a market

risk premium of 7.25%, indicates an incremental equity risk premium of over 200 basis points

(7.25% x 0.32) for a Micro-Cap company relative to a Mid-Cap stock.

While these analyses were performed using all stocks, not utilities specifically, Ibbotson has also

performed an industry-by-industry analysis which shows that the conclusions regarding the firm

size effect apply to regulated companies as well as unregulated companies: Based on. 82 years of

data, Ibbotson's analysis demonstrated that the returns for small publicly-traded electric, gas and

sanitary utilities have been approximately 1.5 and 3 percentage points higher on a compound and

arithmetic average basis respectively than those. of large utilities. 167

165 Regie de I'energie, Decision: Demande relative an renouvellement du mecanisme incitatif, a la fermeture
reglementaire des /ivies pour la periode du 1' fowler 2009 au 31 decembre 2009, a 1 'approbation du plan
d 'approvisionnement pour t exercice 2011 et a la modification des tarifs de Gazifere Inc. a
compter du 1e'•janvier 2011, D-2010-147, November 26, 2010.
'66 Morningstar, Ibbotson SBBI 2012 Valuation Yearbook: Market Results for Stacks, Bonds, Bills and Inflation,
1926-2011, pages 85-107.
'67 Morningstar, Ibbotson SBBI22008 Valuation Yearbook Market Results for Stocks, Bonds, Bills and Inflation,
1926-2007, pages 154-155.
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In sum, the above considerations indicate that small size is a factor that both debt and equity

investors are concerned with, and which should be taken into account when evaluating ROES and

capital structures of individual BC utilities.

C. CONTRIBUTED ASSETS

Contributed assets, customer contributions, or contributions in aid of construction. (CIAC), refer

to assets which a utility owns, operates and manages, but which are financed by customers. The

proportion of contributed assets to total capital for different utilities will depend in part on their

investment policy and in part on the characteristics of the service territory. With respect to the

former, investment policy determines how much of the investment in new connections the utility

will make and how much the customer is required to make.

Most utilities in Canada have some proportion of their assets financed by customer contributions.

The proportions vary widely among utilities, but for most large Canadian utilities outside

Alberta, the proportion of customer contributions to total utility capital has been relatively small

(i.e., less than 5% of the total utility capital). In Alberta and for some utilities in BC, the.

proportion is quite high, in some cases in excess of 30%. 168

To put this in perspective, assume two utilities, one with no contributed assets and one whose

contributed assets constitute 20% of gross rate base. Both have. deemed common equity ratios of

40%. If contributed assets are included in the.. capital structure as a source of fmancing, . the

utility with no contributed assets has an effective equity ratio of 40%; the utility which has 20%

of its assets financed with contributions has an effective equity ratio of 32%, as illustrated in the

table below.

168 For perspective, FEI's contributed assets as a percent of gross rate base are approximately 4.5%; FortisBC's are
approximately 8% and PNG-West's are approximately 4%, but FEVI's are close to 30% and PNG (N.E.) (Tumbler
Ridge Division)'s are close to 40% of the total utility capital.
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As regards risk and capital structure, the higher is the proportion of contributed assets to total

capital, the higher is a utility's operating leverage, all other things equal. Since a utility operates

and manages the contributed assets, it will incur operating and maintenance expenses to do so,

just as if those assets were financed by investor-supplied capital.

Table 33 below provides an illustration of the greater sensitivity of the ROE to an unanticipated

change in operating and maintenance (O&M) expense for a utility with 20% of its rate base

funded by contributed assets (CIAC) than a similarly situated utility with no CJAC: In this

example, the two hypothetical utilities have the same level of O&M expense as the only

difference is that Utility A has no CIAC funding its assets and Utility B has 20% of its rate base

funded by CIAC. Both utilities have a deemed common equity ratio that is 40% of rate base net

of CIAC. In this illustration, a 5% unanticipated increase in O&M expense reduces the actual

ROE below the allowed ROE by a wider margin than it does for autility with no CIAC. In other

words, the greater CIAC introduces greater potential volatility in actual earnings.

Utility A Utility B
Gross Rate Base 200,000 200,000
CIAC 40,000
Net Rate Base 200,000 160,000

Deemed Capital Structure:

96,000
60% Debt/40% Equity
Debt 120,000 .
CIAC 40,000
Equity 80,000 64,000
Total

	

. 200,000 200,000

Capital Structure Ratios Inclusive of CIAC:
Debt 60.0% 48.0%
CIAC 0.0% 20.0%
Equity 40.0% 32.0%.
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All other things equal, a. utility with a relatively high proportion of contributed assets to. total

capital requires a higher common equity ratio than a utility with no contributed assets to achieve

a similar degree of operating leverage and potential variability in ROE. 169 There is no "bright

line" for determining at what level or proportion of total assets customer contributions become . a

material enough concern to warrant a higher common equity ratio than would be the case in the

absence of such contributions. If a specific utility's proportion of contributions to gross rate base

is well outside the norm, it would be reasonable to consider that factor in establishing, that.

utility's regulated common equity ratio.

169 In Decision 2011-474, page 92, the AUC found that CIAO-funded assets contribute to business risk. "In general,
business risk would be expected to rise in proportion' to assets. The Commission agrees with the Utilities that,
without an increase in equity, CIAC-funded assets would cause an increase in financial risk and operating leverage
risk."

Foster Associates, Inc.

Utility A Utility B

No CIAC
CIAC 20%
Rate Base

Gross Rate Base $200,000 $200,000
Debt at 60% 120;000 96,000
Equity at 40% 80,000 64,000
CIAC 40,000

Revenue Requirement:
Operating and Maintenance Expense 30,000 30,000
Depreciation and Amortization (6%)" 12,000 9,600
Interest Expense (6%) 7,200 5,760
ROE (10%) 8,000 6,400
Income Tax at 25% 2,667 2,133
Total Revenue Requirement $ 59,867 $ 53,893

O&M Increases by 5%
Revenue $ 59,867 $ 53,893
Less:
O&M 31,500 31,500
Depreciation & Amortization (12,000) ( 9,600)
Interest Expense f .7,200) ( 5.760)
Operating Income 9,167 7,033
Income Tax at 25% (2,292) ( 1,758)
Net Income $ 6,875 $ 5,275
Return on Equity 8.6% 8.2%

'1 For illustrative purposes, depreciation expense is 6% of rate base funded by
investor-supplied capital.
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