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I. INTRODUCTION AND SUMMARY OF CONCLUSIONS

A. INTRODUCTION

My name is Kathleen C. McShane and my business address is One Churqh Street, Suite. 101,
Rockville, Maryland 20850. I am President ,6f Foster Associates, Inc., an economic consulting
firm. I hold a Masters in Business Administration withl 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 cap_itél and various ratemaking issues on béhalf of eleétric iltilitiéS, local
gas distribution utilities, pipelines and telephone companies in more than 200 procecdihgs in
Canada and the US,, including the British Columbia Utilities Commission (“BCUC” or

“Commiésion”). My profés_sional experience is provided in Appendix G.

On February 12, 2012, the B.CUCA iééued_vOrdcr 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 lﬁattefs contained in the Final

Scbping Document and final filing requirements in Order G-72-12.
B. SUMMARY OF CONCLUSIONS

My principal conclusions are as follows:

1, 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.

" 1 FortisBC Energy Inc. (“FEI”), FortisBC Energy (Vancouver Island) Inc. (“FEVI"), FortisBC Energy (Whistler)

Tne. (FEW™) and FortisBC Inc. (“FBC?).
' . Foster Associates, Inc.
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The economic principle guiding the fair return is the opportunity cost principle.
The opportunity cost of capital représents the expected return foregone when the
decision is made to commit capital to an altérnative 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 reéturns -availabie to .comparable: utilities in the U.S., given the
similatity of operating and regulatory environments, the integration of the two
capital markets, and the small number of Canadian utilities with equity market
data. | | |

The cap1ta1 stmcture and the fair ROE are mextncably lmkcd The falr ROE for a
spemﬁc utility cannot be estlmated mdependently of 1ts capﬂal su'ucture a falr )
ROEis a functlon of capital’ structure

With regard to the benchmark BC utility:

a. | The purpose of designatilig a utility és the benchmark is partly for
efﬁciency,' i.e. to be able to assess factors that are common to all utilities
in a single process,- énd partly to prévide a foundation to ensure that the

| allowed retums of all affected BC utllltles appropnately reflect their

relative business nsk

b. In light of these Ob_]eCthBS the Comlmssmn should des1gnate a speclﬁc
utility as the benchmark utlllty

Foster Associates, Inc,
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The benchmark utﬂity represents the point of reference against which
other utilities can be compared. The designated benchmark utility need

not be the lowest business risk wtility.
FEL is the logical choice to serve as the benchmark BC utility.

My recommendations for capital structure and fair ROE -are premised on
FEI as the benchmark BC wtility. |

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:

* Risks to the global financial systen, as assessed by the Bank of Canada,
are as high in mid-2012 as they were at the end of 2009.

There has been a material reduction in long-term GoVémment of Canada
bond yields. This decline largely reflects a _cohﬂuéil_ce of factors,
including deterioration m the giobal economic outlook, the Bank of
Canada’s decistons to ..mainitain 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 safé 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. '

Although the absolute level of yields on long-term A-rated Canadian
utility bonds has declined, the spread between those 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

Foster Associates, Inc,
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A-rated utility bonds to be no less than at the end of the oral portion of the
2009 Application. '

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 lévels are lower. Equity markét indicators
point to a higher current market cost of equity than at the énd 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,

The persistently unisettled capital markets and the unstable relationships

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

difficult to construct an ROE automatic édjustmont mechanism that would
successfully capture changes in the wtility cost of equity.

My estimét_:e of 2 :fa_if-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, niy eqility risk premium tests are bﬁsed on forecasts of
long-term Government of Canada bond yields for 2013-2015..

With respect to capital structure, the analysisA 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.

The allowed common equity ratio should be compatible with- FEl's
business risk. The level of business risk, in the aggregate, to which FEI is

Foster Associates, nc,
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exposed is no lower, and may be somewhat higher, than when it was last
agsessed 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.

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.

Moody’s has strengthened its capital structure guidelines. FEI’s current
allowed common equity ratio is no longer within an investment grade

rating category.

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 ‘changéd capital market conditions
and credit metrics considerations, pot changes in business risk of the
specific utilities. The AUC’s rationate 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:

The recommended return. on equity is based on the results of equity risk .
premium, discounted cash flow and comparable earnings tests.

A forecast 30-year Government of Canada bond yield for 2013-2015 of
4.0%.

: Foster Associates, Inc,
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. The application of three separate-_ei;uity risk premium tests.

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.

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

a stall premium to book value.

The application of the comparable earnings test to a sample of relatively
low risk unregulated Canadian firms.

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

Tablel

: Financing | Return
S “Bare-bones” | Flexibility | - on
Cost of Equity Test | Cost of Equity | Adjustment | Equity
Risk Premium Tests: L ' L -

Risk-Adjusted Equity Market - 00% | 050% | 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%

The specific weight to be given the éomparable earnings test versus the
market-based (equity risk premium and dis'coun_ted casﬁ-ﬂoiy;) tmts is -
largely a maiter 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
utiity, i.e., FEIL, is approximately 10.5%.

Foster Associates, Inc.
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i 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
represeﬁts 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 0f 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 miechanism 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 ﬁtility should be afforded the opportunity to
tender and support the evidence it determines to be supportive of its requested

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

- Foster Associates, Inc.
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II. FAIR RETURN STANDARD

The standards for a fair return arise from legal precédéntsz, which are- echoed in humerous
regulatory decisions across North America, including the Commission’s 2009 ROE Decision.* A
fair return gives a regulated utility the opportunity to:

1. eam a return on investment commensurate with that of comparable risk
enterprises; ' A '
- 2. - maintain its financial integrity; and,

3. attract capital on reasonable terms.

The legal precedents make it‘cléar'tha_t the three réquirements are separate and ‘distinct, The fair
return standard is met only if all three requirements are satisfied. In other words, the fair return
standard is only',-ssitisﬁed if the utility can attract capital on reasonable terms and conditions, its
financial integfity can be ‘maintained and the return-allowed is comparable to the retumns of -
enterptises of similar risk. The BCUC 'has recognized that the cOmparablé_ return retjuifement _is
distinct from the capital attraction standard, specifically: '

The Commission Panel accepts the relevance of two separate standards namely the
capital attraction standard and the comparable returns standard in establishing a fair
refurn on equity for a benchmark low—nsk utility. One staudard does not tramp the other,
neither is-one subsumed by the other

? The pnnclpal seminal court cases in Canada and the U.S. establishing the standards include Northwestern Utilities
Lid. -v. Edmonton (City), [1929] S.CR. 186 Bluefield Water Works & Improvement Co. v, Public Service
Commission of West Virginia,(262 U.S. 679, 692 (19.23)), and, Fedeml Power Commzssmn v. Hopé Natural Gas
Company (320 U.S. 391 (1944)).

? 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.

Appmpnate Return on Equu‘y and Cap:tal Structure and to Revcew -and Rem-e the Automatic A@mtment
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 distinct: :
" The Cominission notes with approval the following description by the ATCO Utlht:es of how the three
factors or criteria of the fmrne.ss standard are assessed: . _

In the ATCO Utl]ltleS view, the assertion that the three-part test is "sunply three ways of lookmg 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 lessef relevance depending upon the economic landscape upon which the
tests are J‘cgnducted The frailty of reliance on only a smE}e leg of the three lej_gged 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 ifapact on customiers of any rate increases cannot be a factor in the determination of the cost

of equity capital.®

A fair retum 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 financial 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,
inadequaté returns act as a disincentive to ,neceésary.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 lo,we,strpossible return is not an_appropﬂate.te‘st-,, as the

Commission has recognized:

As for the JIESC’s. lowcst cost argument, the Commnssmn Panel shares the view of the
NEB, which recognized that “lowest poss1ble” was not the appropnate tcst when it stated,
at page 25 of its RH-2-94 Decision on generic cost of capltal

“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: »7

rehabnhty of the result over changmg economic conditions should be obvious.. (Alberta Utlhtles
Commission, 2009 Generic Cost of Capital, Decision 2009-216, November 12, 2009, page 28) :
¢ The Commission accepted this principle in 2006 ROE 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, 4n Application by Pacific Northern Gas
Ltd. (PNG-West and Granisle) for Approval of 2006 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 shlftmg concept.”
"BCUC, 2006 ROE Decision, page 8.

Foster 4ssociates, Ine.
Page |9
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III. STAND-ALONE PRINCIPLE
Undeér 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 setvice and rates for.
provision of that service are to reflect only the expenses, capltal costs, risks and required
returns associated with the provision of regulated service (National Energy Board,
Reasons for Decision, TransCanada PipeLines Limited, RH-R-1-2002, Review of RH-4-
2001 Cost of Cap:tal Decision, February 2003, page 25).

The s_tand-alonepﬁnciple 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 chpita_l in the public markets

on the strength of its own busiziess and financial parameters; in other werds, as if it ‘were

- operating as an iﬁdepeﬁdent en'tity.' 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 - Tesources among the various

activities of the firm. Adherence to the stand-alone principle ensures that the focis 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 cap1ta1

were invested i in an alternatlve venture of snmlar Tisk.

The stand-alone pnnmple a oornemtone of Canadlan ut111ty regulatlon with a h1story datmg to at

least 1978 and has been respected by v1rtually every Canadian regulator, mcludmg the BCUC
in setting both regulated capltal structures ‘and allowed rates of eturns.on. equlty

® Public Utilities Board of Alberta, In the Matter of The Alberta Gas Trunk Liue Company Act; Declsmn C78221
December 21, 1978, pages 19-27.

° 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 parents, e. . 2006 ROE Dems:on and 2009 ROE Deci.s'ton

Foster Associates, Inc.
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IV. RELATIONSHIP BETWEEN CAPITAL STRUCTURE AND
RETURN ON EQUITY

The economic principle guiding the fair return is the opportunity cost principle. The opportunity
cost of capital represents the expected return foregone when a decision is made to commit capital
to an alternative investment of comparable risk. It represents the réturn investors require to
commit capital to a specific investment and the-cost to the firm of attractin_g and retaining capital.
Satisfying the fair rétum standard méaﬁs allowing a return commensurate with the op_portﬁhity
cost of capital. | o o :

A utility’s overall cost of capital represents the weighted average cost of the various sources of
capital that it uses to finance its rate base assets. Thc weights_ represent the proportion of each
source of funds used to finance the rate Bﬁsc_'assets and thé.cgst of each source of funds
represents what the ,company musf pay for each type of capital it uses, includi:ig dcbt_: and

common equity.

For utilities that are regulated on an original cost rate base, as is typical in Canada, including BC,
and the U.S., in most cases, the cost of debt is an embedded cost, or weighted average of the

costs that were determined at the time the debt was isgued.

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

cost principle articulated above, i'gpresents the return that an equity shareholder expects to 7_ea;m

on an équity ihvesml_ent. It also rebre_s,ént_s the return that an equity investor requires in order to

commit equity funds to or retain equity fands in an equity investment, From the pérépécﬁvé of
the firm, it represents the cbst that must be paid in order to attract and retain equity funding,

The overall cost of capital to a firm depends, in the first instance, on business risk. Business risk
comprises the fundamental characteristics of the business and the political/regulatory operating
environment that togetlier determine the probability that future returns (including the return on
and of the capital invested) to investors will fall short of their expected and required returns.

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 & firm’s capital
structure creates a class of investors whose claims on the cash flows of the firm. 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
equlty shareholder’s return rlses as miore debt is added to the capital structure. Thus, as the debt
ratio rises, the cost of equity rises. Asa 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 deteiminations of capital structure and return on equity. The third
approach estabhshes an overall allowed rate of return without separately speclfymg the capital

. structure and return on equlty

The first approach either accepts the utility’s actual capital structure for fegulﬁtory ﬁurposes or
deems a capital 'stiﬁéturc- that does not necessarily equate thie total' (fundamental buSinesS'
regulatory and financial) risk of the - “sub_]ec * 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 ﬁnanc1a1) risk is higher or lower than that of the proxy
companies, the proxles estlmated cost of equity needs to be adjusted upward or downward to
arrive at the cost of equity of the spemﬁc utility.

The second approach assesses the utility’s fundamental business and regulatory rlsks and thcn
establishes a capital structure that will equate its total risk with that of the proxy compames |
This approach permits the application of the proxy companies’ cost of equity without adjustment
for differential total risk. o '

Foster Associétes, Inc,
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The third approach establishes the overall return (combining capital stricture, 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 Eniergy Board (OEB),” and the Régie de I’énergie du Québec
(Régie)."! The second approach has been used by the AUC (and its predecessor)'” and the
National Energy Board (NEB).”> The third approach has also been wutilized by the NEB in
setting the allowed return on rate base for Trans Québec and Maritimes Pipelines Inc. 14

The three approaches are equally valid as long as the overall retum, i.c., 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 refurn on equity is fair without reference to the capital structure of
the ufilit_y. Thus, the determination of a fair retum must take into account &ll 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.

I The Ontario Bocrgy Board h1stoncally awarded different refurns on equlty and capltal structures for Enbndge Gas
Dlsmbuuon Natural Resource Gas and Union Gas.
! The Régie has awarded different capital structures and refurns on equity for Gazifére, Gaz Métro and Hydro 7

uébcc Distribution and Transmission.
12 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

13 National Energy Board, Reasons for Decision, Cost of Capital, RH-2-94, March 1995
' National Energy Boatd, Reasons for Decision, Trans Québec and Maritimes P;pelmes Inc., RH-1-2008, March

2009,
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V. THE BENCHMARK UTILI'I'Y

A. PURPOSE OF BENCHMARK UTILITY

'The objective of speci'fying-a benchméfk utility is to have a pbiﬁt of reference ageinsf which the
“regulator can compare other utilitiés under its jurisdiction for the parpose of setting their allowed
‘retums (capital structure and ROE) without conductmg a “from first pnnclples” cost of capltal |
proceeding for each one.”* A “from first prlnclples” proceeding entails a comprehenswe rewew

of capital market and economic conditions and the applxcatlon of the various traditional tests for
estimating the fair retum on equity. By desxgnatmg one utility as the benchmark, ‘the

- Commission can conduct a smgle “from fiist prmelp[es” cost of capital proeeedmg, ﬁ-om which

it can estabhsh an appropnate common equity ratio and ROE for that benchmark ut111ty Those
two parameters, common equity ratio and ROE then become the benchmarks for the remalmng

lltllltles allowed common eqmty ratios and ROEs ,

The designation of one utility as the benchmark utility is partly a matter of elﬂiciency,‘ i e it
avmds frequent reassessment of factors that are common to all ut111t1es 16 In addltlon, it prov1des

a means of ensunng “that all the utilities sub]ect to the jurisdiction of the Commission are

~ awarded overall returns that appropnately reﬂect their business risk- relauVe 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

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

By des:gnatmg a speelﬁc real utlhty as the benchmark, that utility’s business risks can used as a

15 When comparable companies are initially selected for the purpose of the estimating a “benchmark” 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, individuafly, has different
characteristics. The resulting benchmark retumn is applicable to an actual utility, desigoated as the benchmark utility,
which has specific risk characteristics that provide a single tangible foundation for making inter-utility cothparisons.
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
not 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 w1th 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 2 “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 busmess nsk charactenstlcs that are a function of: (1) the ut111ty sector in
which it operates; (2) the nature and age of its assets (3} the geographic charactenstlcs of its
service area; (4) the economic characteristics of its serv1ce aréa; (5) its customer proﬁle, (6) the
pohtlcal 1andscape and (7) the regulatory framcwork under which it operates. The speclfics of
these broad factors interact to define an individual utlhty s aggrogate marketfdemand

competluve, operatlng, supply and regulatory risks. While it mlght be falr to conclude that, asa
general proposition, an electric transmission utility i isa “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 siml, it is not practical .to
determine an apprdpriate capital_suuqturé 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 comp_aréd. The utility designatcd the benchmark utility need not be
the loweét business risk utility in the province. It is no more difficult to subtract percentage
points of equity or basis points of incremental equity risk jJremium from the ROE or the equity
ratio of the benchmark utility than it is to add them. R -

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 char_acteristics._ Ideally, the des_ighated benchmark utility W‘ill- -
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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 Célm’nbia, is one of the largest gas distribuition utilities in the country, and has a
relatively diverse geograp_hié, customer and asset base. It has no exceptional bu_sihess risk
characteristics that are lfkely to make comparisons with other BC utilities pfoblematic Alfhough
FED’s equity is not publicly traded, its debt is rated by two debt rating agencies, providing some
independent capltal market assessment of its overall business and ﬁnanclal risks, albeit from a

- bondholder’s perspective.” Further, its business risks and the trerids 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 ah amalgamation of,
and postage stamp rates for, FE], 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, FEI pre-amalgamation
can be used as the béncihmark utility for esfablishing the. cost of capital for FEI Amalco, should
amalgamation proceed Whether FEI Amaloo should be designated the benchmark utility (1f
amalgamation proceeds) can be resolved in a future proceeding.

The analysis that follows determines an appropriétq capital structure and fair retum on equity for =~
FEI pre-amalgamation as the benchmark BC utility. '

1 Although bondholders and equlty 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 bond indentures. As a result, it would be incomect to assume that the equity risks of two-
regulated companies w1th Arated 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 rigks in, the markets where the costs of the various forms of

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

<1_ntended 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:

1.

The systemic risks to the global ﬁnanci_al_system, as assessed by the Bank of
Canada, are no lower _than they were at the end of 2009,

| Long-term Government of Canada bond yiéldé are much lower than they wgfe at

the end of the oral portion of thc_2009 Application. The reduction reflects a
confluence of factors, inéluding weak global eoonomic condiﬁons C'entral ‘bank

declslons to keep short-term interest. rates low, mvestor risk aversmu/ﬂlght to

safety and a shnnkmg 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.

Yields on high grade Canadian corporate bonds have alsé fallen, largely trackiﬁg
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. .
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4, Investor confidence is lower, equity market volatility is similar and the indicated
market cost of equity is higher than it was at the end of the oral portion of the
2009 Application.

When the 2009 Application that culminated in the 2009 ROE Decision (Deccmbel_' 2009)

- commenced in May 2009; recovery from the global financial crisis was underway. Governments
" world-wide had already begun to take extraordinary steps, using both monetary and ﬁscal policy

tools, to stabilize the capital markets and real economies, By the close of the; oral portion of the
2009 Apphcatlon

1. The 10-year and 30-year Government of Canada bond yields, which had fallen to
lows of approx1mately 2.6%. and 3.3% respectively during the crisis, hovered -
- around 3.3% and 3.8% at the beginning of October 2009. The September 2009

-Consensus Economics, ansensus Forecasts anticipated that the 10-year Canada '

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

year Canada bond yield of approkimateljz 4.4%.

2. Spreads on investment grade long-term corporate debt (measured by the DEX
Long Corporaj:e Index) had sky-rocketed from close to 100 basis points in early
2007 to almost 400 basis points in December 200_8. By the begmmng of October -
2009, the spreads had retreated to just over 200 basis poinfs.

3. Spreads on the Bloomberg 30-year: C_anqdian A—rated-utilitjr bond index, which
| had averaged approximately 95 basis points between 2003 and 2007, jumped to a
peak of over 300 basis points in December 2008, recovenng to around 145 bas1s

pomts at the beginning of October 2009, correspondmg toa ymld of 5.3%.

4, The S&P/TSX Index had plummeted by 50% from late May 2_008'to~ear1y March
2009. By October 1 2009, the equity market had recovered significantly, moving

7 Foster Associates, Inc,
Page |18 :



496
497
498
499
500
501
502
503
504
505
506
507
508
509
510
511

up almost 50% from the market trough. While the market was still over 25%
below its 2008 peak, investor confidence had been on an upward trajectory. 18

5. In early June 2009, Finance Minister Jim Flaherty announced that there were
- cautious signs that the Canadian economy, which had been in recession since
2008Q4, had stabilized. The September 2009 Consensus Economics, Consensus
Forecasts anticipated positive real GDP growth in 2009Q4, and 2.4% growth in

2010. SRR '

From the close of the oral portion of the 2009 Application to April 2010, economic and financial
market conditions in Canada continued to improve. Real GDP growth rates in Canada in
2009Q4 and 2010Q1 were 4.9% and 5.5% respedtively. Between December 2009 and April-
2010, long-term Canada bond yields hovered within a fairly narrow range of 3.9% to 4.2%.
Chart 1 below shows the trends in 10-year and 30-year Government of Canada bond yields from
the end of 2009Q3 to the end of June 2012; S -

'8 As measured by the State Street Investor Confidence Globat 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 invéstors,
representmg 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 neithier 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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Chart 1

_10- and 30-Year Government of Canada Bond Yields
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The spread’ between A-rated corporate and long-term Canada bond ylelds, havmg 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 pomts at the end of April 2010, still well above the pre-crisis long-

term average of less than 100 basis pomts Chart 2 below sets out the spreads smce 1976 the

first year that 30—year Govemment of Canada bond ylelds were reported ‘
Chart 2 _

Sprear,l Between Yields on DEX Long Corporate A Index
and 30-Year Government of Canada Bonds
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The corresponding spread between the Bloomberg 30-year A-rated utility bond index and the 30-
year Canada bond had also contracted to approximately 130 basis points at the end of April 2010
(vield of 5.3%). ' '

The equity market’s recovery ﬁ'om its March 2009 trough had continued; the S&P/TSX
Composite Index endcc‘l:April,_ 2010 approximately 20% below its 2008 peak. Expected equity
market volatility, as measured by the Implied Volatility Index (“MVX”), had fallen to below pre-

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

mid-October 2010."
| | ~ Chart3
Montréal Exchange hﬁpl_ied Volatility Index
December 2002 to October 2010
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In May 2010, the sovereign debt crisis in Europe efupted. 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 mtematlonal ﬁnanclal markets....”. Wlth Government of Canada. bonds

mcreasmgly viewed as a safe haven altemat:we to U.S. Treasuries, a ﬂlght o quality exerted

19 The MVX, introduced by the Montréal 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/TSX-60 VIX Index (VIXC), in October 2010, with historical data available from Qctober 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,% 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 (vield of 5.36%), pushing the A-rated

| utility/government bo_nd 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 durlng 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 Septemher (from -0.25% to 1.0%).
However, in October 2010, the Bank of Canada announced that the economic ouflook for Canada

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

previously forecasted. The ¢hanged economic outlook led the Bank of Canada to leave its target
overmght rate (ata hlstoncally low 0.25%) unchanged Jeaving significant monetary stimulus in
place, and to conclude: that “any further reduction i in monetary policy stimulus would need to be
carefully considered.”®' The Bank’s statements led economists to conclude that there would |

likely be no further reduction in monetary policy stimulus before mid-201 12

The relatively modest expectcd pace of growth reflected a combmatlon of domestlc factors (hlgh

‘household debt, which limits conswmer spendmg) and international factors (e.g., the weak labour

and residential real estate markets in the U.S., the sttamed balance sheets of banks - and
govemments in Europe and related austerity programs in those oountnes, as well as oonstramts
on export growth arising from a combination of tempered growth abroad, the hlgh Canadian
dollar and relahvely weak productlwty) C : :

2 Statistics Canada, Canada's Intematwnal Transactions in. Securmes, May 2010,
* Bank of Canada, Monetary Policy Report, October 2010. _

2 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:

Sovereign debt concerns in several countries;

Financial fragility associated with the weak global economic recovery;

Global imbatances;

’I'he potential for excessive risk-taking behaviour arising from a prolonged period

of exceptionally low interest rates in:major advanced economies; and

2w N -

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 le{réls to stimulate economic. growth, expectations -that the global recovery- would be
protracted, along with rising risks from global sovéreign debt, particularly in Europe and the
U.S., and continued strong inflows into. Canadian bonds,?* Government of Canada bond yields
drifting downward during the later half of 2010, as did forecast yields.”® 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 decliﬁéd,'tb just below 5%.

B Global imbalances refer to imbalances between savings and mvcstment in the world economies, as reflected in the
sagmﬂcant distortions among current account balances, .g., the large and persistent current account deficit in the
U.S. and surplus in China,

* On average over the pericd 2009-2011 non-residents acquired - government of ‘Canada bonds at a rate of
approximately $6.8 billion a month compared to approxlmately $1.0 bllhon per month in 2004-2006 At the end of
2011, foreign holdings were 26% compared to 13% in 2006.

 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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~ As 2011 unfolded, despite headwinds from the ongoing sovereign debt vulperabilities in Europe

and the complications of a two-speed global economic recovery (i.e., modest growth in advanced
economies versus emerging economies at risk of overheating), the Cﬁnadian 'ecohomy appeared
poised to advance at a steady, but modest pace. ‘GDP growth in Canada in both the fourth
quarter of 2010 and the first quarter of: 2011 had been stronger than anticipated. From their third
quarter 2010 low of 3.33%, long-term Canada bond yields gradually shifted upward, peaking in
eatly second quarter 2011 at 3.87%. Similarly, the downward trend in forecast Canada bond
yields re\}ersed; the consensus forecast of the‘twelvc-month forward 10-year Canada increased
each month between November 2010 and April 2011.

In its June 2011 Financial System Review, the Bank of Canada noted decreased risk aversion in
financial markets, evidenced by low yields on and record bond issuance in high yield (non-
investment grade) debt, as well as low volatility in the equity markets. Nevertheless, in the

Bank’s view, risks to the financial system were still higher than in their six month carlier .

‘assessment, as the risk associated with global sovereign debt had edged higher and the risk

associated with the low interest rate environment in advanced economies had mcreased with the

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

. The decfca'se, in investor risk aversion can be seen in fhe decline in-yields-on-high yield Canadian

bonds. High yield bonds are considered to have characte‘ri's_tics of both debt and equity, the latter
due in large part to their higher default risk, higher sensitivity to the bﬁsiness cycle and closer
connection to the underlying fundamental risks of the issuers than high grade cofporaté bonds.
The yield on the DEX Overall High Yield Bond Index, designed to be a broad measureé of the
Canadian non-investment grade fixed. income market, had fallen from 8:2% at the bcgmnmg of
October 2009 to an average of 6.7% dunng 201 1Q2

By July 2011, matket sentim_ent had started to shift. In the July 2011 Monetary Policy Report,
the Bank of Canada pointed to several developments weighing on investor sentiment, including:

Foster Associates, Inc,
Page |24



621 1. declines in equity market i)ﬁpes in both advanced and emerging economies during

622 : the prior three months in reaction to increasing uncertainty over the strength of
623 the global recovery; '
624
625 2. some deterioration in corporate credit markets;
626 R
. 627 . . 3. a sharp reduction in bond issuanée; and
628
629 4, shifting of capital into perceived safe haven assets and currencies; putting
630 downward pressure on government bond yields in major advanced economies.
631

632 By the end of August,ﬁOll, 10-year and 30-year Canada bond yields had fallen to 2.5% and
633 3.1% respectively. The Bloomberg 30-year A-rated utility index yield had also declined (to
634 4.7%), but ﬁot, as sharply. In _contrast; the jrield on the DEX Overall High Yield B-dnd Index,
635  which had been yielding 6.5% in March and April 2011, had risen to 7.8%. o '
636 .

637  Over the next few months, a number of the risks with which the Bank of Canada had expressed
638 . concern in earlier reports were experienced. In its October 2011 Monetary Policy Report, the
639  Bank of Canada referenced the acute fiscal and -ﬁn‘ancial strains in Europe and concerns about
640  the strength of global economic activity that had led to increased and significant financial market
641  volatility, reduced business and consumer confidence, and an escalation of risk aversion. The
642  increased _volaﬁlity was triggered by a reassessment of the prospects for global economic growth,
643  as well as heightened worries over debt sustainability in the euro area and uncertainty over the
644  direction of fiscal policy in the United States. According to the Bank, the already negative tone
645  in financial markets was exacerbated by numerous credit rating: downgrades of sovereigns and
646  global financial instifutions. As the Bank noted, as a result, investment flows shifted toward
647  safer and more liquid asécts. " Government bond yields in a nurnber of advanced economies,
648  where markets are most liquid and which are perceived to be better credit risks, had fallen
649  sharply. At the same time, prices of riskier assets had declined significantly.

650
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In its December 2011 Financial System Review, the Bank of Canada judged that the rigks to the
staliility of Canada’s financial system were high and had increased markcdly over the past six
months. In the Bank of Canada’s assessinent,_ over the prior sii months, the risks associated with
global sovei'eign 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
2.5% respectively.2® With the coie rate of inflation running at approximately 2.0% during 2011
and expected to average 2.0% over the longer-term,?’ the real yield on the IO-yéar Government
of Camda bond was negative Long-term A-rated utility bonds were yielding just over 4%. In
contrast, the S&P/TSX Composne ended the year down more than 15% from its early year high,
High yield Canadian bonds had contmued to climb, reachmg 9.5% at the end of September 2011

‘and ending the year at 9. 1%.

As Chart 4 below demons&at;ﬁs, expected equity market volatil_ity,'é_s measured by the VIX‘C,28
increased markedly in August 2011. On average during November 2011-January 2012, the
VIXC was slightly more than 20% higher than during the corresponding period in 2009—2_01.0.

2 Forecasts of long-term Government of Canada bonds had also expérienced anothér 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 coursé; 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 (pos:twe
or negative) observed since the inception of the Consensus Forecasts in 1990,

2 Consensus Economics, Consensus Forecasts, October 2011.
8 Chart 4 tracks expected volatility as measured by the S&P/TSX 60 VIX Index (VIXC) from October 1, 2009, the
first day for which historical data are available.
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Chart 4

S&P/TSX 60 VIX Index
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In its January 2012 Monetary Policy Report, thé Bank anticipated that growth in the Canadian
economy throughout 2012 would be weaker than previously forecast, despite the better than
anticipated momentum experienced during the second half of 2011.” The weaker growth forecast
was largely due to the continued deterioration in the global economy, resulting in ﬁ;rtlier
tightening of international financial markets and continued risk ‘aversion. Economic indicators
suggested that the euro area had entered into a recession in the fourth quarter of 2011 and the
"deteriorating financial conditions, bank deleveraging, fiscal consolidation and large negative
confidence effects" of this recession were expected to iast well into 2012. The Bank found that,
since the October Monetary Policy Report, investors had continued to shift toward safer and
more liquid assets, resulting in yields on government bonds in Canada, Germany, the United
Kingdom and the United States continuing to decline at the same time that spreads in some of the
euro area’s largest economies had risen, in some cases to post-euro reéord highs, Investor
anxiety had also continued at high Ievels, resulting in contmuedmarket x{olat_il_i@y in global

markets.
The International Monetary Fund’s World Economic Qutlook Update released Jani_xai'y 24,2012

echoed the Bank of Canada’s concerns, concluding that the global economic 'rec':(')'veryr i8

threatened by intensifying strains in the euro area and fragilities elsewhere and that financial
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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 tlghtemng 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 mténsified 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 pr_o'viéioﬁ of liquidity by the European Central Bank.

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

_inteﬂsiﬁcaﬁon of the eurozone sovereign debt crisis, focused on Greece, Spain and Ital'y.'

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

1. the global recovery remains modest, fragile and uneven, . with - economic .
momentum solid in Canada, growth in the us. ,continuing_ at a modest pace, but
European economic activity expeéted to remain sluggish and growth in emerging

markets haVing moderated;

2. the pnnclpal risk to domestic ﬁnanclal stab1l1ty continués to stem ﬁ-om sovere1gn

debt strains in the euro area;

3. the risks associated with high lovels 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 tisk to the
global financial system, although they have declined slightly and are expected to -
narfow’ further over the next several years.” The Bank considered that the reason
for their narrowing, i.e., deficient demand for imports in advanced economies due

to contractionary fiscal policies and household deleveraging., which, in tumn, 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 shéets
under stress like pension funds and life insurarice companies), with the potential

for misallocation of credit and the mispricing of risk.

In summary, the Bank of Canada concludcd that the systemw usks to the global economy and
ﬁnancxal system are hlgh and unchanged since its prev1ous (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,zg long-term Canada bond yields
have fallen more than a full pércentage point over the past 12 months, hitting a historical low of
2.21% on June 1, 2012. At th_e end of June 2012, the yield on long-ten_n30 Canada bonds stood at
2.33%. :

High grade cmporate bond yields have alse been impacted by the smaller peol_ of highly rated
sovereign bonde as investors have sought relatively safe ﬁxed income alternatives.”’ The end of
June 2012 yield on the Bloomberg 30-year A—rated utility mdex was 3. 92% The correspondmg
spread w1th the 1ong—term Govemment of Canada bond yield, at 160 baSIS points, was slightly

% Afier 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 by Moody’s, Fitch.and DBRS. Despite the S&P downgrade, U.S. Treasury bonds continue to be regarded as’
a safe haven investment,

* As reprosented 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 eatnestly d1versxfymg their portfolios toward fixed-income products, in many

- cages away from equity funds." (Tom Roseen, 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 maiket collapse, almost $15 was invested in equity

markets for every $1 invested in fixed income markets.
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higher than at the close of the oral portion of the 2009 Application. The higher spread indicates
that investors view the risk associatéd with A-rated utlhty 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 facfor, with the numerous ratings downgrades of sovereign
bonds that have taken place in the éurozone over the past two years, the supply of safe haven
assets has shrunk, and a scarcity value ‘attributed to high grade sovereign bonds (iﬁcluding
those of Canada, the U.S., the UK. and Germany) that are viewed as least affected by the

eurozone debt crisis.

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

normal levels, as indicated in Table 2 below.>

_ Table 2 ,
. 7 Year- - - 1201412015 | 2016°| 2017 | 2018-2022
Forecast 10-year Canada | 3.6% | 4.2% [ 4.5% [ 4.6% | 4.7%

. Source: Consensus Economics, Consensus Forecam, Apri_l 2012.

With an average historical spread between 30-year and 10-year Government of Canada bonds of
35 basis points, the corresponding longer term y1eId on 30-year Canada bonds is approximately
5.0%. | |

2 Barclay’s Equity Gilt Study. 2012 concluded that “An important reason for these low ylelds is the. structural
decrease in the supply of risk-free assets that is not likely to be corrected in the nextfew years.” In its Apnl 2012
Global Financial .S‘tabdzty Report, the International Monetary Fund found that “the riumber of sovereigns whose
debt is considered safe is declining - taking potentially $9 trillion in safe assets oiit 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.”

» Consensus Bconomics issues long-term forecasts of key economic indicators, including the 10-year Government
of Canada bond yield, twice a year, in Aprxl and October. _
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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 comparisbn 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* average of 21

‘(Chart 4 abovc). 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: AsTable - - -

3 below shows, the resulting index price/eamings (P/E) 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 (E/P), the inverse of the P/E ratios, provide a rough guide to the direction in the
market cost of equity over this time period. The fqi'ward E/P ratio of the S&P/TSX 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 late 2009.

34 The first month for which there are data for the new S&P/TSX 60 VIXC.
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Table 3

September "~ June
- ‘ 2009 . 2012
| S&P/TSX Composite
PriceIndex|{ 11,395 11,597
Earnings $530.8 - $789.0
Dividends | = $3144 $365.8
_ Trailing P/E 215X | 0 147X
b . DividendYield| . 2.8% . | . 32%
S&P/TSX 60 o '
T ‘Pricelndex| 678 664
Earnings| $385 . | $48.0 .
. Dividends $17.5 $20.9
TrailingP/E| = 17.6X 13.8X
- DividendYield{* 26% | 3.1% -
‘ Forward P/E"| 191X | 126X
Forward Earnings Yield (E/P)| = 5.2% 7.8% .
10-year Canada Bond Yield | . 3.3% C17% .
E/P less 10-year Canadél Bon‘d _ 9% 4. .:6 2%

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

Source: www.bankofcanada.ca, UB/E/SS from S&P, Research Insight, 75X Review.

As regards thé cost of equity capital' for u_tilitiés a.nd th§ iﬁlpli@ation of thé observed decline in
long-term Canada bond yields, before th‘elonset of the financial crisis, publ__icly—.’c.raded Canadian
utility dividend yields generally hacked the long-term Government of Canada bond yield On
average from 1998-2007, the median d1v1dcnd yield of the five major publlcly—traded Canadian

utilities® was, on average, 25% lower than the correspondmg yield on the 30—year Government S

of Canada bond. Since the beginning of 2008, the ratio of utility dividend yields to long-term
Canada bond yields has risen markedly. At the end of June 2012, the median Canadian utility
dividend yield was appreximately 60% higher than the 30-year Canada bond yield.*®

3 Canadlan Utilities L1m1ted Emera Inc., Enbridge Inc., Fortis Inc., and TransCanada Coxporatlon Excludes
Valéner Inc., as it' was prewously a linuted partnershlp (Gaz Métro LP), which converted. to & conventional
corporation in September 2010. Hereafter referred to ds the “five major pubhcly-u'adcd Canadian utilities”.

% 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 approxjmately 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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If the pre-crisis relationship between utility dividend yields and the yield on the 30-year Canada
bond were still valid, at the end of June 2012 30-year Canada bond yield of 2.3%, the current
Capadian utility dividend yield should be approximately 1.75% (75% of 2.3%). Instead, it is
3.7%.% o

The observed change in the relationship between Canadlan utility dividend yields (which
represent a significant component of the cost of equity*") and long-term Government of Canada

bond yields represents compelling support for the following conclusions:

1. The est_imation of a fair ROE for the behchmark BC utilit_y should be based on
multiple tests, including tests Whic_:h are not benchmarked to the long-term
Government of Canada bond yield. ‘ ‘

2. In the application of equity risk preuﬂu_m tests that are benchmarked to the long;-

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

forecast long—feﬁ_n Government of Canada bond yields needs to be taken into

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

In light of the persistently unsettled capital markets and the unstable relationships between the
utility cost of equity and Government bond yields, it would be, in my view, difficult to construct

an autornatic adjustment mechanism for retuni on equity at tlns time that would successfully

capture 'prospective changes in the utility cost of equity. In partit:ula;, an automatic adjustment -

formula tied to changes in govemmeﬁt bond yields has the potential to unfairly suppress the
allowed ROE. |

%7 Alternatively, based on the pre-crisis relationship, all other things equal, the observed 3.7% utility dividend yield
would correspond io a 30-year Canada bond yield of approximately 4.9%(3.7%/0.75), rathér than the- much lower
end of June 2012 yield of 2,3%.

% 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 potentlal the dividend. yield
component can account for approximately one-half the total estimated cost of equity: .

% In October 2010 and November 2011 the Régie implemented automatic adjustment formulas for: Gazifére and Gaz
Métro 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 Métro’s allowed ROE for
2012 was st at 8 9%, reflecting a forecast long-term Government of Canada bond yield of 4.0% and a utility bond
vield spread of 150 basis points. Based on the most recent forecast and spreads, Gaz Métro’s 2013 allowed ROE

will be close to a full gercentage point lower than in 2012, The trend in Canadian utility dividend vields indicates
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In developing a fair ROE for the benchmark BC utility, I have procéede,d on the premise that the
ROE adopted in this proceeding will be in place for at least three years. On that basis, in the
application. of equity risk premium tests, I have developed forecasts of long-term Government of
Canada bond yields that encompass the three-year period 2013-2015, not solely 2013.

VIL CAPITAL STRUCTURE FOR FEI AS BENCHMARK BC UTILITY

A.  PRINCIPLES FOR CAPITAL STRUCTURE DETERMINATION

The princililes which should be respected in the determination of an appropriate capital structure
for a utility include (1) the stand-alone principle; (2) compatibility with business risk; (3) the

ability t6' attract capital on reasonable terms dnd conditions; (4) maintenance of financial

- integrity; and (5) comparability.of returns. Principlés (3) to (5) represent the thiee requirements

of the faiir return standard; and reflect the inter-dependence bétween capital sifuctire and ROE.

1. Stand-alone Principle
* As indicated in Section’ II above, the stand-alone principle means- that the
alloﬁed return. on’ 'c'apii:a‘] should réflect only the risks and required returns
associated with the provision of regulated service. This principle ektends to béth
capital structure and ROE, and the combination thereof. . ' |

2. Compatibility of Capital Structure with Business Risk .
"The capital ‘structure of a utility should be cons_iSteﬁt with the business and
reghlatbry risks of the specific ontity for which the capital structure is being set,
At a high lovel, because debt financing magnifies business risk, all other things
equal, the higher the business risk of the ui:ility;, -thé_ hlghera reasonable common
equity ratio would be. As the Cbmmisﬁon pointed out in its 2009 ROE Decision,

‘ftic opposite: higher Canadian utility dividend:yields in mid-2012 than when the Régie rendered its decision for Gaz
Métro in November 2011 point to an increase in the cost of equity for Canadian utilities since late 2011,
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“The assessment of risks has significant bearing on the application of the fair
return standard and the determination of an appropriate common equity ratio for

regulatory purposes.”

3. Attraction of Capital and Financial Integrity
A reasonable capital structure for the benchmark utility, FEI, in conjunction with
the returns allowed: on the various sources of capital, should-permit the utility to

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

integrity.

To be able to. attract debt capital on reasonable terms and conditions and to
maintain its cred1twortluness, a reasonable capital structure for the benchmark BC
utility, FEI should provide the basis for stand-alone mvestment grade debt ratmgs A
in the_A_catcg_ory. D_ebt ratings in the A category ensure that _the utility would

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

both robust and difficult, or weak, capital market conditions. In contrast to
unregulated companies, utilities do not have the same flexibility to defer financing
new assets. Utilities have an obligation to prbvide service on demand, and must

maintain access to the capital markets to fulfill that obligation.

The importance of credit ratings in the A category arises from two factors:
market access and cost. Even a utility with rsplit-ratings (that is, one debt rating in
the A category and one rating in the Baa/_BBB“1 category) faces a higher co_ét of
debt and Iess_t:r market access relative to a utility with all debt ratings in the A
category. Regulated issuers with Baa/BBB ratings can be closed out of the
Canadian debt market at times, particularly at the longer cnd._(20-3,0 yeaf tenﬁ) of

4 'rhe Commission has accepted that a credit rating in the A category is appropriate for FEL. 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 reasonablc terms and conditions and atiow
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

AUC .Decision 2009-216, page 88, and Decision 201 [-474, pages 31 and 35). :
! Baa is the Moody’s medium grade ratings desngnatlon, BBB is the cnrrespondmg DBRS and Standard & Poor’s

desnguatmn.
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the debt market.** 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. *’

. 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 experien_ceé ‘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 utlht)f's outstandmg debt. An increase in the cost of new
- debt to a utility i mcreases the requlred yield on the outstandmg debt and reduces
the value of that debt. Since existing (_icbt holders are the most likely purchasers
of future issues, a debt rating downgrade, with the resulting negative impact on
the value of - their ex1stmg holdmgs, wou.ld likely” make them less willing to
pu:rchase 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 Bia/BBB rated debt varies
.“;ith' market conditions, but. ratings in the Baa/BBB catégory can be materially
more coétly to ratepayers than ratings in the A category.** As the global financial
mmket crisis demonstratéd, 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 V'al'lowec_l to hold in
their portfolios or are precluded from investing in Baa/BBB rated debt. The

* 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 on any terms in the public Canadian debt market,
# 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 (Credzt 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
ratmg category or lower, only eight were for a term longer than 10 years.

“ Over the past 15 years, the average spread between yields on long-térm BEB-rated and A-tated 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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relatively small size of the. Canadian market for Baa/BBB rated debt and the
limitations on the ability of Baa/BBB issuers to raise debt in the long-term end of

‘the debt market underscore the importance of A credit ratings.

FEI, as well as other BC utilities, are competing for capital in a global market in
which there may b,e,unprecedented requirements for energy infrastructure capital,
particularly in the power sector. In its 2011 World Energy Outlook, the
International Energy Agency estimated that between 2011.and 2035 close to $38
trillion .in. global cumulative energy infrastracture investment is required,- '
including $9.5 trillion in the gas industry ($2 trillion in transmission and
distribution) and $16.9 trillion in the electricity industry.*® The Conference Board
of Canada estimates that investment in electricity infrastructure alone in Canada
over the period 2011 to 2030 will be close to $348 billion.*®

To compete successfully for the capital it needs, that is, to continue to bé able to
attract capital on flexible terms and conditions, FEI fequires credit metrics (which
reflect the combination of capital structure and ROE) that are competitive with

those of its peers.

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

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

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

capital on reasonable terms and conditions.

Comparability of Returns
As it is the overall return which must meet the comparable returns requirement of.
the fair return standard, it is ‘the compostte of a regulated utlltty s financial

* Infernational Energy Agency, 2011 World Energy Outlook, October 2011, Figure 2.20. - -
% Conference Board of Canada, Shedding Light on the Economic Impact of Investing in Electricity Inﬁastrucmre,
February 2012, The INGAA Foundation: estimated that approximately $205 billion of investment was requlred in
North American natural gas midstream (including mainline transmission, laterals, gathering linies, comprcssmn, :
storage and processing) infrastructure from 2011 to 2035, with an additional $46 billiori investment in the natural
gas liquids and oif midstream sector (INGAA Foundation, North American Natural Gas Midstream Inﬁ'astmcture

'Ihrough 2035: 4 Secure Energp Future: Execuhve Summary, June 2011).
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parameters, including the adopted capital structure and allowed returns on capital,
that need to be comparable to the returns of sithilar risk companies.

Comparabilit& of the regulated uﬁlity’s- overall return to its peers, including

capital -stracture, is not 'only .ﬁ__l'cgal requirement, it is necessary in order to be

cpmpgﬁ;iye. in the capital markets. FEI competes for capital not only with other

Canadian regulatéd 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

capltal siructure, of FEI’s comparable risk: peers, mcludmg regulated compames
- throughout North America.

B.  BUSINESS RISK OVERVIEW

As noted above, a utility’s business risk comprises the fundamental characteristics of the
business  (e.g., marketfdeﬁland, competitive, supply and. operating factors) and
political/regulatory risk. that together determine the probability that the utility’s future ‘-retums
(mcludmg the return on and of capital) will fall short of the returns that investors expect and

require.

Utilitjr business risks have both short-term and lﬁﬁger-tenn aspects. Short-term business risks
relate primarily to year-to-year variability in earnings diie to the combination of fundamental
underlying economic factors and the existing regulatory framework. Long-térm business risks
are imiportant becanse utility assets are long-lived. Long—term business risks compnse factors
that may negatively impact the Iong-run viability of the utility 4nd i impair the abxhty of the
shareholders to fully recover their invested caplt_al and a compensatory tetitn’ thereon.  As
utilities represent capital-intensive investments with very limited alternative uses, whose
committed capital is recovered over an extended period of time, it is the long-term business risks

that are of primary concerm to the investor.

Foster Associates, Inc.
Page |38



971
972
973
974
975

976

977
978
979
980
981
982
983
084
985
986
987
988
989
990
991
992
993
994
995
996
997
998
999

Because utilities are generally regulated on the basis of annual revenue requirements, the longer-
term risks are sometimes downplayed, essentially on the grounds that the regulatory framework
will allow the regulator to provide compensation to investors as the risks materialize, through
higher ROEs and/or assurance of return of capital. This premise may not hold. If the utility is
losing customers and throughput, competitive limits on regulated prices may constrain 2 utility’s

-ability to earn higherreturns or recover the invested capital when the risk materializes. Second,

utility gs_sqfs are lpi;geliycd. No regulatory panel can bind its successors and thus guarantee that

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

The capital structure needs to recognize long-term business risks. As the business risks
materialize, the utility may find it more difficult to raise new debt capital. Consequently, the
common equity component effectively provides a cushion in the event of deterioration of access
to capital. This shiould not be interpreted to mean that business risks are only reflected in capita'l
structure. Nor should it be interpreted to mean that the long-term aspects of business risk are
captured only in capital structure with short-term variability in earnings captured. solély in the
ROE. Both the capital structure that is appropriate for a particular utility and the required rate of
return on equity incorporate elements of short-term and long-terin business risks. - Investors look
at the risks of a utility in the aggregate in assessing what return they require from a utility equity
investment; they do not assign short-term risks to ROE and long-term risks to capital structure.

The primary categories of utility business risk are:

. Market/Demand Risk S
Market demand risks relate to the size of the market for the utility’s scrvide_s and -
f_ﬁe ability of the utility to capture market share. Market _deman_d risks reflect the
demographics of thé service area,- including. the di{fers_ity of the econonty,
economic growth potential, geography/weathér; customer céncentt_’gtion, cust'oxﬁér

spending patterns, customer mix, and customer preferences.
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Competitive Risk

Competitive risk refers to the business risk ansmg 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 sﬁucture; e.g.,a higli_ cost structure has the potential to lead to customer and
Ioad 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 en’d use custoniers. 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 diveféity of supply sources, including owned generation and

purchased power.

Operatmg Risk

- Operating risk encompasses the physical risks.to the revenue generating

capabilities of the utility system arising from techmcal and operational factors,
including asset concentration, the teclmologles employed to dellver service, .

service area geography and weather :

Political Risk .

Political risk relates-to the potential for-gove;'nment to infervene directly in the
utility regulatory process- or negatively impact utility operations through 'polic}'f.,
legislation and/or regulations relating to such issues -as- tax, enérgy' and
environmental policies, industry structure, safety regulations and - Aboriginal

nghts 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 for Hydro 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 ﬁnanclal support by the province of Ontario of its Crown
utilities, the references to the potential for pohtlcal change as it relates to utility risk are more broadly applicable,
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6.. Regulatory Risk
Regulatory risk relates to the framework that determines how the fundamental
business risks are allocated between ratepayers and shareholders. Regulatory risk
can be considered either as a-component of business risk or as a separate risk
category. The regulatory framework is dynamic: it is -sﬁbject to change as a result
of shifts in regulatory philosophy, government policies, including- energy policy,
and underlying fondamental business risk factors, e.g., the competitive

environment.

The assessment of business risk is an inherently .QUaIitative exercise, not amenable to
quantification.** There is no recognized methodology for isolating individual business risk
factors and quantifying the corresponding required incrément 6f common equity or ROE.
Different categories of bué_iness risk can be _identiﬁed and ranked in order of importance, but the
order ranking may differ among utilities. It is also possible to assign each risk a number or level
(e.g., “low”, “medium”, “high”) to represent the potential likeliiood of the risk being
expertenced and a weight to represent the potential severity of the risk should it be experienced.
However, the numbers or levels assigned to convey “how much riskier” would be inherently

subjective, as would be weights to denote potential severity.

Further, the various categorics of business risks are inter-related® and inter-dependent. A

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

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

customer loss, in turn, raising the utility’s cost structure, leading to higher competitive risk.
g _ , g p

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

* The NEB stated, for exampie, 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 quantltatlve 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 aclmowledged that
the level of utility business risk is a.subjective concept (EUB, Decision 2004-052, page 35). -

“ The NEB noted in its Reasons for Decision, TransCanada Pipelines Limited, RH-2-2004, Phase II, Apnl 2005,

“The vatious forms of risk are related, and the boundaries between them are subjective. What one party may
consider a source of market risk may be v:ewed by anothcr as part of competitive risk.” . _
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Finally, the exercise of creating-a risk by risk “scorecard” would not compoit 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 quan‘tiﬁed, a qualitative business risk analysis does allow the
assessment of both the relatlve total business nsk among utilities and the trends in business risk.
However, while necessary, neither a relatlve 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_stxuctlné. The business risk assessment must be used in conjunction with other factors,
both qualitative and quantitative, such -as: capital.~s11‘uctures adopted: by peer companies, debt
rating agcncy guidelines, actual credit metrics, debt ratings and trends in the credit environment
in order to Judge what constitutes a reasopable capital structure and, ultnnately, 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 & change in a utility’s regulated.capitgl structure, other t_rends, including changes in

capital market conditions, credit metrics, and industry practice, are also imiportant considerations.
An increase ‘in common equlty ratio may be’ warranted, even. if there has been no change in
business nsk if, for example, investors have become more risk averse and require more
conservative ﬁnanclal parameters. for a given level of business risk. ‘An iricrease in equity ratio

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

% 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. Ratber, the increase
reflected reductions in ROEs and income tax rates over tlme that would othermse lead to a deterioration i in credit
metrics as well as the AUC’s conclusion that it:
must also consider that the events that drove the ongmal [ﬁnancm]] cnsns wnll be factored mto mvestors
perceptions, Companies ‘will therefore protect their balance sheéts and investors will ‘adjust risk
perceptions whether unexpected events prosent themselves again or not. In order to protect investors’ and
rafepayers’ interésts, the Commission must award equity ratios that recognize the need for the ongomg
viability 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 thiee sectors generically, largely because the utilitics that
constitute the “electricity sector” in Canada (as well as in the United States) span a wide range of

business risk. In Albcrta, 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 electﬁc distribution utilities retain the retail function, they no longer béar the obligation to
acquire power on behalf of their end use customers; the cost of purchaséd'power- is flowed
throug‘h to customers. Similarly, in Québec, the electricity industry has been restructured, with
the transmission and distribution functions separately regulated by the Régie; the generation
finction is not regulated by the Régie. 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 ‘lser-irice providers. In regard. to the last,.the- ranking applies

only to British Columbia, since alternative enérgy service providers are not regulated in other
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provinces in Canada. The rankings provided below, from lowest business risk to highest
business risk .are intended to be “generic”, i.e., based on fundamental characteristics that are
generally common to utilities in each category. They should not be interpreted to -meaﬁ, for
example, that every utility categorized as an electric distribution utility is of lower business risk
than every gas distribution utility, or that every gas distribution utility is -of lower business risk
than every vertically integrated -utility. While it might be fair to conclude that, as a general
proposition, electric _ciistribution is an “average business risk” sector compared to other sectors,
without analyzing a particular electric distlibuﬁon_utility’s sﬁeciﬁc_circumstaﬁc_es, it would not
be reasonable to conclude that the specific electric distribution utility is indeed an “average

business risk” utility.

The extent to which the “generic™ relatlve risk sector rankmgs hold for individual utilities would
be dependent on such factors as: '
1. Energy policiés in the regulatory j@iﬁédicﬁfifif
2. The regulatory environment generally in the u_tility’s service area.

3 The specific elements of the regulatory model to which the uﬁlity is subject.

4, The size, economic divemity and growth potential of the servmc larea_; _

3. Customer mix and cdrllcentration.

6. 7COm.p'ctVi'tive envitonment.

7. Geography, which is a factor in the nature and extent of compeﬁﬁon, as well as of
operating risks. o ‘

8. In the case of vertlcally mtegrated utlhtles, the d1ver81ty of power supply and the
specific technolog1es employcd to generate elecinclty
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2.b

Sector Rankings (Lowest to Highest Business Risk) and Raticnale

1. Electricity is required by every household and business for some applications.
End uses of electricity are more diverse than for natural gas.

2. Although there is some bypass risk, electric transmission is the closet to a pure
monopoly of the sectors ranked. -

3. No commodity price risk.

4, Rate structures of electric transmission utilities provide for high degree of

assurance of recovery of forecast annual revenue requirements.

s. Credit (bad debt) risk is relatively low, as transmission utilities typically recover
revenues from highly rated entities (distribution utilities or an independent system

operator).

6. Relatively low operating risk.

Electricity Distribution

1. As with eIectrici_ty transmission, electricity is required by every houschold and
business for some applications. End uses of electricity are more diverse than for

natural gas.

2. In some cases (e.g., Alberta and Ontario) there is no obligation to ensure an
adequate supply of electricity, and 1o power purchase ageemgnts‘_. In Alberts, the
electricity distributors do not purchasé power at all. In anario, purchased power
is a flow through cost, purchased from the Ontario Electricity System Opéerator
and power costs are not subject to prudence review. Hydro Québec Distribution

is responsible for acquiring a supply portfolio to meet demand which exceeds
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2.c

commitments from the fixed pnce “herltage” supply and faces some risk of higher
than forecast supply costs.

3. While ‘not a pure monopoly, as there is some competition with alternative fuels,
the distribution system is not likely to be duplicated, Competition with alternative
fuels in Ontario and Alberta, ‘as natural gas is the fuel of choice for heéating load.
More competition with natural gas in BC and Québoo,'where-eleon'ioity prices are
relatively low and electricity is almost exclusively generated from a renewabie‘

resource.

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

costs in variable charges.
5. Higher exposure to economic downturn than electric transmission,

6. | Relatively low operating risk.
Natural Gas Distribution

1. More limited end ﬁses for nétural gas than for electricity.

2. Heating load generally a s1gn1ﬁcant portion of throughput, for which there are
substitutes, including solutions that are more technolog;cally and economlcally

feasible than were avallable hlstoncally

3. Tlu-oughput is gcnerally more weather sensitive than for electricity distribution
utilities. —

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

energy.

5. As heating load oriented utilities, more exposure to declining thrOughput (duo to
factors such as smaller and more energy efficlent homes and more energy
efﬁclent equipment) than electnclty dlstnbutors
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With soine exceptions (e.g., ATCO Gas), gas distributors retain responsibility for

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

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

distributors, particularly where electricity is produced by "‘grcen” energy sources,
to impacts of environmerital policies and regulations directed at reducing

‘emissions and favoring clean and/or renewable energies as well as of consumer

perceptions of natural gas as a fossil fuel.

Relatively low operating risk

2.d  Vertically Integrated Electric Utilities

Electricity is req_ﬁired- by every household and business for some appli@ations.

End uses are more diverse than for natural gas.

Ver.ticaliy_ integrated utilities have the obligation to build, lease or contract for

power to serve their customers. The construction of base load generation

frequently has long lead times, the potential deferral of the recovery of significant
financing costs until the plant goes into service, risk that the market may not have
materialized when the plant is complete, and risk that construction costs may be

disallowed.
Purchased power and fuel costs are subject to pr’udence reﬁ_ew.

If generating plants are not operating, costs of obtaining replacément power may

be borne by shareholders.

Generating plants are more likely to be substituted with, or bypaSsed-by, a lower

cost alternative power source or subjected to a competitive market than a

distribution system.

A “typical” vertically integrated electric utility (i.e., Qne which generates the
preponderance of the power that is sold to its native load) has apprbximately-45%

to 50% of its rate base invested in generation plant, which is inherently more risky
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1.

from an operational standpoint than distribution or transmission assets. The
extent to which that.is the case depends on the téchnologies utilized (e.g., nuclear

- generation is more technologically challenging than hydroelectric generation).

Fossil fuel generating capacity is subject to higher environmental risks than
distribution systems.

BC Altemative Energy Service Providers
" Typically start-up (“greenfield”) operations without an established customer base.

- May require non-traditional rate structures for the operation to be compelitive and

provide. opportunity to recover invested capital due to “front end loaded” rate

base.
Generally, a small customer base from which invested capitai must be recovered.
Reliance on less established energy technologies to provide service.

Competition to install services with both conventional sources of enei'gy and other

“alternative energy providers.

Small size is a dominant risk characteristic.

BUSINESS RISK OF THE BENCHMARK UTILITY FEI

Purpose of Business Risk Analysis

In the 2009 ROE Decision, the Commission increased FEI's deemed common equity ratio from
35% to 40%, having found that FEI’s business risk had increased since the 2006 ROFE
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Decision.”! The section that follows represents my assessment of whether there have been any
changes in FEI’s business risk that would, in isolation, warrant a change in thé deemed oommoﬁ
equity ratio from the 40% approved in the 2009 ROE Decision. Based on my assessment, 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.
2. Market/Demand and Competitive Risk

Market/demand and compétitive risks arc integrally related and thus are assessed together.
Prices of natural gas have declined materially since the 2009 Application, due largely to a
combination of the shale gas boom in North Amefica and relatively weak economic conditions.
Despite natural gas prices that are currently lower than in 2009, the market and compétitiire
trends identified in the 2009 Application persist. |

FED’s core business continues to be the residential and commercial space and water heating

markets. Close to 90%- of FEI's delivery revenue, or gross margin, is derived from the
residential and commercial sectors, of which over 80% is from space and water heating
applications. In the résidentjél sector, which alone abcounts for over 60%. of the gross margin,
new customer additions have declined significantly since théir 2007 peak, and are -expected to

remain modest, consistent with minimal growth in housing starts over the longer term.

The new housing construction market. continues to shift toward multi-unit dwellings; in 2011,
close to two-thirds of all housing starts in British Columbia were multi-unit dwellings. The

persistent trend in new housing construction toward multi-family units reflects’ affordability and

space availability.

FED’s capture rate in new multi-unit dwellings has been, and c(‘)ntinueé, to be mateérially lower

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) refative 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 fo the increase in FEI’s business risk, but rather to the Comnnss:on s conclusion that the

automatic ad_}ustmcnt formula was not producmg a fair ROE.
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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 netural gas equipment, |

FED’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 provinees 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 provmce 1in the country, natural gas has
just under a 50% share of the resndentlal market, compared_to over 60% in Ontario, which
produces relatively little natural gas. The market share of natural gas in the ‘r_esiden'tial sector in
Alberta, the largest natural gas producing province, .is over 80%. While, in- BC, electricity
accounts for close fo 45% of the remdentxal market in Alberta. and Ontario, electncxty has
SIgmﬁeantly smaller market shares. ' '

Table4
‘Residential Market Share '
- Natural Gas and Electricity
N (2009) S
British Columbla Alberta . Ontario’ " Quebec
Natural Natural' ‘Natural =~ - Natural =~
Gas  [Electric Gas  Electric - Gas - Electric Gas  Electric

49. 5% 43 4% 82.1% 16.9% 62 4% 29.2% 82%  68.5%

Source Natural Resources Canada, Comprehenmve Energy Data Base 7
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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 tising, as shown in Chart 5

below. .

Chart 5
BC 'Residenﬁai,‘Market .Share

- 1994-2009
60.0% -
55.0% —=
- 50.0%
45.0%
40.0% N_\/__..’
35:0% - :

X h o N D PDEDFE SN P
SHICIEC IR

= Natural Gas =—Electricity

~ Source: Natural Resources Canada, Comprehensive Energy Data Base

The relatively high market share of electricity in BC stems from the province’s abundant

hydroeleciric resources, which has resulted in a relatively low.cost source of electric generation,

similar to Québec. For perspective, hydroelectric géherati_on accounts for over 90% of the total .

electricity produced in both BC and -Québec, compared to less than 5% in Aiberta and
approximately 20% in Ontario. Low embedded costs of heritage hydroelectric generation have
resulted in low- electricity prices in BC, and have helped foster a marketplace in which natural

gas faces strong competition from electricity for its core business. Despite both lower -

cdmmodity costs since 2009 and increased eléCuicity rates in BC, the percentage differential
between the operating costs of natural gas and eleg:tlicity for a typlcal remdentlal (}qstﬁmer
remaitis materially lower in BC than it is in either Alberta or Ontario. The much higher -:épread
between électricity and natural gas prices in. Alberta and Ontario is due to-the two pf‘oVinces’
reliance on higher cost sources of generation and the determination of the price of power by

market forces rather than embedded utility costs.
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Operating cost differentials, wl;ich 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, provmc1a1 energy pollcles and associated regulations promote
reduced and more efficient energy use, _dlscourage the use qf fossil mels, and promote the
development and use of clean énergy 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 targeté and imposed the carbon tax on
fossil ‘fuels, including nau&ai gé,s. i'he policies and legislation have both direct and indirect
impacts on the use of naﬁual gas. The carbon tax direcﬂy raises the commadity price of natural
gas. The catbon tax on natural gas was $0.50/GJ in 2008, and re'ached $1.50/GJ in 2012, where

it will remain, pending the government’s comprehetisive review. of the tax.

The less direct unpact 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 elecﬁcity 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 StrategyA (2012): Among other things, the Clean Energy Act supports
mamtammg low electricity rates in the province, reduction of energy demand, development of
mnovaﬁvé technologies that support energy conservation and 'eﬂicieﬁcy and the use of clean or -
renewable resources. All of the provisions of the Clean Energy Act remforce the competltlve :
challenges to natural gas in FEDI's core space and water heating markets. The subsequent
Greenhouse Gas Reduction Clean Energy Regulation allows utilities t6 provide incentiveé to the
transportation sector to adopt natural gas Ias an alternative to-gasoline and diesel fuel, but dees

not encourage natural gas use in FEI’s principal markets. While the regulation offers some
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upside delﬁand potential, the transportation sector’s contribution to FEI's delivery revenues over
the next five years, based on the incentives available, is expected to be small. The Nafural Gas
Strategy relcased earlier this year r_écognizes the importance of natural gas to the BC economy,
reinforces support for the use of natural gas in the transportation sector and espouses
development of BC’s natural gas reserves for export as LNG. The Natural Gas Strategy’s
suppoxt for natural gas, which the document refers to as a “transition fuel”, does not extend to the

use of natural gas in FEP’s principal markets, space and hot water heating:

The adoption of renewable forms of energy in combination with new technologies for delivering
the energy has continued to progress, not only on an individual customer basis, but also on a
community basis. The increased community focus on reducing GHG emissions and energy
efficiency is supporting a wider scale adoption of forms of energy and techinologies that displace

natural gas.

Notwithstanding the reduction in natural gas prices since 2009, the trends that have been creating
downward pressure on FEI's throughput (which ultimately determines its abili’ty to recover the
invested capital) have conﬁnued. On balance, the market/demand and competitive risks to which

FEI is exposed are no lower than they were in 2009.'

3. Supply Risk

As noted above, supply risk entails both the physical availability of the commodity and the
exposure of the utility to supply interruption. ‘For a gas utility, the latter comprises the diversity
of the infrastructure required-to deliver the natural gas commodity to the load centres when it is

required.

With respect to the former, the risk of insufficiénit physical natural gas supply has historically
been low. The discovery of large shale gas reserves in northeastern BC is clearly a positive

development. However, how much of that gas will flow to FEI’s service area remains uncertain,

Pipéline capacity from northeastern BC into Alberta, where the potential existsfor.'si'g'niﬁcént :

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 accéss 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, equipthent faiture, 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 opefates facilities in remote and rugged terrain, which are subject to-damage from a

‘variety of natural events (e:g., avalanches, landslides, forest fires). Althou_gh the utility carries

insurance, there is no guarantee that all costs that might be incurred will be recoverable; Similar
to other long-operating litiliﬁes, FED’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 siﬁlled labour and materials, whicﬁ are likely to be in demand by other
utilities with similarly aging assets, creating potential cost pfessures aﬁd'forecastiﬁg 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 outﬁﬁed above in
the context of market/demand and competitive risk. They comprise the ehergy 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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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 conselt with, and if necessary, accommodate First Nations’
interests ulﬁmatcly 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.

Govérnmgnt‘ 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 FEL 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 FEI'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 Mec_hanism). 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 mofe 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 2_01.0 Clean Energy Act, the regulatory environment has become ‘more complex and less

predictable.
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On balance, the regulatory risk to whlch FEl is exposed is no lower, and in some ways 18 hlgher
than in 2009

7. Business Risk of FEI Relative to 2009

De's'pite the shale gas boom and lower cominodity prices of natural gas, the principal trends in’
FEI’s busiriess 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 equlty ratio. remams at the lower end of a reasonable range A
E.  BOND RATINGS AND CREDIT METRICS
Bond ratings or cre'di_t.- ratiﬁgs are the credit _rsting‘ 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 coverageused to assess

financial strength and credit risk.

For regulated uti_lit'ie's, the debt ratio (and its converse, the equify ratio) is',_ on its own, a key
credit snetri'c, 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 eredit'metfics' 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. -

Foster Assoeiates, Inc,
Page |56



1462
1463
1464
1465
1466

1467
1468
1469
1470
1471
1472
1473
1474
1475
1476

FEI’s debt is rated by DBRS and Moody’s.sz_ FEI’s DBRS rating is A with a Stable trend; its
Moody’s debt rating is A3 for senior unsecured debentures with a Stable Outlook.” Since bond
investors are more likely to focus on the lowest rating, it is appropriate to focus on the Moody’s
rating, which is only one notch from the Baa raﬁng category (equivalent to the BBB category on
the DBRS/S&P rating scales).>

In August 2009, Moody’s adopted a new framework for ratmg electric and ‘gas utlhtles world-

wide. > - The new ratings framework gives 50% welght to two factors that reflect regulatory risk,

reégulatory framework (25% Welght)' and ability to recover costs-and earn returns (25% weight).
The miethodology also considers diversification (10% weight)®® and financial strength and
liquidity (40% weight). The financial strength and quuidity factors are divided into sub-
categories with individual weights assiglled to the suh-Cétégbriésﬁ The 'sitb-categories and
weights are: Liquidity (10%), 7 Cash from Operations (CFO) plus Interest/Interest, or CFO
Interest Coverage (7. 5%), CFO to Debt (7. 5%), CFO less Dividends to Debt (7 5%) and Debt to
Total Capital (7 5 %) '

2 FEI’s unsolicited S&P ratings were last confirmed in September 2010 and then \mthdrawn by S&P due to lack of
market interést,

3 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 motches. The change affected $90 billion of North Ainerican debt securities. For
most utilities with senior secured securities; 1ncludmg FEI, the upgrades were a single notch.’ :

s " The Mondy 5 Ratmg scale is as follows

Rating Ratl-g Definition
| Aaa | Highest quality with minimal credit nsk
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 elerhents and are subject to substant1al credlt nsk

B Speculative and subject to high credit risk ‘

Caa | Of poor standing and subject fo. very high credit risk. -

To ratings within each major category, a modifier of 1 to 3.is appended, w1th 1 meaning that the obhgatlon ranks in
the upper end of its generic rating catégory and 3 means that the obligation ranks at the lower end of its genenc
rating category. Ratings of Baa3 or higher are considered investment grade.
55 Moody’s Global Infrastructure Finance, Rating Methodology: Regtiated Electric and Gas Utilmes, August 2009.
% 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 atiributed to. diversification is split between market
?osmon (5%) and gencration atid fuel diversity (5%).

" Liquidity encompasses a company’s ability to generate cash from internal sources, as well as the availability of

extemnal sources of financings to supplement these internat sources,
— .
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For the four credit metrics listed above, Moody's indicative ranges for A, Baa and. Ba ratings

based on those factors are set out in the table below:

Table 5
Metnc : A - Baa |  Ba
CFO Interest Coverage 14.5-6.0X}2.745X |1.5-2.7X
| CFQ/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%

Bach utility is assigned a rating in each of the eighlt'ea'tegorie's based on the criteria applicable to
the factor, usmg the same letter grade scale that is used to asmgn debt ratmgs The actual rating
as51gned to the utility i is based on the welghted average of the ratmgs asmgned to each of the
factors. Moody’s first applled its new framework to FEI in 1ts May 2010 Credzr Opmton The
most recent Credzt Opinion for FEI was 1ssued m J uly 2011

In the July 2011 Cf‘edz‘_t Opinion, Moody’s assigned the'follow_ing ratings to each of the eight key

factors:

Table 6 -

" Factor : ' Weighting | Rating |

Regulatory Framework B 25% _AA

' Ability to Recover Costs and Barn Retums | 25% | A
Dlvemlﬁcatlon/Market Position . 10% A
Liquidity = o 10% A

CFO Interest Coverage ' 7.5% Bal

CFO to Debt o - 7.5% . Ba2 -
CFO-Dividends to Debt L 7.5% Ba2 |

. Debt/Capltal . ) 7.5% BaS -

Indicated Rating from Methodology Gnd ] Az
Actual Rating ~ [ A3

Source: Moody’s, Credit Opinion: FortisBC Energy Inc,; July 21, 2011.
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Table 6 shows the FEI's ratings in four of the five Fiﬁancial Strength categories are non-
investment grade, i.e., lower than Baa3. On a weighted average basis, including liquidity, FEI is
rated between Baa2 and Baa3 (low investment grade). Excluding liquidity, that is, based on the
four quantitative credit metrics only, FED’s financial strength rating is Ba2 (or mid BB on the
DBRS/S&P rating scales), i.e., non-investment grade.

Under Moody's "old" fating'metllodqlogy,"\vhich also included a number of financial strength
mettics, FEI was Baa-rated on Financial Strength and Flexibility.”® Despite the increase in
allowed ROE and common equity ratio in the 2009 ROE Decision, FEI's financial strength rating
has not been raised. As Moody's noted in the July 2011 Credit Opinion for FEL 59

and

FET's financial metrics are matenally weaker than those of its A3 rated global gas utility
peers such as Piedmont Natural Gas Company, Inc., Northwest Natural Gas Company,
UGI Utilities and its sister company, FEVI. We recognize that FEI's weaker financial
mietrics are largely a function of the deemed equity and allowed ROE approved by the
BCUC. In general, Canadian deemed equity ratios and allowed ROEs are low relative to

those of other jurisdictions.

Notwithstanding FEI's low risk business profile, its financial profile is considered weak at
the A3, senior unsecured rating level. Accordingly, a sustained weakening of FEI's Cash
Flow Interest Coverage below 2.3x and CFO pre-WC / Debt below 8% combined with a
less supportive and predictable regulatory framework would likely result in a downgrade
of FEI's ratmg This could occur -if gas were to lose its competitive advantage over
electricity in British Columbia due (sic) Provincial policies favouring non-carbon
emitting energy sources or other factors

8 Moody’s, Rating Methodology: North American Regulated Gas Distribution Industry (Local Distribution
Companies), October 2006 and Credit Opinion: Terasen Gas Inc., May 27, 2008,
% Moody's, Credit Opinion: FoﬂwBCEnergyInc July 21,2011, '
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Although the new Moody's rating methodology released in August 2009 gives weight to a
different set of credit metrics than the 2006 methodology,” thére are two metrics common to
both, debt/capital and CFO-Dividends to Debt.”! As the table below shows, Moody's has
strengthened its guidelines for the debt ratio across all rating categories and for the CFO-
Dividends to Debt ratio in: the higher rating categories (A and above).

Table7.
Raﬁgcdtgggy L : :
: _Aa_ . A Baa =  Ba
Metric. 2006 2009 . 2006 2009 2006 2009 2006 2009

Debt/ Capitalization ~ 30-40%  25-35% 40-50%  35-45% = 50:65%  45-55% 65-85%  55-65%
CFO - Dividends/ Debt _21-26% _ 2535% - 15-21% 17-25% _ 10-15% 9-17% _ 5-10%  0-9%

" Under the 2006 methodology, the 60% debt raﬁq adopted in the 2009 ROE Decision placed FEI

in the investment grade category (Baa). Under the new methodbldg'y, FEI's deemed 60% debt
ratio is in the Ba rating category Moody’s most recently reported -CFO-D'ividends to Debt Ratio
(5.9% for 2010) for FEI is within the non—mvcstment grade Ba rating category under both the
2006 and 2009 guidelines. %

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 'dredit metrics have generaliy
sirengthened 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,®

% The new methodology focuses on cash flow rather than eamnings based ratios to reduce the impact from non-cash
items such as pension expense.

61 Referred to as Retained Cash Flow to Debt in the 2006 methodology. - '

62 Based on reported financial data from FEI's 2011 Consolidated Fmanc:a[ Statements, I calculated the 2011 ratio at
6.6%, or still within the Ba rating category.

 Inchudes alI investor-owned Canadian sas and electric utilities currently rated by DBRS.
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- Table 8

2007 2008 2009 2010 2011
FEI° 20 19 20 22 22
Canadian Utilities
(Median) 22 24 24 24 24
EBITDA Coverage (X)
2007 2008 2009 2010 2011
FEI 27 26 27 30 30
Canadian Utilities :
(Median) 39 38 38 38 490
. Cash Flow to Total Debt (%)
2007 2008 2009 2010 2011
FEI 89 101 103 109 11.8
‘Canadian Utilities ‘ ‘
(Median) 16.8. 162 150 174 165
Notes:

EBIT Coveragé Earnmgé before Interest and Taxes dmded by Interest
EBITDA . Coverage: Barnings before Interest, Taxes, Dcpreclatmn and -

Amortization divided by Interest

Cash Flow to Total Debt: Net Income plus Deprec:atlon Amortization and
Deferred Taxes divided by Total Debt

Source; Schedule 7, page 2 of 2.

FEI's credit metrics (as well as those of other Canadian utilities) continue to compare:

mnfavourably to its U.S. peers, with whlch it competes for capital, as summarized in the table

below. _
Table 9
o . FFO'

Equity EBIT EBITDA Inferest Cash

Ratic”  Coverage” Coverage” Coverage” Flow/Debt”
FEI 40.3% 22X 3.0X 2.7X 11.8%
Médians: o _ '
Canadian Utilities ¥ 40.5% 24X 40X 34X 16.5%
U.S. A-Rated Gas LDCs 49.2% 44X 53X 57X 25.9%
U.S. Proxy Utility Sample 48.7% 3.6X 5.0X 53X 23.4%
Y2011

%2011 and 2010 respectively for Canadian and U.S, companies.

Y2010

¥ Canadian Utilities are investor-owned utilities w1th debt currently rated by DBRS.

Source: Schedules 5 (pagg 10f2),6,7, 8and9.
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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. reglila_tors for lgas-distribﬁtion
utilities was 50%, with a corresponding average awarded ROE of 10.05%. For those U.S. gas
distribution utilities with weather normalization clauses, decoupling of analogous mechanisms
(flat monthly fee rate design), the median allowed common equ:lty 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 requlrements of the fair return standard. In the 2009 Application, the

‘reasonableness of FEI’s proposed 40% eqmty ratioc was evaluated partly by reference to u'ends in

the capital structures of its peers. Cha:nges in the capital structure ratlos 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 portlon of the 2009 Apphcatmn there have been a number of increases
in the deemed common eqmty ratios adopted for other ex-BC Canadlan utlhtles w1th which FEI
competes for eapltal The deemed common equlty ratios of all but one of the Albcrta ut111t1esr
have increased. 6 As noted earher, in its Dec:s:on 2009—21 6 the AUC unplemented a base two
percentage pomt across—the—board mcrease in common eqmty ratlos, w1th some company-
specific adjustments to the base increase. The i increases that were approved in that decision were
confirmed in Decision 2011-474. The base increase in 2009 reflected the following four

% 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 commencemerit of their five-year incentive regulation plans (due fo 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 electnclty distributors. The two proceedings are on-going,

% For ATCO Pipelines in Decision: 2011-474; due to the AUC’s conclusion that, due to its integration with NGTL,
its business risk had declmed 31g1uﬁcanﬂy

FosrerAssociate&, Inc,
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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 relatifrely'_pi.ure-play Canadian

utilities did not indicate any equity ratio increase was required; and (4) the businéss risk analysis
- did not indicate major.changes in the relative risks of the various utility segments; any incréase

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 (F oothills and Westcoast) -

to five (NGTL) percentage points hlgher than at the time of the 2009 cost of capital proceedmg
in BC.%

In isolation, the trend in the allowed equ1ty ratios of FEI's Canadlan peers since the end of the
oral portlon of the 2009 ApphcatIon supports, at a mmunum, mamtammg the 40% common
equity ratio adopted for FEI in the 2009 RO_E Decision. .

G. REASONABLENESS OF PROPOSED CAPITAL STRUCTURE

The FBCU are proposmg 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 testlmony filed with the
Commission in the 2009 Apphcahon I concluded that the 40% equlty ratio proposed by FEI was

within a reasonable range, albeit at the lower end I continue to hold that oplmon for the

following reasons: -

% National Energy Board Order TG-03-2010 Tune 2010, (Foothills Pipe Line Lid,, 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),

- Foster Associates, Inc,
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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 thhe:A- range, despite the increase in common eqﬁity‘ ratio and ROE in

2009. lts quantitative financial strength metrics ratings are all below investment
grade guideh_'nes_. '

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

_ mvestment grade ratmg category (Baa), it now falls into a non-investment grade

category (Ba)

While FEI’s current 40% deemed commén equity ratio is comparable to the
medianl(40.5%') actual common equity ratio maintained by other Canadian pure-
play investor-owned gas and electric utilities, its credit metrics compare
unfivourably to those utilities at the current capﬁa.l sﬁ'uct'ure'and ROE.

Since the 2009 Application, common equity ratios for a number of Canadian
utilities, with which FEI was compared, have been mcreased The i increases in the
case of the Alberta utilities were not for business risk reasons, but rather for credit -
mefrics and capital market risk reasons. The credit meirics and capital market

rationale relied upon by the AUC for its base increase in eqmty ratios would have
snmlarly apphed to FEL | ' o

Capital investment requirements for infrastnicture in North America and globally
have grown to unprecedented levels, which point to significant competition for
capital going forward. FEI, as well as othér BC utilities; should be positioned so
that it can compete successfully, that is, continue to obtain caﬁital as required on
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Page |64 '



1647
1648
1649
1650
1651
1652
1653
1654
1655
1656
1657
1658
1659
1660
1661
1662
1663

1664

1665
1666
1667
1668
1669
1670
1671
1672
1673
1674
1675

reasonable terms and conditions. At a 40% common equity ratio (and the
- currently allowed ROE of 9.5%), FEI's equity ratio and credit metrics are much -
weaker than those of its U.S. utility peers.

" The recommended ROE.developed in Section VIII is premised on FEI pre-amalgamation, as the
benchmark BC utility, maintaining 2 deemed common equity ratio of 40.0%.

VIII. FAIR ROE FOR FEI AS BENCHMARK BC UTILITY
A.  IMPORTANCE OF MULTIPLE TESTS

The key to determining the fair return on equity (i.e., ensuring that all three requircments of the

fair return standard are met) is refiance on multiple tests. There are three different types of tests

 that have traditionally been used to estimate the fair return on equity:

1. Equity Risk Premium (including, but not limited to, the Capital Asset Pricing
Model), o o '
2. Discounted Cash Flow, and

3. Comparable Earnings.

Equity risk premium tests are market-based tests iJrenﬁsed 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 premiumi 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

corporxate bonds.

Discounted cash flow models are based on the proposition that-the market price 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
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price of an equity share is.known, and the expected cash flows can be estimated, the invesior’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 prospecﬁvely in
alternative ventures of comparable risk. The comparable earnings test estimates a fair retrn on .

 equity by referenice 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 prelmses and brings a different perspectlve to the fair
return on equity. None of the mdmdual 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, éach of the tests can be characterized as a relatively inexact
instrument; no siﬁgle test can pinpoint the fair refurn. &7 Changes to lthe inp'uts to individual tests
may have different lmphcatlons dependmg on the prevallmg economic and capltal market

conditions.®  These considerations emphasize the unportance of reliance on multlple tests

Bach 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 cstimates of
expecfed growth in the cash flows to inVc'stors.- 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 ﬂie‘obj‘ective‘ 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 criteiia and whether the results are representative of

economic réturns. The theoretical Capital Asset -Pricing"Model, an eq'uity_ ris‘k- premium fest

% For example, Bonbnght states, “No single or group test of techmque is conclusive. Therefore, it is generally
accepted that commissions may apply their own judgment i arriving at their decisions.” (Janies C. Bonbright,

" Albert L. Danielsen, David R. Kamerschen, Principles of Public Utility Rates, 2™ Ed;, Arlington, VA.: Public

Utl[uy Reports; Inc,, March 1988, page 317).

5 For example, see Federal Communications Commission, Repart and Order 4243 cC Daocket No. 92-133 (1995).
Equity prices are estdblished in highly volatile and unceriain capital markt_zts Different forecasting
methodologies compete with each other for eminence, only-to be superseded: by other-méthodologies' as
conditions change... In these circumstances, we should not restrict eurselves to-one methodology, o even a
series of methodologws ‘that would be applied mcahamcally Instead, we conclude that we should adopt a
more accommodatmg and flexible position, _ o
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framed in an elegant, simple construct, has an intuitive appeal. With only three components, it
appears, on the surface, easy to apply. Nevertheless, it has its own set of challenges, which are

summarized below.

The focus on the challenges of the theoretical CAPM is not to suggest that other tests are
necessarily superior, but because a number of Canadian regulators have, in recent years, tended

to favour CAPM in their estimation of the allowed ROEs, albeit, in some circumstances, with

recognition of its shortcomings and adjustments to the model that may be required. The

challenges in the application of the CAPM include:

1.

The CAPM attempts to measure, within the context of a diversified portfolio,
what return an equity investor should require, in contrast to the return that the
investor does require or what returns are actually available to investments' of

comparable risk.

. The size of the market risk premium cs_inn'ot be directly observed and is subject to

a wide divergence of opinion. ‘While historic risk premiums may provide a
petspective on the size of the expected forward-looking market risk premium,
historic results are sensitive to the country from which the data are drawn and the

time period over which they are measured. -

The market risk premium ijs not a fixed quantity; it changes with investor

experience and expectations. It would be highér, for example, when investors

_ perceive. that the risk of the equity market has increased relative to that of the

government bond market and vice versa. However, the model does not readily
allow estimation of changes in the size of the market risk premium as economic or
capital market conditions (e.g., interest ra.tes')rchah.g"é.' The 'typi‘éa'l,'épp]i_t:atibﬁ’of
the CAPM relies'heavilAy on long-term average achieved equity risk premiums in
conjunction with a cutrent or forecast risk-free rate.% In other words, the typical

% 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-frée 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 nsk premlum 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 80-
called nsk—free secunty mtroduces a further comphcanon in the application of the -

CAPM. This obstacle is particularly problematlc with current and forecast long- - '
term Canada bond ylelds 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 nnprovement in Canada s fiscal performance over the past fifieen years
'contnbuted toa 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

ylelds whwh underpln the calculanon of achJeved market nsk premivms and the
prevmlmg and forecast ylelds Since the long-term, h13tor1c average long-term
Government of Canada bond yicld 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 1narket risk premium.

The objective of using the CAPM (as with any cost of equity model) is to estimate
the returns that mvestors expect or requn*e Empmcal tests of the model have
shown in some cases that the model underesnmates the returns for low beta stocks

market return (i.e., the risk-fres rate has a zero beta). However, the apphcatlon of the miodel frequently assumes that

the equity market return is highly correlated with the risk-free rate, that is, the equity market return and the nisk-free

rate move in tandem. Consequently the application of the test ﬁ'equently proceeds on an assumpnon dnectly in
conflict with an underlying premise of the model itself.
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and overestimates them for high beta stocks and in other cases that there is no

relationship between beta and return. 70

The challenges associated with the CAPM are of a sufficient magnitude to warrant the
conclusion that it is not inherently superior to other approaches to the estimation of a fair return,
particularly i light of the adjustments to the theoretical CAPM necessary to apply it to the utility
industry. - ' ' ‘ ‘

The Commission, in the 2009 ROE Decision, recognized the challenges of the CAPM, the need
for adjustments, and the need to’ consider the results of multiple tests. The Commission noted

(page 45):

that CAPM is based on a theory that can nelther be proved nor dlsproved relies on a
market risk premium which looks back over nine decades and depends on a relative risk
factor or beta. The fact that the calculated beta for PNG (considered by Dr. Booth to be
the most risky utility in Canada) was 0.26 in 2008 causes the Commission Panel to
consider that betas conventionally calculated with reference to the S&P/TSX are distorted

and require adjustment

The Commission Panel will give weight to the CAPM approach, but considers that the
relative risk factor should be adjusted in a manner consistent with the practice generally
followed by analysts so that it ylelds a result that accords with common sense and is not

patently absurd

In its Report of the Board on the Cost of Capztal Jor Ontario’s Regulated Utilities, EB-2009-
0084, December 11, 2009, pages 45-46 (“Report of t]ze Board on the Cost of Capital”), the OEB

stated:

The Board’s current formulalc approach for detennmmg ROEisa modlﬁed Capital Asset
Pricing Model methodology, and in his writien comments, Dr. Booth reconimended that
this practice be continued. Dr. Booth recommended that “the Board base its fair ROE on
. a risk based opportunity cost model, with overwhelming weight placed on a CAPM

estimate”,

™ The beta is a statistical measure of the sensitivity of the return of a pmtlcular security or portfoho 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 betd of 1.0,
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This view was not shared by other participants in the consultatlon, who asserted that the
Board should use a wide variety of empirical tests to determine the initial cost of equity,
deriving the initial ERP [equity risk premium] directly by examining the relationship
between bond yields and equity retiurns, and indirectly by backing out the nnphed ERP
by-deducting forward-looking bond yields from ROE estlmates

The Board agrees that the use of multlple tests to directly and indirectly estimate the
ERP is a superior approach to informing its judgment than reliance on a single
methodology. In particular, the Board is concered that CAPM, as applied by Dr. Booth,
does not-adequiately capture the inverse relatlonshlp between the ERP and the long
Canada bond yield. As such, the Board doeés not accept the recommendation that it place
overwhelmlng weight on a CAPM estimate in the detemunatlon of the initial E.RP

All approaches to estimating a fair return requ:lre significant Judgment n thelr application, tho
extent of which depends on the prevax]mg state of the capltal markets. Any individual cost of
equity model implicitly ascnbes snnphclty toa cost whose detexmmatlon is inherently complex.
No single model is powerful enough on its own to produoo “the number” that will meet the fair
return standard. Only by applymg a range of tesis along with mformed Judgment can adherence
to the falr retum standard be ensured. -

B. DISTINCTION BETWEEN MARKET AND BOOK VALUES FOR FAIR ROE
DETERMINATION :

Discounfod cash flow (DCF) and e_i;ui_ty risk premium modeis.ropresont conceptualiy- diﬁ;orent
ways that in\%os';tors_ might approach estimating ﬂie return they require on the market value of an
equity investment. While the DCF and equity risk premium tests estimate thc'rotorn required on
the market value of common equity, regulatory convention applies _.tha_t return to the book value
of t_]ioossets included in rate base.- The de’tennina.ﬁon of a fair return on book equity needs to

 recognize that distinction.

In sm:ple terms, assume that the cost of equity fora company whose stock value zs $200 18 10%
That means that investors require a return, in dollar terms, of $20. If the book value of the stock
is $100, and the 10% cost of equity is applied to the $100 book value rather than the $200 market
value, tie resulting return in dollar terms is only $10, or half that which investors require.
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The proxy COmpaniés used for the purpose of estimating the cost of equity for the benchmark BC
utility have market-to-book ratios of app;'ox'imately 17X (U.S. sample) to 2.6X (Canadian
sample),”" well above the market-to-book ratio of 1.0 that conceptually would equate the return
on book value (in dollar terms) to the refurn estimated by reference to the market-based DCF or
equity risk premium tests.

When the allowed retmﬁ is rzappliod_ to an original cost book value, a market-derived cost of
attracting capital should be converted to a fair and reasonable retuin on book equity so that the

 stream of dollar earnings on book value equatés to thie investors’ dollar return requirements on

market value, Failure to make such a conversmn will produce an inadequate level of eammgs

which will discourage utilities. from making investments in critical infrastructure,

It has been suggested that the observed market-to-book ratios of utlhtles are ev1dence that the

allowed returns on equlty are too h1gh (or at least fair).” 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 l;eoordihg such items as
depreoiation reserves, defefred tﬁxcs, i)ension assets and liabilities, urnrealized gains and losses,
etc. The sole impact of accounting conventions over time on the recorded amount of équity can
cause the book vatue of eqmty to diverge mgmﬁcantly ﬂ'om the economic value, partlcularly n

the presence of inflation, and as well as the gomg concern vaIue of the corporatlon.

Matket values reflect retums that investors expect to eain over the loﬁger-telm, not the returns '
that regulators have historically or recently allowed. Expected returns may be inatérially higher
than ailowed retums due to factors such as the anticipation of achievernent of synergies among
existing operations, of higher returns achieved from non~regulated operatlons through
performanoe-based regulation and/or- growth in the customer or asset base the percelved ablhty

7' Based on daily average. share pnce from March 16, 2012 to June 15, 2012 compired to fiscal year-end 2011 book
value per share. Excluding Accumulated Other Comprehenswe 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.

7 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 soiné might contend that the market-to-book ratio of utilities should be 1.0 or
close thereto, economic ptinciples suggest otherwise. Regulation is intended to be a surrogate
for competition. The competitive modgl indicates that equity market values tend to gravitate
toward the replacement cost of the underlying ass_eté. This is due to-the economic proposition
that, if the discounted present value of expected returns (marl';ét value). exceeds the cost of
adding capacity, firms will expand until an equilibrium is reéclled, i.e., when the market value
equals the replaccment cost of the prdductive capacity of the assets. Absent inflation--and
technological chmige, the market value and replacement cost of ﬁrms operating in a competitive
environment would tend to-equal their book value or cost, However, the fact that inflation has
o(_:cuired, and continues '_to. occur, renders that relationship. invalid. With inflation, under

competition, the market value of a fifrm trends toward the cirrent cost of its assets. The book

value of the asscts, 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 vears, it is-
reasonable to expect market values to exceed the book value of those assets.”

C.  SELECTION OF COMPARABLE UTILITIES

The estimation of the cost of 'équity for the benchmark BC utility, FEL 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 benchmatk BC utility to recognize that investors have alternatives for their
investment capital. Rational investors w_iIl commit funds to the _inves_i_ments- that promise the
highest feturh for a given level of investment (business plus ﬁnanc.ial)r risk. Unless the return:

7 See Aﬁpendix F for further discussion,
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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
combinﬁtion of (1) and (2). To minimize the extent to which such. adjustments are required, the

point of departure should be the selection of ‘companiés that are of relatively similar total risk to

the benchmark BC utility, FEIL A o —

In Canada, there are only six publicly-traded Canadian companies- whose operations are largely

regulated.” These compapies are relatively heterogeneous in terms of both operations™ and

‘size.” 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 cohipanics represent a reasonable point of departure for the selection of a sample
of proxies from which to estimate the.cost of equity for an averagé 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. Enbndge Inc., Fortis Inc., TransCanada Corporation and Valener Inc.
7 Their operations span all the major utlhty mdustnes, mcludmg electricity distribution, transmission and power
generatmn, natural gas distribution and transmission, and liquids pipeling transmission, as. .well as unregulated

acnwues in varying proportions of their consolidated activities.
™ Ranging from an equity market capitalization of approximately $550 million (Valener). to $31.9 ‘biltion
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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 retorns 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 ﬁtilitics 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 mucj:l 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 cher. 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, thorc was a general
presuiription held by participants representmg ratepayer groups in the consultation that Canadian and U.S, utilitics
are not oomparators, due to differences in the “timé value of money, the risk value of money and the tax value of
money.” ™ In other words, because of these differences, Canadian and U.S. utilities cannot be comparators. The
Board disagrecs and is of the view that they are indecd comparable, and that only an analytical framework in which

to apply judgment and a system of weighting are needed.”

The NEB’s Reasons Jfor Decmon, Trans Québec and Maritimes Pzpelmes Inc., RH- 1—2008 page 71, concluded- that
“In light of the Board's views expressed above on the infegration of U.S. and Canadian financial markets, the

‘problems with comparisons to either Canadian negdtlated or litigated returns, and the Board's view that risk

differences between Canada and the U.8. 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 resuits. Given the paucity of relevant Canadian -
data, the Comumission Panel considers that natural gas distribution companies operating in the TUS have the potential

to act as a useful proxy in determining TGI’s capital structure, ROE, and credit metrics.”
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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+/Baal by both Standard &
Poor’s anid 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.”™ The median Moody’s
rating for the U.S. ufility sample is Baal (Schedule 15, page 1 of 2), equal to the med:an of the
ratings that Moody’s has assigned to Canadian gas and eIe_étric ﬁtilitie_s.” The-avém.ge-‘ and
median Value Line Safetj ranks of the U.S. utility sample are 1.5 (Schedule 15, page I of 2); the
Safety ranks of the two Canadian fegulated companies covered by Value Line (Enbridge Inc. and
TransCanada Corp.) are 1 and 2 respectively.®® The average difference in the adjusted monthly
betas of publicly-traded Canadian utilities and U.S. ufility 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 ‘regul_ato;'y):ri_sk than the benchmark
BC utility (FEI); the U.S. utility sample has higher‘common eq'uity--ratio’s (10wer financial risk)
6), compared to FEI's .40% deemed common equlty_ ratio a.nd th_e. medlan 40% actual common -
equity ratio of investor-owned Canadjan ﬁtiliﬁes with rated debt (Schedule 5).%!

™ Standard & Poor’s assigns a business nsk ranking to each of the compames it rates There are six busmess risk .
categorles, ranging from “Excellent” to “Vulnerable”.

” Including FEI (A3), FEVI (A3), FortisAlberta (Baal), FortisBC Ing. (Baal), I-Iydro One (Baal ona stand-alone :
basis), Newfoundland Power (Baal); and Nova Scotia Power (Baal). .
% The Safety rank represents Value Line’s assessment of the relative total nsk of the stocks The ranks range ﬁ'om
“1"to “5”, with stocks ranked “1” and “2” most suitable for conservative investors. The most important influences
on the Safety rank are the company's financial stréngth, as measured by balance sheet and ﬁnancml ratios, and the
stability of its price over the past five years.
" Appendix B provides both details of the selection criteria and information on:the selected US. utllitles opemtmns
and regulation, including for each a list of the regulatory mechanists that have been adopted. Schedule 15, page 1
of 2 provides additional quantitative and qualitative data for the selected U.S. utilities, The most rccently allowad

ROESs and capital structures for the operating compames are found on Schedule 15, page 20f2.
w
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D.  EQUITY RISK PREMIUM TESTS
| ‘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 atti'acting 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 lused to arrive at a fair return, are forward-
looking, that is, they are intchded to estimate investors® future equity return requirements. The
magnitude of the differential between the required/ekpected return on equities and the risk-free

rate is a function of ifvestors’ willingness to take risks and- their views of such key factors as |
inflation, producétivity and profitability. Because equity risk premium tests are fonvard—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 c@ata as the p.(')int 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 jutility 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:

R

1. Risk-Adjusted Equity Market Risk Premium Test o
2. . DCE-Based Equity Risk Premium Test

3, Historic Utility Equity Risk Premium Test
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2, Risk-Free Rate

The applica_ﬁon of equity risk premium tests in relation to a risk-free rate requires a forecast of
the risk-free zate to which the equity risk premium is applied. A forecast long-term (30-year)
Government of Canad:_i bond yield is tnost 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.®? Use .of the long-term government bond yield
recognizes (1) the administered nature (determined by monett\ry policy) of short-term rates; and
(2) the lqng—wrm nature of the assets to which the utiltty equity return is applicable.

For 20 1-2, the long-term (SQ-year) Government of Canada bond yield, bas_ed.on.thfe,actual yields
through the end of May 2012 and forecasts®® 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 appmxmately 4.0%.% ' B

Although the 30-year Goyerntncnt of Canada bond yield is éxpected 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 prevall over the longer—tenn Over the longer—telm (2016-2022),
Consensus: Economics’ survey of economlsts anticipates that the- 10-year Canada bond yield will
average close to 4.7%.% The corresponding 30-year Canada bond yield, assummgthc hlstonqal

long-term average spread between 30-year and 10-year Canada bonds of 35 basis points prevails,

- would be épproxi_mately 5.0%. The relatiyeiy low expected level of the risk-free rate needs to be

w2 Ifi mterest rates rise, the value of the bond will decline.

% Forecasts provided by BMO Capital Markets, CIBCG World Markets, Desj ard,ms Econonuc Studws ‘National Bank
Economy and Strategy Group, RBC Economics, ScotiaBank Gmup and TD' Securities. All of these institutions

contribute to Consénsus Economics, Consensus Forecasts; which only. pubhshes 4 Conisensus foréodst for. lOnyearVi ‘

Govcmment of Canada bond yields.

5 Comprised of a forecast yield of 3.2% for 2013, based: on the forecasts of BMO Capltal Markets, CIBC World
Markets, Desjardiris Economic Studies, RBC Econonics, 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 Beonomics, Consensus
Forecasts, April 2012. Consensus Economics publishes a long-term forecast twice anmually, in April and October,
Consensus Economics’ April 2012 forecasts for the 10-year Government of Canada bond yield were 3.6% and 4.2%
for 2014 and 2015 respectively. A spread of 35 basis points (long-term average) te- 60 basis-points (urie 2032) 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, ‘ ,

% Consensus Economics, Consensus Forecasts, Apnl 2012 :
i
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expressly recognized in the estimation of the magnitude of market and utility equity risk

premiums. % 7

3.  Risk-Adjusted Equity Market Risk Premium Test

3.4 Conceptual and Empirical Considerations

The risk-adjusted equity market risk premium approach to estimating the required equity market
risk premium fof a utility entails (1) estimating the équity 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 amve at the requlred utility equtty miarket rlsk prelmum
The cost of equity is thus estimated as: ‘

Risk-Free + Relative Risk | Market Risk Y
Rate { Adjustment - 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 reciuire (in contrast to. what the investor does require). Its focus

is on the minimum return that will allow a company to attract equity capital.

* In AUC, Decision 2011-474, the Commission concluded "it docs not appear that the market cquity risk premium
is constant or independent of the level of interest rates, which is what is implicd when an historic equity risk
premium is applied to foday'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 riot be correct to assume that the currently expected market equity risk premmm is nccessanly equal to its
long-term average value® (pacagraph 57) concluding ¥ that the expected market equity risk premlum today | may be .
higher than its" historic average, due to today's low interest rates." (paragraph 58) - -

% In-its March 2012 Equity Gilt Study, Barclays Capital stated:

Our analyms suggests that current equlty prices dre- consistent’ w1tl1 future retirns that are not far from
historic norms. By contrast, rates of retums on risk-fres assets stand out as abnormalIy low, as they are
cun“ently 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 asséts that is not likely to be conected in the next
* few years, The implication i§ that equity risk premia - the dlﬁ’erence between the expected yields ot
cqumes and risk freé asseéts - are likely to remain historically l'ngh even 1f cychcal factors could lead them

to reverse somewhat over the next few years. (page 4)

Barclays' concluded that equity risk promia “are meaningfully higher than historical experience.” (page 6)
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In the CAPM, risk is measured using the beta. Theoretically, the beta is a forward looking -
estimate of the contribution of a particular stock to the overall risk of a portfolio. In practice, the
beta is a calculation . of the historical correlation between the overall equity market returns, as
pioxied in Canada by the returns on the S&P/TSX Composite; and the returns on individual
stocks or portfoiios of stocks.

3b.  Equity Market Risk Premium
3.b.(i) Overview

The estimation of the expected/required market risk premium from achieved market risk
premlums is premised on the notion that investors’ return expeetatlons and requiremerits are
linked to their past experience. Basing calculatlons of achieved risk premiums on the longest
penods available reflects the notion that it is necessary to reflect as broad a range of event types
as possible to avoid overwelghtmg perlods that represent “unusual” circumstances. On the other
hand, the objective of the analysis is to assess investor expectatlons m the current economic and
capltal market environment. Consequently, the anaIys1s of lnstorlc returns and risk premnuns-
focused on both the post-World War II penod Q 947 2011)®® and on longer periods. My analys1s
of historic returns and risk preminms. was based on the Canadlan expeériénce as well as on the
U.s. expenence as a relevant benchmark for estnnatmg‘ the equily risk premium from the
perspective of Canadian investors. The U.S. experience is relevant given the close relationship
between the two economies, the fact that the U.S. has hlstoncally been the single largest
alternative destination for Canadian portfolio investment (See Appendlx A, page A-15) and the-
similarity between hlStOl‘lC»al ‘Canadian and Us. equlty market refurns and: eqmty retorn
volatility. ‘

% Key structural economic changes have oceurred since e the end of World War IL including: '

1. The globalization of the North American economies, which has been facilitated by the: reductlon in trade

barriers of which GATT (1947) was a key driver; .
2. Demographic changés, specifically subtirbanization and the rise of the mlddle class, Whleh have '

impacted on the patteins of consumption;

3. Transition from a resource-onentedfmanuihctunng eeonomy to.a servwe-onented economy; and

4. Teclinological change, particularly in the areas of telecommunications and computerization, which have
facilitated both market globahzatmn and nsmg productivity. S . :
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3.b.(ii) Historic Returns and Risk Premiums

Table 10 below summarizes the achieved equity and government bond- returns and the
corresponding expenenced risk premiums for Canada and the U.S. 8

Tabie 10
Bond Risk Premium Risk Premium
Stock | Bond Total Income Over Bond Over Bond
Period | Refurn Returns | Returns Total Returns Income Returns
. Canada
1924-2011 | 11.4% - 6.6% . - 6.0% 4.8% 54%
1947-2011 | 11.8% 7.1% 6.7%  4.7% ' 5.0%
. - N ’ . U.S.-
1926-2011 | 11.8% - 6.1% 52% -  5.6% . 6.6%
194'_7-:_’.011 12.3% 6.6% ‘ 59% 5._7_% ‘ ' o 6.4%

Source: Schedule 10.

‘The raw data in Table 10 show that, on average equrty returns it Canada have averaged

approximately 11.5% to 11.75%, compared to average bond incomie®™ returns of apprommately
6.0% to 7. 0%, resulting in average achieved tisk premlurns rélative to bond income returns m the
range of approx1mate1y 5 0% to 5. 5%. 1" The shghlly lower achieved equrty risk premlum
relative to bord income returns achieved during the post—World War 11 period reflects a shghtly
higher average equity return relative to the longer penod which was more than offset by hlgher

bond 1 mcome returns.

The corresponding raw data for the U.S. indicate average equity market returns of approximately
11.75% to 12.25%, corresponding to average bond iiicome retirns of approximately 5.25% to
6.0%, Tesulting in an average achieved equity risk premium of approximately 6.5% relative to

bond income returns.

% The equity and bond market returns in Table 10 represent anthmehc averages of historical returns. Appendix A
explains the rationale for using arithmetic, rather than compound (geometnc) averages for the purpose of estimating
the expected return from historic returns,

% 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 accurstely measures

the historical equity risk premlum above a trué risk-free rate.
*! The median risk premiums over the periods 1924-2011 and 1947-2011 were somewhat higher, 6.2% and 5.5%,

rcspectwely, relative to bond income refurns. -
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3.b.(iii) Canadian Equity and Government Bond Returns

To assess whether there has been a trend in the underlying returns which generate the achieved
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‘lli
10-YEAR AVERAGE CANADIAN MARKET RETURNS S
Canadian | CanadianRisk | Canadian | Canadian Risk
Canadian ~ Bond Premiuni Bond Premium
Stock Total | OverBond - Income Gver Bond
, "Returns |  Returns Total Returns | Returns 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% - 107% - L 41% | 91%
1962-1971 | 78% | 45% | . 32% | 61% |  L7%
1972-1981 13.6%. | . 27% - 0% ] 9% T3.9%
1982-1991 | 108% [ . 16.5% -5.7% 11.1% 0.2%
1992-2001 |~ 11.4% - 10.8% 0.6% ... - 1.1% - 43%
2002-2011 | 9. 1% 8.8% _03% 4. 4% 7 4.7%
Source: wWww. bankofcgnada ca, Canadlan Instntute of Actuanes, Repan! on Canadzan Economzc Stattsuc.v 1924—
2011, i i )
2070 . S R
2071  Table 11 indicates a clear pattern in bond returns, reflecting:
2072
2073 1. rising bond yields in the 1950 through the early 1980s, which produced capltal
2074 Iosses on bonds and low bond total returns
2075 | _ S _
2076 2. high total bond returns and yields in the 1980s, reflecting the high rates of
2077 inflation; and, R
2078 | ' , |
2079 3. high bond total returns in the 1990s and the 2000s, relative to income retuins,
2080 reflecting the secular decline in long-term government bond yields, which
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resulted in capital gains and total bond returns, well in excess of the concurrent

bond yields.”

In contrast to the pattern m bond returns, TaBle 11 does not indicate a discernible pattern in

equity market returns. >

However, further analysis of the historical data indicates, as shown in Table 12 below, that,
historically, lower bond income returns have been associated with higher achieved risk

premivms.
. Table 12 _ _
Averages for the Period: |~ Aversges for the Period: |
1924-2011 . 19472011
‘ , Bond | Bod | .
Bond Income Equity | Income Risk | Equity | Income | Risk
Returns: Returns | Returns Premmm Returns Returns Premlum ‘
Below 4% 13.9% 3.2% 107% 1 T17:9% | 33% 1 147%
.Below 5% 12.6% | 3.7% 8.9% - 13.8% | 3.6% | 102%-
Below 6% 11.1% 42% - 7.0% 11.6%. | 44% 7.2%
Below 7% 113% | 43%  7.0% 11.9% | 4.6% 73%
Below 8% 11.8% 4.6% 7.3% 12.6% 49% | 16%
Below 9% 109% ! 49% | 59% | 11.0% | 54% 5.6%
All Observatlonl 11. 4% 6.0% | 54% 11.8% 6.7% 5 0%
Source: www.bankofcanada.ca, Canadian Institute of Actuaries, Report on Canad:an Economic Statistics 1924-
2011.

Table 12 above indicates that, except at the lowest levels of long-term Govemment of Canada
bond income retumns, average equity returns have been broadly in the range of ap'proxim;itely
11.0% to 12.5% during the two periods. At bond income returns below: 8% (average of 4.5% to

5.0%), the oorrespondmg equity risk premium averaged approxunately 7 25% to 7. 5% Only_
when the highest levels of bond income returns ate included do the avcrag_e achlcve.d equity n_sk
premiums drqp to approximately 5.5% to 6.0% and then to appfoxiinately 5.0%to 55%. In

2 ’Ihe long-term Government of Canada bond yield is equivalent to an estimate of the expected return on the bond.
% Slope coefficients of trend lines fitted to the annual equity refurn data for the periods 1924-2011 and 1947-2011

are estimated at 0.00 for both periods.
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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 Goveminent 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
Jower than the post-World War II average bond income return (6.7%). The 2013-2015 forecast
lonig-term Government of Canada bond yield of 4.0% suggests an equity risk premium, based on
historical risk premiuins at sinﬁiar_ lévels of interést rates, of approximiately 7.25% to 7.5%.

3 b.(iv) Impact of Inflation on Equity Market Returiis®*

Theoretically, the expected return on equity should be equal to the i of the real risk-free cost
of capital, the expected rate of inflation and an equity nsk premlum Thus, the questlon arises
whether the forward-looking equity nominal (inclusive of mﬂatlon expectaﬁons) market rém
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 (CPD inflation in

Canada was higher than the rate of inflation currently forecast to prevail over the longer texm.
The anthmetm average CPI rate of inflation from 1926-2011 in Canada was 3.0%; the most
recent'consensus Iong—term (2013-2022), forecast of CPI mﬂatlon is 2. 0% " The lower forecast
rate of mﬂauon ‘compared to the historical rate of inflation mlght suggest that expected nommal
equity returns would be lower than they have been mstoncally However, an analysis of nominal

“equity returns, rates of inflation and real returns on equity shows that real equity retutns have

generally been higher when mﬂatlon was Jower. Table 13 below summarizés the nommal and

| real rates of equity market returns hstoncally at different levels of CPI mﬂatlon

% The 1998-2002 equity market “bubble-and buist” spawued a umber of studzes of the- equlty ‘market nsk premium -
that have speculated that the U.S. market risk premium will bé lower in the fiiture than in the past. The Speculatmn
stems in part from the hypothesis that the magnitude of the achieved risk premiums is due to an increase in
pnceleammgs (P/E) ratios. That.is, the historic U.S. eqmty inarket returns reflect appreclatmn th the value of stocks
in excess of that supported by the underlymg growth in earmngs or dividends. The increase in P/B ratios; it has been

argued, reflects a decline iti the rate at which investors are chsoountmg future earniiigs, i.e., a lower cost of cap1tal I
analyzed the trends in P/E ratios and equity tarket returns and determined-that there is no indication that rising P/E
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.

% Consensus Economics, Consen.sus Forecasts, April 2012.
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Table 13

Nominal | Average Real
Equity | Rateof | Equity
Inflation Range Return | Inflation | Return
Less than 1% : 15.7%. -14% | 170%
1-3% ) 12.4% 1.9% 10.4%
3-5% ' _48% 4.1% 0.7%
Over 5% 125% | 9.2% - 33% .
Avg 1924-2011 11 4% 3.0% . _84%

Source. Canadian Instltute of Actuanes, Report on Camzdmn
Economic Statistics 1924:2011; www.statscan.ca. '

The observed negative relationship between the real équity return and the rate of inflation does
niot support a reduction to the historic nominal equity rates of return for expected lower inflation

for the purpose of estimating the futire equity risk premium. The average nominal equity refurns

in Canada were approximatelj 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 Canadg 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 equudéd (seven of 88 observations), the average real equity
return is a full pefcentage point highér ie., 9 4%. The corresponding average rate. of CPI
inflation was 2. 3%, similar to the forecast rate of mﬂatlon The ayerage rea.l equlty retun is
sumlar, at approxnnately 9. 5%, when the years in which mﬂatlon exceeded 10% and the same
muinber 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 mdlcated nommal eqmty return is approxnnately
11.5%. At a nominal equity return of 11.5%, thc market equity risk premium at the forecast

long-term Canada bond yield of 4.0% is 7.5%.

3.b.(v) Comp'ariso_n of Canadian ail_d U.S. Returns and Risk Premmms R

A companson of the returns in Canada and the U.S. over the longer-term and the post-World
War II penod shows that the equity market returns in the two countnes have been smular On.

average the achieved equity market returns in the two countries ha_ve bcgan in the approxnn'atc'

range of 11.5% to 12.25% (see Table 10 above).
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Despite relatively similar equity market returns, 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 0:4% 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 goverﬁment bondyi‘elds in Canada and the U.8. averaged closeto 100-basis points.

With the vastly 'improved ‘economic fundamentals in Canada (e.g., lower inflation, balanced
budgets), the risk of investing in Canadian governinent bonds (relative to equatxes) declined and
the dlﬂ‘erentlal between Canadian and us. government bond. yxelds that existed historically. fell.
Between 1998 and 2011 the average y1eld on 10-year Government.of Canada bonds was- only
slightly lughcr (+6 basis pomts) than the correspondmg average yield on 10-year U S. Treasury
bonds. The corresponding differential between the ylelds on the long-term (30-year) govemment

bonds was -16 basis points.

With: respect to the relative risk of the two equity'markets, rth‘e historic annual volatility in the

two markets over the longer-ferm has been quite ‘sinﬁlar “Thie table below compares-the average

arithmetic equity market returns and the correspondmg standard deviations, as well as the .

oompound (geometric) average returns ﬁ“om 1926-2011 and post-World War II (1947-2011) for

the two countries.
_ ~ Table14
Canada 1 United States
Arithmetic | Standard | Compound | Arithmetic | Standard | Compound
' ~_Average | Deviation | Average | Average - | Deviation 'Avi:i'age "'-
1926-2011 11.2% 18.9% 9.6% 11.8%. | -20.3% . 92.8% .
1947-2011 | 11.8% 17. 1% 10.4% 12.3% 174% 10 9%
Source: Canadlan Institute of Actuaries, Report on Canadzan Economtc &atm:cs 1924—2011 Ibbotson
Assoclates Stocks' Bonds, Bills and Inflation: 2012 Yearbook. :
To put the differences in the relative risk of the two markets in petspectwe over these two time

periods, it is useful to oompare the differences between the arithmetic and compound average

: Foster Associates, Inc.
Page |85



2180
2181
2182
2183
2184
2185
2186
2187
2188

2189

2190
2191
2192
2193
2194
2195
2196
2197
2198
2199
2200
2201
12202

2203

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 tum is equal to the standard deviation squared. The larger the
difference between the arithmetic and compoﬁnd averages, the more volatility there has been in
the annual retums.

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 pbs‘t—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 retum 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 requu'ed would be '

the same in the U.S. and in Canada. In sum, the differences are de minimus.” .

With similar government bond yields in the two countries for more than a deéade, U.S. historical
equity market risk premiums are a relevant benchmiark for the estimation of the fbrward-—lobldng
equity market risk premium for Canadian investors. Aé shownin Tabie 10 aboVe’,rthe average
achieved équity 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.

% Since the onset of the' financial crisis (August 2007) to the end of May 2012, the two markets have exhibited
simnilar volatility: the standard deviations of weekly price changes in the S&PfI‘ SX Composite (Canada) and the

S&P 500 (United States) have been virtnally identical.
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Table 15

Averages for the Period: Averages for the Period:
. -1926-2011 ' 1947-2011
| Bond _ | 'Bond :

Bond Income Equity { Income Risk Equity | Income Risk
Returns: Returns | Returns | Premium | Returns | Returns | Premium
Below 4% 13.9% 2.9% - 11.0% 19.0% 29% | 16.1%
Below 5% 11.9% | -33% 86% | 132% | 36% |  96%
Below 6% 11.1% 3.6% - 75% | 11.7% | 40% | 7.6% .-
Below 7% 10.7% | . 3.9% 6.8% 11.0% | 44% | 6.6%.

| Below 8% - - 10.7% 4.4% 63% | 109% | 50% | 6.0%.

1 Below 9% 11.3% 4.7% 6.6% JI17% | 53% | 6.4%
All Observations | 11.8% 5.2% . 6.6% 12.3% 59% | 64%

Source: Ibbotson Associates, Stocks, Bonds, Bills and Inﬂoiion.' 2012 Yearbook.

As Table 15 shows the 6.6% averagc historical oqulty nsk prermum corresponds to an average
bond income refurn of 5.2%, approxlmately 1. 2 percentage pomts hlghor than the 2013-2015
forecast 4 0% 30-year Canada bond yield. The experienced equity risk premium at levcls of
bond income returns similar to the 2013-2015 forccast 30-year Canada bond yleld was in the

range of approximately 6. 75% to 7.5%.
3b.(vi) Equity Market Risk Premium

Given the absence of any material upward or downward trend in the _noihinal historic equity
market returns over the longer-term, the P/E ratio analysis, and _the observed negative
relationship between real oquity refurns and inflation, a reasonable estimate of the expected value
of the nominal equity- matket return is approximately 11. 5%, baoed on Canadian equity market
returns and supported by U.S. equity market returns. At the forecast 4. 0% 30-yoar Government 7
of Canada bond yield, the correspondmg equity market nsk promlum 1s 7. 5% The analys1s of -
Canadlan 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 Govemment of Canada bond
yield. Based on U.S. data, a similar analysis supports an eqmty nsk premlum of 6 75% to 7.5%.

With preponderant weight given to the Canadian data, the indicated equity ket risk premium
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at the forecast 4.0% 30-year Government of Canada bond yield is in the range of 7.25% to
7.50%.

3.c. Relative Risk Adjustment
3.c.(i} Overview

The market risk premium result needs to be adjusted to recognize the relative risk. of the
benchmark BC utility, FEL The theoretlcal CAPM holds that equity investors only rcqmre
compensation for risk that they cannot diversify by holdmg a portfoho of investments: In the
simple, one risk variable CAPM, the non-dlvers1ﬁable risk is captured in beta. . '

Impediments to reliance on the equity beta as the sole relative risk measure include:

L. The assumption that all risk for which investors require compensation can be
captured and expressed ina single risk variable. The determination of the return
on eqmty that investors requlre for bearmg the risk of a particular investment is

more complex than the smgle risk variable, beta, 1mphes

2. The only risk fdr which investors expect compené‘ation is noh—diversiﬁable equity
market risk; no other risk is considéred (and priced) by invéstors. . This premise
erroneously implies that investors are only concerned with the price volatility of
their equity investments, ﬁot the underlyi_ng ﬁm&in_ental risks that may lead to

Joss of earning power and ultirately a failure to recover their invested capital.

3. The assumption that the observed calculated betas (which are simply a calculation
of how closely a stock’s or portfc‘iiid’s' pri'ce E:hanges' have iﬁirf(')réd those of the.
overall equity market) are a good irieasure of the relative Teturn requlrement

Empirical tests of the CAPM and expenenced feturns undcrmme the vahdlty of

that assmnptlon
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4, Use of beta as ﬁe relative risk adjustment allows for the conclusion that the cost
of equity capital for 4 firm 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 léss tha the risk-free rate, despite the fact that, on a total risk basis, -

-the compatiy’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 dcbt, but than the risk-free

rate is dublous 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 considerati()ns 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 rclatlonshlp between “raw”™”’
betas and the achieved market returns on equity in the Canadian market™ prowdcs farther

support for reliance on total market risk to estimate the relative risk adjustment.

The standard deviation of market feturns is the principal measuremcht of total market risk. To

estimate the relative total risk of the benchmark BC utility, the S&P/TSX Utilities Tudex was
used as a PIoxy.: The standard deviations of monthly total market réturnis for each of the 10
major Sectors of the S&P/TSX Index, mcludmg the Utilities Iudex, were calculated ovei ﬁvc-
year periods ending 1997 through 2011 (Scheduie 11)

7 The term “raw” means that the beta is solely a statistical calculation of the historical relationship between the
gmce movements of a stock and the corraspondmg ptice movements of the market portfolio.
® See Appendlx A, pages A-2] to A-22.
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To translate the standard deviation of market returns into a relative risk adjustment, uiility
standard deviations must be related to those of the overall market. The relative market volatility
of Canadian utility stocks was measured by compariﬂg 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 ‘dcviation of the Utilities Index to the mean and median
standard deviations of the 10 major Sector Indices suggests a relative risk adjusunent‘ 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 usiﬁg monthly and weekly price
changes® for the five major publicly-traded Canadian utilities, the TSE Gas/Electric Index, and
the S&P/TSX Utilities Sector.'® - - T gl L

As Schedule 14, page 1 indicatés, 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 approxunately 0.50 io 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 approxunatcly 0.20 and have remained at a similar level through the end of

2011.

The observed levels and patterﬁ of tiie calculated “faw” utility betas in 1999-2011 can be traced
to four factors: (1) the technology sectof bubble and subsequent bust; (2) the dominance in the
TSE 300 of two firms during the early part of the “bubble.and bust” penod Nortel Networks.and
BCE; (3) the greater sensitivity of utility stock prices than the equlty miarket composue to rising

% The use of price betas for utilities has been cntlclzed on the grounds that the exclusmn 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 differesice between the two.

0 The S&P/TSX Utilities Sector was created in 2002 (with historic data-calculated- from ycar—end 1987), 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 pipélines were moved to the Energy

Sector.
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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 chariges 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 _E:alculated using weekly. changes in prices.'®? Table 16
below shows that, for the five ldrge Canaﬂia‘mutilities whose sharés are regulariy 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
mterval cast s1gmﬂcant doubt on how meamngﬁll calculated betas are as a measure of relatwe
risk. '

10 Schedule 12 shows that utilities were not the only companies whose betas were negatively, impacted by the
technology sector bubble arid subsequent market decline. To illusirate, 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 perlods, the beta of the Information Technology Sector rose from 1:57 to
2.87. Schedule 12 also demonstrates how variable botas are generally, For example, between 2002 and 2011 the
five-year monthly betas for the energy sector ranged from 0,17 to 1.44.

1% There is no theoretically correct time interval for calculations of betas. Betas are frequently, but not exclusively,
measured over five years using monthly price changc intervals (60 obsarvatlons) 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 (aver 250 observatlons) The

measurement of betas-over a five-year period is simply a corivention. In Modern Portfolio Theory, The Capital -

Asset Pricing Model & Arbitrage Pricing Theory: A User's Guide, 2 Ed., Englewood Cliffs, New Jersey:
Prentice-Hall, 1987, page 114, the author, Dr. Diana Harrington, noted that the CAPM itself provides no guidance
with respect to the choice of a measurement horizon; the five-year estimation period (i.e., 60 monthly observations)
became widely used because of the avallabahty of monthly data in computer readable form, and the need for a

reasonably sized sample.
13 A similar pattern can be observed for the proxy sample of U S. uuhtles

Weeldy: Dats Monthlg Data |

. Mean Median Mesan Median
2008 060 061 037 037

2009 060 061 040 038 ]

2010 061 061 043 040

2011 059 062 042 037
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2326 . | | Table 16

Weekly Data Monthly Data
Median Mean Median 3
2008 046 045 025 021 |
2009 043 0.44 022 0.2 |
2010 044 044 - 023 0.21
2011 045 044 021  .021 .

2327

2328  3.c(iv) Canadian Regulated Company Retums'ahd “Raw” Betag

2329 o L ,

2330  The equity betas of traded Canadian utility company shares and of the S&P/TSX Utilities Endex

2331  explain a relatively small percentage of the actual achieved market returns over time. The
2332 following analysis 1) estimates how much of the historical utility market returns can be

2333 explained by the equity market, long-term Govenime_nt of Canada bonds and other factors and 2)

2334  uses these relatioﬁships to assist in the determination of an appropriate estimate of the requ_i&d

2335  relative risk adjustment.

2336 :

2337  Inthe context of the CAPM, the utility return should equal:

2338 _ 7
2339 ‘Risk-Free Rate + Beta X (Equity Market Returi ~ Riské_Free Rate)
2340 | ' o ' ' o

2341 A regressioh of the monthly returns on the TSX Utﬂit_ies Index a}gai;nst' the mafket risk premium
2342  measured as the return on the TSX Compbsite less the risk-free rate as proxied by 90-day
2343 Treasury bill returns over the period 1970-2011'* shows the foﬁowi_ng;

2344 , .
2345 . | | Table 17 o
Monthly TSX | " Monthly TSX ) |
Utilities Index = 0.009 + 0465 J - Composite .- % |
Return - .- Excess Return - 1
t-statistics = 54 13.8 .
R? = 28% -
2346
14 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&P/TSX Utilities Index for the period
May 2003 to December 2011.
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The relaﬁons]:u'p quantified in the above equation suggests a long-term utility beta of 0.465.
However, the R?, which measures how much of the vaﬁabjlity 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.'® 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 .10'8-5%,
when expressed on an annualized basis.'® The difference between the calculated intercept and

-the average 90-day Treasury bill return of approxnnately 3.9% represents the component of the

utility return incremental to what the CAPM would predict.

Since utility shares are interest sensitive, the regréssion 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:

S Table18 - .. - TRt e
Monthly TSX » Monthly TSE -~ _ B Monthly Excess :
Utilities _ ‘ Composite Long Canada
Index Return 0.0075 +.40 { Excess Return } Bond Return
: over T-bills -over T-bills
t-statistics = 5. 12.4 ‘
R® =37%

When government bond returns ére added as a further explénafory variable, somewhat more of -
the observed volatility in' utility stock prices is explained (37% ‘versus 28%). The second
regression equation suggests that utility returrls"ha;Vé had .approiiﬁxaféiy 40% of the volatility of
equity market returns and approximately 46% of the volatility of government bond market
returns, the latter consistent with utility comurion ‘stocks® inteiest senisitivity. Nevertheless, the
equanon still leaves more than half of the utility return volatlhty unexplamed SR

1% As shown in Schedule 14, page 2 of 6, the R% of the monthly betas for individual Canadian utilities calculated
over five-year periods endmg 2004 to 2011 have been exu'emely low, averaging less than 10%. The low R%s
indicdte that very little of the volatility in the utlhty share prices is explained by the volatility i in the equity market
composite. It bears noting that, while the five-year “ravi® 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 volatlhty, measured by the standard deviation of monthly price changes, was the highest of the group.
% The regression was performed using mouthly data, so the intercept of 0.009 is equal to the monthly return on 90-

day Treasury bills. The annualized retum is cqual to (1+ 009)A“-1 0=0.1085 = 10.85%.
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‘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 bonid 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 compox_icﬁt of the return which differs from
what the CAPM would have predicted. As in Table 17, the equation interccpt is a monthly
number. When annualized, the intercept equals approximately 9.4%.'7 Since ‘the average
annualized r'I‘reasury bill return over the 1970-2011 peridd 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&P/TSX Utilities Index, measured by the ratio of five-year monthly standard deviations
of the total market retumns of thé 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 béen a statistically significant trend: up or down'in the relative fotal risk of the
Utilities Index compared to the Cmﬁposite over the period 1970-2011.

Tlic objective of the relative risk adjustment is to predict the investors’ réquired or expécﬁed ‘
return, To do so, the persistent large component of the achieved utility return, as reflected in thc '
equations’ intercepts, which is above what the _C@M or thie two variablé model would have .
predicted should be explicitly accounted for. The use of the cé.lcuiated “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 underestlmatlon of

expected utility returns. 108

07 g 040, 0075)"* - 1.0= 0944 =9.44%,

19 The explicit recognition of the unexplained component of the return is cons1stent with the empmcal observation
that low beta stocks, including, but not limited to, utilities have historically earned retums higher than the CAPM

predicts, with the converse observed for hzgh beta stocks.
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The equations in Tables 17 and 18 above can be solved in order to estimate a reasonable utility
relative risk adjustment. To do so, values for thé three independent variables (TSX equity
market return, long-term Canada bond return and Treasury bill return) must be specified. For the
TSX, the estimated equity market return of 1 _1.5% developed above was used. For the long-term
Canada bond retum, the 4.0% yield forecast for 2013-2015 was used as a proxy. As regards the
Treasury bill return, a normalized yield of 2.75% was used, reflecting the historical average yield

‘spread between 30-year Government of Canada bonds and 90-day Treasury. bills of

approximately 1.25% (4.0% - 1.25% = 2.75%). In addition, estimates of the incremental utility
return (j.e., the _compdn'ent of the return not captured by the models) are required. Thes‘é
estimates were based on two alternative assumptions: (1) the. incremental expected utility return
is the same in absolute terms as it was historically; and (2) the mcremental expected utlllty return
is in the same proportlon to the total utlhty return as was the case hlstoncally

Under the ﬁrst _assumptio;l; the single ,ind two variable mo'dels'- and the resulting indicated
relative risk a(_ljustments-arc as follows: |

Table 19

Equity Market Return (EMR): O 1150%
Risk Free Rate (RF = T-Bill Yield): ' - 2.75%
Equlty Market Risk Premium (MRP = 11 5% 2 75%) 8.75%
Utility - Util_lty Incremental ' Utlllty _
, Equity Bond CUtility © Utility _Risk Relative Risk
Model Beta Beta Return = Return. Premium - Adjustment
. (1) @ @ RO GF@RF  (6)=()YMRP
Single Variable  0.465 N/A 3.90% 10 70%"  795% - 091

Two Variabl'e - 0400 -0.46 ‘2.50% 9.32% - 651% 075

Y10 7% 3 9% +2.75% +0. 465*MRP

In the alternative, as noted above, the prospectwe mcremental component of the lltlllty retum can

be estimated to be in the same proportion to the total utility return as was thé case historically.

109 - 1o

These proportions are approximately 30% ™ in the case of the smgle variable model and 20%

199 3 994/12,7% = 30%.
10 9 504/12.7% = 20%.
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in the case of the two variable model. In these two cases, the expected utility returns are 9.8%
(single variable) and 8.5% (two variable) respectively.'' ~ The indicated utility risk premiums
above the Treasury'bill yield are 7.1% and 5.75%, corresponding to relative risk adjustments of
0.81 and 0.66, or a mid-point close to 0.75.'12

Based on all four approaches, the indicated relative risk adjustment is in the range of 0.66 to 0.91
(mid-point of 0.78). : .

3.c.(v) Useof Adjusted Betas

From the calculated “raw” betas, the inference can readily be made that reguilated 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 at'a reasonable relative risk
adjustment, the normative (“what should happen”) CAPM iiséds to be integratéd with what has
been empirically observed (“what does or has happened”) Emplrlcal 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.¢., equity beta) CAPM. Convet_sely, stocks with betas higher
than the equity market beta of 1.0 have achieved lower returns than the model predicts.'"®

The use of betas that are adjusted toward the equity market beta of 1.0, rather than the calculated
“raw” betas, is a partial reeogniﬁon of the observed tendency (_)f Tow (high) beta stocks to achieve
h.‘igher‘ (lower) refurns than predicted by the simple CAPM: Adjusted historical betas are a
standard means of estimating expected. betas, and are Widely disseininated - to inVestofs' by
investment research firms, including Bloomberg, Value Lme 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 2/3 Welght to the caleulated “raw” beta _and 173 weight

to the equity market beta of 1.0. While the rationale for the specific adjustment fotmula‘reﬂects

i g goj = (2.75% + 0.465*8 75%)/(1-30% 1 8.5% = (2.75% + (o 40"‘8 75%) +(0.46%1 25%))/(1-20%
11z 9,8%-2,75% =0.81; 8.5%—2.75% =0.66.

11.5% - 2.75% 11.5%-2.75%
13 See Appendix A, page A-18.
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the tendency for betag 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 retums than “raw”
betas. !¢

The following table presents recent reported Bloomberg adjusted betag for the five major
Canadian utilities. Based solely on the recent Bloemberg 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 Utilitiés Index shown in
Table 17 above results in a relative risk adjustn_lent of close to 0.65.""

‘Table 20 R
‘ : Bloomberg
Company Beta
Canadian Ut111t1es Ltd. {  ~0:52
Emera Inc. g 0,71 ..
‘| Bnbridge Inc. . 0.62
Fortis Inc, Tl 075
TransCanada Corp.: - 0.58
Average 0.64
Median S 0.62

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 ihdicater of tlle relevant risk a(ljusﬁnent for
the benchmark BC utility. As summarized on Schedule 14- page 6‘ of 6 tlle reported Value Lz‘ne'
betas for the sample-of U.S. utilities have been approxunately 0. 675 on average for the ﬁve year

periods ending 1996-2011, identical o the recent level (median of 0.675). :

14 Pablo Femandez and Vicente Bermejo, in an article entitled ﬁ‘ 1 Does a Better Job than Calculated Betas, May
19, 2009, find that adjusted betas (0.67 X calcuiated beta + 0.33 X Market Beta of 1.0) do a better job of predicting -
returns than the calculated beta. They also find that assummg abeia of 1.0 (i.e., the market beta) does a better job

than the adjusted beta.
115 A djusted beta = 0.67 x “Raw” Beta + 0.33 x Market Beta of 1 2.
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3.c.(vi) Relative Risk Adjustment

A summary of the restilts of the preceding analysis is set out in the table below:

Table 21
. Relative Risk Indicator ... | Relative Risk Factor
Total Market Risk (Standard Deviations) b 0.65-0.70
“Relative Historic Returns and Betas: Canadian. Utlhtlcs T 0.75-0.78
Recent Bloomberg Adjusted Beta: Canadian Utilities. | -~ 0.62-0.64 .
Long-term Adjusted Beta: Canadian Utilities Indcx | ~0.65
Value Lme Betas: U.S. Utility Sample o C 0675

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 markct 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- equlty market risk premium ¢ of 7.25% to
7.5% and a relative risk adjustment of 10.65-0.70, the 1ndlpated equity risk premium for the
benchmark BC utility i.e., FEL is in the range of approximately 5.2% 10 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%). ~ | SR -

4. DCF-Based Equity Risk Premium Test |

4.a. Qverview

The Discounted Cash Flow-Based (DCF-Based) Equlty Risk Premium Test estimates the utility
equity risk premium as the difference between the DCF cost of equ.lty and ylelds on Iong—term

government bonds.

The DCF-based equity risk premium test estimates the equity risk premium directly for regulated

companies by explicitly analyzing rcgulatcd compaty equity returh data. In contrast the risk-
adjusted equity market risk premium test discussed above estimates the required utility equity
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risk premium indirectly, that is; it fgcuses on the risk-free rate and retumns at the overall market

level. Of the componerits 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.!'® The DCF-

based equity risk premium test was applied only to the sample of U.S. utilities, because its -

apphcatlon requires.a history of consensus long-term earmngs growth rate forecasts whlch is not
available for Canadian utlhnes

A key advantage of the DCF-based equity risk premium test relative to the other equity risk
prelmum tests is that it can be used to test the relationslnp between the cost of equity (or risk
premxums) and interest rates (and/or other vanables) 8 I the ‘application of this test,
relationships betweel_l utility risk. premlums,. long-term. government bond yields, the spread
between the yields on long-term utility and gbvemm_ent bond yields and utility bond yields were

~ examined.

4b.  Constant Growth DCF-Based Equity Risk Premium Test

The constant growth DCF model was used to c:onstruc.tra @ontﬂy series of expected utility
returns for each of the U.S. utilities in the sample from 1998-2012Q1."  The construction of the
monthly mnétant growth DCF costs of equity and the éonéspoﬁdiﬁg equity risk premiums is'
described in Appendix D. | o |

16 The selectlon criteria for the sample of U.S. utilities to which the DCF-Based Equity Risk Premium Test was
gplled are found in Appendix B. -

Analysts’ forecasts of long-term eamings growth for Canadlan utxlmcs_am ontrently accessible, ‘which permits
the application of the DCF test to Canadian utilities. However; there is no readlly accessible history .of those
forecasts which would pemmt the apphcatlon of the DCF-based equity nsk premlum test to a sample of Canadlan
utilities.

118 Of the three equity risk premivm tests conducted, the DCF-based. eqmty risk pmmlum test is the only one that
lends itself to explicitly estimating the relationship between utility eqtuty risk premitims (or ¢ the utility cost of equity) -
and interest rates.

1% The choice of period 1998-2012Q1 reflects the years during which- long-term Canada and U. §. Treasury bond -
yields have becn broadly similar. It is also intended to balance the exclusion of periods that are dissimilar to cuzrent
relationships between equity costs and govemment bond yields and the inclusion of sufficient observations to
construct a reliable analysxs
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For.the sample of U.S. utilities, the constant growth DCF-based equity risk premium test
indicates that the average 1998-2012Q1 utility risk premium was 5.0%, corresponding to an
average long-term government bond yield of 4.9%. The data also show that the risk premium
averaged 4.6% when long-term government bond yields were 6.0% or higher and 6.5% when

long-term government bond yields were below 4.0%.

The table below sets out the observed uﬁlity' equity risk premium at various levels of long-term
government bond yields based on the results of the 1998-2012Q1 constant growth analysis.

Table 22

Government N S |
Bond Yield . Below 4.0% | 4.0%-5.0% | 5.0%-6.0% | Above 6.0%
Utility Equity ' : R -

Risk Premium 6.5% . 51% . 4.6% 4.6%

Source: Schedule 16, page_l 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.

4c.  Three-Stage DCF-Based Equity Risk Premium Test

The DCF—baséd ﬁ#k-premium test was also applied using a three-stage DCF model. The
construction of the monthly thrée—sfa‘ge DCEF cost of equity éstimates is described in Appendix
D. The use of the three—stagé model, which assumes thaf; in the .lo.ng run, earnings growth for
the ut111ty sample will converge to the long-term rate of growth ] 1n the economy, _cffectlvely

lessens the volatility of the monthly growth rates ut111zed m the constant growth analyms :
Based on the thrée stage growth model, the average ut111ty eqmty risk - premlum was 5. 2% at an .'
average 30-year government bond yield of 4. 9% The table below sets out the observed ut111ty

120 The standard deviation of the monthly sample I/B/E/S growth rates is approxlmately 0.5; the standa.ui devuatlon
of the monthly implied growth rates utilized in the three-stage DCF-based risk prémium analysis is approximately

0.3.
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equity risk premium at various levels of long-term government bond yields based on the results
of the 1998-2012Q1 three-stage growth analysis,

Table 23
Governinent '
Bond Yield . | Below 4.0% | 4.0%-5.0% | 5.0%-6.0% | Above 6.0%
'UtilitYEil!iitY o N I C
_Risk‘Premi'mn __ 64% 5.3% - 48%. | . 45%

Source: Schedule 16, page 3 of 4.
4.d.  Relationships between Equity Risk Premiums and Interest Rates

Using the constant growth and three-stage growth DCF models, the relationship between 30-year
government bond ylelds (mdependent vanable) and the corresponding utility equity nsk
premmms (dependent variable) was tested. The analysls mdlcated that, based on the constant

growth model, over the 1998-2012Q1 period, on average, for each 100 bas1s  point change in the

long-term government bond yleld the utility equity risk premlum moved in the oppos1te .
direction by apploxnnately 77 bas1s points. 'I‘he results usmg the three-stage model showed a 65
basis point increase (decrease) in the utlhty equ1ty rlsk premmm for every 100 basls point

decrease (mcrease) in the long-term government bond yleld 121

The table below sets out the utility equity risk‘ prerniuni at various levels of long-term

government bond ylelds based on the regress1ons using long-term govemment bond ylelds as the

sole. mdependent varlable -
, Tablé 24
Government L .
Bond Yield 3.0% 1 4.0% | 5.0% 6 0% '7;0'%," o
__ Utility Equity Risk Premitim; - S

Constant Growth 6.5% [75.7% | 4.9% - 42% 34%
Three-stage Growth 6.4% [ 5.8% | 5.1% | 4.5% | 38% |
Sourcé; Schedule 16, pages 2 and 4 of 4.

121 Bxpressed in terms of cost of equity, the cost of eqxuty, as measured by the constant growth and three-stage DCF-
based equity risk premtium tesis, increases (decreases) by approximatefy 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 premiuth 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 uﬁlity 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/decredses by 25 basis points for every one percentage decrease/increase in the

long-term Government of Canada bond yield.

' The single independent variable ailolysis 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, facfors, corporate bond yield sp'r'eads were mcorpofafed into the
analysis. ‘The magnitude of the spread between corporate bond yieids and govemmmt bond
yields is frequently used as a proxy for charigeé io investors’ risk perception or willingness to
take risk. Various empmcal ‘studies have shown that there is a positive correlation between

corporate yleld spreads and the equlty risk premlum iz2 -In the two mdependent variable

regression analysis, government bond yields and the spread between long-term A-rated utlhty'

and government bond yields were both osed as mdependent variables and the utility equity risk

premium was the dependent variable. The two independent variable analysis indicates that,

while the utility risk preminm 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,

1z Examples include: N.F. Chen, R. Roll, and §. A. Ross, “Economic Forces and the Stock Market” Joumal o

Business, Vol. 59, No. 3, July 1986, pages 383-403 and R.S. Harris and F.C. Marston, “Estimating Shareholder Risk

Premia Using Analysts Growth Forecasts, Financial Managemem Summer 1992, pages 63-70.
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Specifically, over the 1998-2012Q1 period, the constant growth analysis showed that the utility
equity risk premium increased or decreased by approximately 86 basis points when the
government bond yield decreased or increased by 100 basis points and increased or decreased by
approximately eleven basis. points for every ten basis point increase or decrease in the
utility/government bond yield spread (Schedule 16, page 2 of 4). Th three-stage growth DCF
model indicates that the utility equity risk premium increased or decreased by approximately 70
basis points when the government bond yield decreased. or increasedr by 10_0- basis points and
increased or decreased by approximately seven basis points for erery ten basis point in¢rease or

decrease in the utility/govemnment bond yield spread (Seigeduie""l-(i; page 4 of 4).

The two independent variables (long-term government bond yields and the long-term A- rated

ufility bond/government bond yield spread) can be collapsed into a single independent variable,
the Ion_g-term A-rated utility bond yield. _That analysifs.' shows the utility. equity risk premium
rising and falling by approximately 55% to 60% of the change in the A-rated utility bond yield.
using the constant growth and three-stage growth models (Seherlule' 16, pages 2 and 4 of 4).

~To further test the sensitivity of the ut_iiity cost of equity to changes in long-term govermnment

bond yields and uti_lity/government bond yield spreads, quarterly ROEs allowed for U.S..
utilities'?® 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 outcoties of multiple rate

: ,proceedmgs across multiple jurisdictions, which in- turn. reflect the application of various cost of

equity tests by parties representing both the utrhty and ratepayers.

Initially, the risk premiums indicated by the quarterlj ellowed ROEs from. 1998 to 2012Q1 were

regl'eSSed against long-term Treasury bond yields lagged by six months.'** The result indicated . = -

that the utility equity risk premium increased or decreased by approximately 45 basis pomts for :

every one percentage pomt decrease or increase in Iong-term government bond ylelds

12 The analys1s was not performed for Canadlan 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
Prowde no independent estimate of the relationship. -

2 The government bond yields and the spread variables. were lagged by six months behmd the quarter of the ROE

- decisions to take account of the fact that the dates of the dec:smns will lag the period covered by the market data on

which the ROE dee1s1ons would have been based.
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When long-term A-iated 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, Iong—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.'?

4e. DCF-Based Equity Risk Prémium 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,'®

The table below summarizes the estimated relationships among equity risk premiums, long-term
government bond yields and utility/govemment bond yiéld spreads applying the various models
to the U.S, utility sample over the 199'8—2012Q.1 period and the resulting equity risk preiniunis
and costs of equity at a forecast 4.0% long-term Canada bond yield and a long-term A rated
utility/govemment bond yield spread of 135 basis points. ' '

125 Details of all the regresswns are found in Schedules 16 and 17 Thc grcater senmtmty to interest rates md:cated

by the regressions using aliowed ROEs as a proxy for the utility cost of equity oompared to those using DCF costs of
equity most likely reflects other meodels, 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 premlum models,
which are explicitly tied to interest rates. ‘While the DCF cost of eqmty is seusmvc to bond ylelds, 1t 1s also a
ﬁmctlon of factors uniquie to the equity market.

% Represents expectation that the spread between the yield on long-term A rated ‘Canddian.: utility bonds and :
Governmerit of Canada bonds will contract from recent levels (approximately 160 basis points at the end of June
2012) as measured by thie spread between the yield on the Bloomberg A-rated Canadian Utility 30 Year Index and
the benclimark long-term Government of Canada bond) as yields on long-term Government of Canada bonds rise.

Foster Associates, Inc,
Page |104



2645

2646
2647
2648

2649
2650

2651
2652
2653
2654
2655

2656

2657
2658

2659
2660
2661
2662
2663
2664

Table 25

Equity

. Coefficients
‘Government | Bond Yield Risk Cost of
Bond Spread Premium | Equit
' . Constant Growth . .

Single Variable - 0,77 ‘n/a. | 57% | 97%

Two Variable 0.86 ~ 1.06 5.5% 9.5%
o ‘ Th%S.taMrowth - L

Single Variable -0.65 .. n/a 5 7% 9.7% |
Two Variable -0.71 - 0.68 5.6% 9.6% .
' Allowed ROEs o i

Single Variable -0.46- - nfa . . 62% | 102%
Two Variable -0.47 0.27 6.1% 10. 1%

Note: “Single Variable” refers to the regression analysis applied only to the long-
government bond yleld and “Two Vanable“ refers to the addntlon of the spread
- variable to the regressmn analyms _

Sources: Schedules 16 and 17.

While the mdlcated sensitivities of the models to changes in long-tenn government bond yields

vary, they sapport the conclusion that the utlhty cost of equlty does.not:vary with (or-track) long~. . ... ... }

term government bond ‘ylelds to the extent that has ﬁ'gquently been assumed.

Table 26 below summarizes the regression results using an A-rated bond yleld of 5.35% (equal .
to the forecast 4.0% 30—year Canada bond yield plus a spread of 135 basxs pomts)

Table 26 ‘
"~ Risk Premium |- =
o .| overA-Rated = | Costof
Model Coefficient Bond Yield | Equity
Constant Growih DCF 043 | 40% . - 9.4%
Thi‘eéestage DCF . -0.57 42% .| 9.6%
: Allowed ROEs - 057 48% | 102% .

I have not given any weight to the results of the allowed ROE afialysisin deriving an estimate of
the utility cost of equity‘:ﬁvom 'the DCF-based risk premlum test, as the allowed ROEs: do not

represent my own estimates of the cost of equity. Nevertheless, the. relauonsmps among utlhty :
equity risks premivms and bond. ylelds established by that analysis prowde further support for .
the conclusion that the utility cost of equity does not track government bond yields nearly to the
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extent that has been embedded in most of the automatic adjusiment formulas that have been used
in Canada, | | | |

Based on the DCF-based regression analyées, at the férecas’t_ 30-year Canada and A-rated utility
bond yields, the indicated utility cost. of equity is in the range of approximately 9.4% to 9.7%,
and approximately 9.6% based on all the DCF-based risk premium models.

s. Historic Utility Equity Risk Premium Test
5a. Overview

The historic experienced market returns for utilities provide an additional perspective on a
reasonable expectaﬁon for the forward-looking utility equity risk premjum. Similar to the DCF-
based équi‘ty risk premium test, this test estimates the cost of equity for regulated conipaiies
directly by reference to return data for regulated companies. Reliance on achieved equity risk
premiums for utilities as an indicator of what investors expect for the future is based on the
proposition that over the longer term, investors’ expectations. and experience converge. The

more stable an industry, the more likely it is that this .t:onvergenéc will occur.. -
5b. Historic Returns and Risk Prerniums

A_s. shown in Table 27 below, over the longest term availéble (1956-2011), 127 the average
achieved utility (gas and electric combined) equity risk premiums in Canada were 4.2% and
4.8% in relation to fotal and income returns for long-term Government of Canada bonds
respectively.'® For U.S. gas utilities, the average historic utility equ1ty rlsk preimums in relation
to total and income returns on bonds over the entire post-World Wai IT perlod (1! 947-201 1) were
5. 3% and 6.0% respectively. For U.S. electric utilities, the correspondmg average lnstonc utlhty

equlty risk premiums in relatlon to total and i income returns on bonds were 4. 4% and 5.1%.

127 ¢ longest period for which Canadian utility inidex data are available from the Torosto Stock Exchange
1 Based on the Gas/Electric Index of the TSE 300 from 1956 to- 1987 and on the S&P/TSX Utilities Index from

1988-2011.
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Table 27

Utility Risk Premium
Relative To:
Utility Bond Bond Bond Bond
Equity Total | Income Total Income
. _Returns | Returns | Returns |  Returns | Returns
Canadian Utilities 12.1% 7.9% 7.3% 4.2% 4.8%
U.S. Gas Utilities 11.9% 6,6% 5.9% . 53% . | - 6.0%
U.S. Electric Utilities 11.0% 6.6%. 5.9% 4.4% 5.1%.

.Canada and the U.S. have clustered in the range of 11.0-12.0%.

Source:. Séhedule 18.

‘5.c. Trends in Equity Returns and Bo'nd‘Retums

Similar to-the risk premiums for the niarket oompasite the:mag;nitude of achievad uﬁlity equity
risk prenuums is a function of both the equity retums and the bond retuins. An analys13 of tIie"" ‘
underlymg data mdwates there has been no secular upward or downward trend in the utility
equity returns. Trend lines fitted to the historic utlhty eqmty retmns for each of the three ut111ty |
indices are flat (Schedule 18, pages 2 and 3 of 3) The lustoncal average utlllty retirns in both
However, the achieved
government bond returns (total and illcome) in Canada over 'tlie'p'eriod of analysis, at 7.3% to
7.9%, were matenally hlgher than the 4.0% forecast yleld on 30-year Government of Canada

_ bonds

A reasonable approach to interbreting‘th-e' historical utility equity market return data is the
recognition of the inverse relationship between utility cquii:y' risk premiums and govemm‘ant _
bond yields. Table 28 derives estimates of the uuhty eqmty rlsk ﬁremium for the Ioﬁgér tem'll
from the historical average risk premiums by applying a 50% sensitivity factor to the difference
between the historical ‘average bond income retu.ms and the forecast Government of Canada )

bond yield forecast. A 50% sensitivity factor aan_lports w1th the lower end of _th_a range _o_f t_l_ie _ o

semsitivities of utility equity risk premiums to gavemjneht ‘bond yield changes estimated in
Section VIILD.3.c above.
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* Table28

U.S US.
Canadian | Gas Electric
g . | Utilities | Utilities | Utilities
Equity Returns ' a 121% | 11.9% | 11.0%
Bond Income Returns L Q) . ' 0 73% | 59% | 5.9%
-1 Utility Risk Premium (RP) 3= 1)-(2) 4.8% 60% | 5.1%
Forecast 30-Year Canada Bond ' I J
Yield (LCBY) .. 1@ . ] 40% | 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 50% +1.6% | +1.0% | +1.0%
Utility Equity Risk Premiom :
at 4.0% LCBY . (N =(3)+(6) 6.4% 7.0% 6.2%

Source: Schedule 18, page 1 0f3, -

At the forecast 4.0% 30-year Government of Canada bond yield and a 50% sensitivity factor

between utility equity risk pfemiums and long-term government bond yi€lds; the indicated utility
equity risk premiwm 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.  Costof Equity Based on Equity Risk Premium Tests

The estimated utility costs of equity based on the three equity risk premiurh methodologies are -

summarized below:
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- Table 29

Risk Premium Test -Cost of eq'lity

Risk-Adjusted Equity Market 9.0%
| DCF-Based - 9.6%
Historic Utility 10.5%

None of the indivi'duai tests, as performed, ﬁelds an inherently superior estimate of the returns
that an investor expects or requires. Thus, each of the methods was. accorded equal weight in the

 estimation of the cost of eqmty for the benchmark BC utlhty, ie., FEI

E.  DISCOUNTED CASH FLOW TESTi29
1. Conceptual Underpinnings

The discounted cash flow approach proeeeds ﬁnm-'the proposition that the price of a common

stock is the present value of the future. expected cash flows-to the mvestor --discounted at a rate- - ... . . .

that reﬂects the risk of those cash flows. This ‘pI'OpOSltl(l)Il_I_S based, in tumn, on the efficient
markets hypothesis, which states that the price of a stock today is determined by all of the
available information about the stocAk., While the Dividend Discount Model, as it is now forn;ally :
called, was not so named until the latter half of the twentieth century,' the concept of the
discounted cash flow approach was ﬁrSt expressed in the éaﬂy 20 eentury by Irving Fisherra_né'i .
later expanded on by J.B. Williams in his cla‘ssie book, The 'Theoryaf Investment Value
(Cainbridge, Mass.: Harvard University Pross, 1938) iri which he stated:

A stock is worth the present value of all the dmdends ever 1o be paid upon it, no more,

no less ... Present carnings, outlook, ﬁnancxal condition; and capltallzatlon should bear . -

upon the price of a stock only as they assist buyers and sellers i in estlma.tmg future
dividends. -

The DCF test allows the analyst to directly estimate the utility cost of equity, in contrast to the
Capital Assct Pricing Model (CAPM), which estimates the cost of equity indirectly, The DCF

2 gee Appendlx C for a more detailed dmeussmn
1% Myron Gordon, The Investment, Financing and Valuation of the Corporation, Homewood, Htinois: Irwin, 1962.
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model is widely used to estimate the utility cost of equity for the purpose of establishing the
allowed ROE."" \

In simplest terms, the DCF cost of equity model is expressed as follows:

Cost of Equity (k) ~ = Dy+g,
. Po
where, .
Dy = next ex'pected dividend'**
P, = current price .
g = expected growth in dlwdends

There are multiple versions of the dlscounted cash flow model available to estimate the
investor’s required return on equity, mcludmg the constarit growth model and multlple period
models to estimate the cost of equity. The constant growth model rcsts on the assumption that
investors expect cash flows to grow ata constant rate throughout the life'of the stock Snmla.tly,

‘a multiple period model rests on the assumptlon that growth rates wﬂl 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 cohstant growth inodel 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 selcotéd to serve as a' proxy ,for.-_the benchmatk_ BC utility (the
same sample used in the DCP-based et;uity risk. premium test), as well 55 fo a . Smple of

Canadian utilities.

131 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 theoretlcal

base it is forward looking and can be utility spec1ﬁc »

132Alternatively expressed as D, (1 + gl), where D, is the most recently paid dividend.
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2b.  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 retume, 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.'* '

Further, to the extent feasible, one should rely"on' estimates of ionger-tenn 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 usmg two estimates of
long-term growth. The first estimate reﬂects__the consensus_of investment analysts’ ‘long-term

earnings growth.-fofeeasts drawn from four sources: .-quomberg,— Reut'ers?v. Value .Li-ne:-ands-Zaeks.: e e

The second is an estimate of sustaii]eble gi'owth. The sustainable ' growth rate represents. the
growth in earnings that a utility can expect to achieve as a reéult of the ROE it is expected to earn
and the proportion of the ROE it reinvests plﬁs incfementai eemjnge growth ac]iie\.ralile as a
result of external equity ﬁnancmg The development of the sustamable growth rates is explalned
in detail in Appendix C. '

In the epplication of the DCF test, the reliabiﬁty of the analysts’ earnings growth forecasts as a

measure of investor expectations has been questioned by some Canadian regulafors, as some - '

studies have concluded that analysts’ earnings gfowfh forecasts are optimistie.— However, as long

as investors have believed the forecasts, and have priced the securities accordingly, the resillting
DCF costs of equity are an unbiased estimate of i mvesl:ors expected returns. That proposition
can be tested indirectly. Three such tests are descnbed in Appendlx C. These tests indicate that
the consensus of analysts’ long-term eammgs growth- forecasts is not an upwardly biased
estimate of inVestor expectations.

38 In addltlon, any cost of equity estimate that relies on data for.only a smgle compahy is sub_]ect {0 measurement
€I10T,
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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). T -

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 thé first five
years, but, in the longer-term to migrate to the expected long-run rate of non_lin'al. growth in the
economy.™  The three-stage. DCF model is fully _descr'ibed- in Appendix C. The three-stage
lﬁodel applied to the sample of U.S. utilities indicates a cost. of equity of approximately 9.2%

3.b.  Results for the Samplie of Canadian Utilities.

The constant growth and three-stage DCF model$ were also applied to the five major publicly-
traded Canadian utilities.'* The application of the constant growth model to the Canadian
utilities indicated a cost of equity of approximately 11.0%; see Schedule 22. Th_e cost of equity
developed USing the three-stage ‘model inkiicatés a cost of equity of approximately 8.6%; see
Schedule 23. | B - R

134 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-tenm perpetual growth rate.
B35 For the five major publicly-traded Canadian utilities, the consensus long-term earnings growth forecasts were
obtained from Reiters, 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 g;owth ] ]
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3.c. DCF.Cost of Equity

The table below summarizes the resilts of the DCF models applied to both the U.S. and
Canadian utility samples.

Table 30
.. Congtant Growth . . | S
Analysts’ EPS | Sustainable | Three-Stage _
| Foreeasts | Growth | Model
US. Utilities . | 93% | 87% | .- 92%
. 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. saniple indicate a utility ‘7
cost of equlty of approxnnately 9.0%. For the Canadian utlhtles, the hlgher long-term earnmgs

growth forecasts in conjuncuon with lower d1v1dend ylelds lead toa w1der range of DCF test o

results than for the U.S. utilities. Based on the m1d-pomt of the range of the constant growth and
three-stage models, the cost of equity for the CanadJan ut111ty sample is approxnnately 9.8%.
The apphcatlon of both constant gmwth and three—stage models to the two samples supports a
DCF cost of eqmty of approxnnately 9.1% to 9. 8% (nud-pomt of approxmately 9 4%)

F.  COMPARABLE EARNINGS TEST

The comparable earnings test prov1del a measure of the fau‘ return hased on the. concept of
opportunity cost. Specifically, the test anses from the notion that capital should rot be
committed to a venture unless it can carn a return commensurate with that available
prospectively in alternative ventures of comparable risk. 'Sillce regulation is a su;rogate for
competition, the opportunity cost priniciple entails permitting utlities the opporfunity: to cam
return commensurate with the levels achievable by competitive firms facing similar risk.. The
can be dlrectly apphcd to the equlty eomponent‘of an engmal ,-cost rate base wlthotlt. ah'
adjustment to correct for the discrepancy between l)_ook.'values and current market values,
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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
beén applied by Canadian regulators to the market-based tests only minimally addresses the
discrepancy.

The comparable eammgs 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 estiniating the cost of attracting -capital rély
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 _distiﬁ_ct. '

The conécpt thatre‘guleition isa 'suirogate for cbmpetitiéﬂ ntay be iﬂtéfpreted to mean that the
combination t)f an original cost rate base and a fair returrt should result in a value to investors
commensurate with that of oompetltlve ventures of snmlar risk. The fact that an ongmal cost
rate base provides a starting point for the appllcatlon of a fair 1'eturn docs not mean that the
original cost of the assets is a measure of their fa1r value. The ooncept that regulat:lon isa
surrogate for competition implies that the regulatory application of & fair refurn to an original
cost rate base should result in a value to investors commensurate with that of s_umlar risk
competitive ventures. The comparable returns standard, as well as thé principle of ‘fairness,
suggests that, if competitive firms facing a level of total risk similar to ufilities are able to
maintain the value of their assets cons1derably above book value, the return allowed to utilities
should not seek to maintain the value of utility assets at ‘book value. Tt is crltlcal that the
regulator recogiize the comparable retums standard when settmg a falr retum

The comparable eamings test remains the only test that explicitly recogmzes that, in the North
American regulatory framework, the return is applied to an original cost (book. value) rate base.
The persistence of moderate inflation contimues to create systématic 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 atiracting capital tests, i.e., equity risk
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premivm and discounted cash flow to the book value of equity, unless adjusted, do not make any .
allowance for the discrepancy between the return on market value and the corresponding fair -
return on book value. The comparable earnings test, however, does. It applies “apples to
apples”, ie., a book value-measured return is applied to a book value-measured equity

investment.
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The principal issues in the application of the comparable earnings test are: '3

1. The selection of a sample of unregulated companies of reasonably comparable - .
 total risk to a Canadian utility. - ' '
2. The selection of an appropriate- time penod over which returns are to be measired

in order to es’umatc prospectlve returns

3. The need for any ad]ustment to the "raw" éomparable eammgs results 1f thc
selected unregulated compames are not of premsely cqmvalent nsk to a utlhty

4. The need for a downward ad_]_usmle_nt' for the unrnglag?d (_:_prgpqmes-. market/book s

ratios.

The application of the compatable eamings test first r"equifcs: the ‘selection of a sample of
unregulated companies of feasonably comparable risk to the benchmark BC utility, FEL - The
selection should confofm to investor ﬁerceptidns of the risk characteristics of utilities, which are
generally characterized by relative stability of earnings, d1v1dends and market pnces Thes‘é
were the pnnclpal criteria for the selection of* a sample of unregulated coinpanies (from

consumer-oriented industries). The criferia for- selectmg comparable unregulated low risk

companies include mdustry, size, dividend hlstory, capital stroctures, bond ratings and betas (See - -

Appendix E).

Since -the universe of Canadian unregulated companies is sufficiently "large to produce a
representative samiple of sufficient size, the focus of the’ comparable éarnings arialysis was on

% Byl discission in Appendix E.
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Canadian firms. The application of the selection criteria to the Canadian universe 'producéd a

sample of 21 companies.

Next, since unregulated companies’ retsrns 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 rei)resentaﬁvé of a future normal cycle, €.g.; the historic ahd 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 avcrage, than is projected for: 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
appropnate proxy for the next business cycle as the average expenenced rates of inflation and
economic growth were reasonably similar to the average rates proj jected by economists ever the
next decade. The experienced returns on equity of the sample of 21 Canadian low risk
unregulated companies over this period were in fhc_ 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 (includiilg betas and bond ratings) indicate that the
unregulated Canadian companics are of higher risk than. the benchmark BC utility, FEL. To- -

recognize the unrégulated companies’ higher risk, a downward adjustment of 125 to 150 basis

oints'¥? to their returns on equity was made, resulting in a comparable earhings result in the
P : pa _ > Test

range of 11.0% to 12.0%.

The final step is to assess the need for a market/bdok adjustment to the comparable earnings
results. The sample results would warrant such an adjustment if their market/book ratios relative

to the overall market indicated an ability to exert market power. In other words, a high

" 137 Baged on the typical spread between Moody’s BBB-tated long-term industrial bond yields and long-term A-rated

utility bond yields and the relative betas of the unregulated coinpanies and Canadian utilities.
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market/book ratio (relaﬁx‘re 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 composiie 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 Cén‘adian sample of unregulated companies relative to both the
Canadian and U.S. equity market composites indicate rio 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 aresult, a fair return on equity

based on the co‘niparable eamings test is approximately 11.0% to 12.0%.

G. - ALLOWANCE FOR FINANCING FLEXIBILITY' -

. The equity risk premium tests (Section VIILD) and discounted:cash. flow: tests (Section VIILE) ...~

both mdlcate a “bare-bones” cost of cqu1ty for the benchmark BC utxhty of approximately 9.6%.
The ﬁnancmg ﬂexﬂ:uhty allowance is an integral part of the cost of cap1ta1 as'well as a required
element of the concept of a fair return. The allowance is mtcnded to cover three distinct aspects:
(1) flotation costs, conlprising ﬁnancing and market pressure costs arising at the time of the sale -
of new equity; (2) a margin, or cushion, for unantlclpated capltal market conditions; and (3) .I
recognition of the "fairess" prm01ple As mdlcated above, it is the normal practice of Canadian
rcgulators to add an adjustment for financing ﬂcxlblllty to the estimated market-based utility cost

of equity.

In the absence of an adjustment for financial flexibility, the:application of a “bare-bones” coét of

equity to the book value of equity, if eamed, in theory, limits the market value of equity to its” "~

book value. The faimess principle recogmzes the ability ‘of competitive fitrms: 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 aniticipated under competition.  The

138 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.avc'rage 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
compaty to maintain its market value, notionally, at a slight-premium to bock 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."®® As this financing flexibility
adjustment is minimal, it does not fully address the- cdmparabl‘e returns standard. The
compatrable returns standard can be addressed by applying and- giving weight to the. comparable.
camings test. Alternatively, if the comparabie earnings test were not to be afforded the weight
that‘ it merits, the -ﬁnanbing flexibility allowance épplied’ to the market-based tests needs to be
increased in order to arrive at a return that meets all three requirements of the fair retumn

standard. AP ) Vi e meepynee g2 e R E s et i it 2

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 financial risk, as reﬂocted in their market value capital structures, than the

financial risk reflected in the corrésponding 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 financial risk of the proxy _samﬁlcs 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, namely-
one that provides the utility an oppoitunity to eamn a return on investment commensurate with
that of comparable risk enterprises, to maintain its financial integrity and to atiract capital on

13 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 F, footnote 2.
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reasonable terms. What n_mst be fair is the overall return on capital. The recognition in the
allowed return on equity of the impact of financial risk differences between the market value

capital structures of the proxy companies and the ratemaking capital structure is required to

ensure the opportunity to eam a return commensurate with that of comparable risk enterprises. A
full recognition of the disparity between the levels of financial risk in the market value capital
structures and utility book value capital structures warrants an adjustment to the “bare bones”
cost of equity of approximately 150 basis points (See Appendix F).

A reasonable ﬁdjﬁstment for financing flexibility to the “bare bones” cost of -equify estimated

solely by reference to market-based tests (that is, without reference to the comparable earnings

test) would be the mid-pbint of the indicated range of 50 to 150 basis points. - The addition of an -
allowaﬁcc for financing flexibility of 50 to 150 basis poin’tS-fo the “bare-bones” return on equity

estimate of 9.6%, derived from the equity risk premium and DCF tests, résults in an estimate of
the fair refum on equity for the benchmark BC utility of approxirately 10.5%.

H. FAIR RETURN ON EQUITY FOR BENCHMAR_K BC UTILITY
Based on the risk premium, discounted cash flow and comparable earnings tests, the market-
based cost of equity tests, a fair- retum on equity for the beiichmark BC utility is approx1mately

10.5%, reflectirg the following:

Table 31

“Bare-bones” | ~“Fiman¢ing - [ - 7|

o ' - Costof Flexibility Return on
Cost of Equity Test Equity A_d;ustment Equity

Risk Premium Tests: , R o

Risk-Adjusted Equity Market 0.0% -~ S 050% o | 95%.
Discounted Cash Flow-Based 9.6% - 050%. - | 10.1%
Historic Utility | 10.5% ~0.50% - 11.0%
Discounted Cash Flow Test 94% 0.50% ° _ 99%
Comparable Earnings Test N/A._ . N/A ,. 1,1.5%-

The fair ROE for the benchmark BC utxllty can be wewed as. fallmg w1thm a range bounded by

the market-based cost of equlty inclusive of the mlmmal allowance for financing flexibility

F oster Associates, Inc,
Page |119



3046
3047
3048
3049
3050
3051
3052
3053
3054
3055
3056
3057
3058
3059

3060

3061

3062
3063
3064
3065
3066

3067

3068
3069
3070

3071
3072
3073

3074
3075
3076

(10.1%) at the bottom end of the range and the comparable earnings test results (11.5%) at the
upper end of the range. The specific weight to be given the comparable earnings test versus the
markei-based tests is largely a matter of judgment. The comparable earnings test is, in my
opinion, entitled to significant weight. With preponderant weight (75%) given to the market-
based tests, the fair ROE for the benchmark BC utility, i.e., FEL is approximately 10.5%.

Alternatively, should only the market-based tests be relied upon (risk premium and discounted
cash flow), a reasonable allowance for financing flexibility is 1.0%, reflecting the mid-point of a
range of 0.50% to 1.50%. The lower end of the financing flexibility allowance range represents
the minimum required to notionally allow 5 utility to maintain the inarket value of its investment
at a small premium to book value. The upper end of the range represents. full reco gnition 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 the benchmark BC utiﬁty (FEI) of 10.5%. - '

IX. DEEMED CAPITAL STRUCTURE AND DEEMED DEBT MATTERS

A.  CONTEXT

In the MFR, the Commission identified a numbér of issués.related to deemed capital structure
and decmed debt that it wished to have addressed in this proceeding. This section responds to
each of these issues as requested by the Commission. As all utilities in BC are regulated on the
basis of a dcemed capital structure, the focus of this section is on the scenarios which might

warrant a deemed cost of debt,

B. APPLICABLE CIRCUMSTANCES FOR A UTILITY TO UTILIZE A DEEME])
CAPITAL STRUCTURE WITH A DEEMED DEBT T o

As noted above, all utilities in British Columbia are regulatéd ofi tlie bams of a- deemed capital
structure, that is, the Commission deems an appropriate common equity ratio for the utility. The
debt ratio is also deemed, as it is simply the residual between 100% and the deemed common
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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 igsues 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 jssués between a utility and an
affiliated company. In the latter cése, there is a contract between the utility issuer (a legal entity)
and the affiliated company, which speciﬁes the termis and conditions of the loan, with cost rates

that are based on market conditions. .

‘Debt issued by the uuhty to a parent company may mirror an actual th1rd-party issne'made by thc

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 issué‘, with the same terms as the third-party issue. 141

Alternatively, the utlllty may enfer into-an arrangement w1th its parent for a debt issue that

reflects the utility issuer’s risk proﬁle, fundmg requlrements and. market condltlons at the time

the issue is made, but is not tied to a specific thl_rd_-party-lss"ue .made by the -parent. 19

In soﬁne cases, debt issued by the parent company may.be:-,éﬂochtéd to a -standealong"utility

_ division. This is the case, for exampie, for the Fort Nelson division of FELFEI-effectively R

allocates to the Fort Nelson division the total amount of debt required to. balarice Fort Nelson’s
rate base and deemed capital _structure, and the embedded cost of d'cbf_ for the Fort Nelson
division is identical to that of FEL'* 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
w_ithin FEI (not a separate legal enﬁty_), it does not have any debt issues of its-own; its cost of
debt is “deemed” to be the same as FEI's. ' I h

4! This is also the appmaoh used, for example, by ATCO Eléctric Ltd. and ATCO Gas aind Pipelines Ltd. CU Inc. is
the issuer, and ATCO Electric Lid. and ATCO Gas and Pipelines Ltd. enter into separate arrangements with CU Inc.
for specific slices of a CU issue, according to their own fundmg needs but on the same terms and conditions as.the

CU Inc. pubhc issue.
"2 This is the approach used by FEW, whlch, in turn, is similar to the approach adopted by-the Régle for Gazifére

_Inc which issues debt to its parent, Enbridge Inc.

A sumlar approach is used in Alberta by ATCO Electrlc Inc. for its Transmission and Dlstnbutlon divisions.

FasterAssocmtes Ine,
Page |121



3104
3105
3106
3107
3108
3109
3110
3111
3112
3113
3114
3115
3116

3117

3118
3119
3120
3121
3122
3123
3124
3125
3126
3127

3128 .

3129
3130

The concept of a “deetmed 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 cdn_text, to “deem” a cost means to

-assign to the gap, where no actual debt exists, cost rates that aré notional or not directly

observable.'*

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 uﬁlity could be a separate legal entity, or a stand-

alone division or distinc__t‘-cle‘tss of service. Where theré has been actual debt issued by the legal

entity in which the utility operation (e.g., a distinct class of service) residés, 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 di‘ﬂ'e,rsA from the i'ssu.er'?s cost of debt may be warranted. In such cases, the
ciecming of a utility-specific cost of debt is inténde_d 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 fhe.issuer, ie., 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,'* 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; 1 recommend that the Commission
continue to address the cost of debt for each qﬁlitjr?éeparately.

' This situation' differs from that, for example, of the PNG utilities which have less deemed equity in their
regulated capital structures than in the actual capital structire of the patent dofmpany, Pacific Northemn Gas Lid. The
“gap” between the actual equity and the deemed equity is deemed to bie'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 liné of credit.

5 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 eleciric distribution utilities.
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C. APPROPRIATE BASIS TO CALCULATE A DEEMED INTEREST RATE
(LONG AND SHORT-TERM) FOR A UTILITY WITHOUT THIR'D-PARTY OR
NON-ARMS LENGTH DEBT

For small utilities which do not issué third-party debt, one option is to estimate the likely stand-
alone crecht rating for that utility. The stand-alone credit rating is based on an assessment of
both the utlhty'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 estlmated by requestmg indicative spreads from mvestment banks or other -
mdependent funding institutions with expertlse in ‘raising debt funds for utilities and/or.
infrastructure proj jects. Alternatively; the utility itself can provide yields and spreads on new or
outstanding debt i issues of similarly rated entities to- support. its requested cost of debt 146 There
are also debt indices available which could provide an addmonal check on the reasonableness of '
proposed debt costs, dependmg on the indicated stand-alone debt rating. For example, PC Bond
Analytlcs, owned by the TSX Group, maintains and regularly publishes (for a- fee) vields on A.
and BBB rated mid-term and long-term corporate mdlces

D. TERM OF BOND FOR DEEMED INTERES'i‘ 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 proposmon the term should reflect the

long-term nature of the assets. However, other conmderatlons mclude

1. If the specific utility operations are backedby eontractual -axrangexﬁer__lts,. the
length of the contract would be a relevant consideration in the deter_minatioh of
the term of the deemed debt. ' |

16 GlobeinvestorGOLD 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. .
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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 terms longer than 10 yedrs. 47 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 depc_nds on the state of the capital .
markets, -If, as during the financial crisis, the debt market would not
accomrr;odat_é a long-term issue, it would not be reasonable to deem a debt cost

that was reflective of the yield on a long-térm issue.

Each of these considerations underscores the conclusion that, in: those situations where-a deemed
debt cost would be a‘ppropriate; it should be determined by the Commission 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 mechamsm

E. APPROPRIATE CREDIT SPREAD FOR A BENCHMARK LOW RISK UTILITY

As discussed earliér I am recommending that the Commission continue to designate FEI ds the
benchmark BC utility. There is no single appropnate spread for FEI FEI issues new long-term
debt periodically; the spread fora 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 objéctive is to have access on a continuing basis to yields on high grade
Canadian utility bonds as a guide to assessing the reasonablenéss of proposed costs of debt for
utilities for which a deemed cost of debt may be warranted, there are indiceés available which

‘could serve that purpose. Yields are available by 'sufaécripﬁon froin Bloemberg for A-rated

47 For example, PNG, when it was rated BBB(low) by DBRS, would not have been able to raise debt with a term
Ionger than 10 yoars.
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Canadjan utilities based on fair value curves for terms ranging from one year to 30 years, '8 - In
the alternative, daily yields are available from GlobeinvestorGold on various issues of A-rated
Canadian utilities. '

F. DEEMED CAPITAL STRUCTURE AND CREDIT SPREADS .

At a high level, for a utility with a given level of business risk, 'the' higher the deemed equity ratio-

is, the less risk there is to bondholders, and thus, the lower the credit spread.. The credit spread -~ -

(market conditions and term to maturity aside) ‘f-br a real issue will also be a function of the
actual debt covenants (e.g., whether the debt issue is an-amortizing issue or a “bullet” issue) as
well as a fanction of other factors that determine the available cash flows (e.g., the level of ROE
and non-cash éxlienses; particularly depreciation). There is, however, no formulaic method for

determining the how the credit spread will change for a given change in common equity ratio.

G. - APPROPRIATE PORTIONS OF SHORT-TERM AND LONG—TERM DEBT IN
THE DEEMED CAPITAL STRUCTURE

The issue of whether, and in what prdportidns,’ the débt should be'd_ecméd to be short-télm or

| long-term, is only relevant in the scenanos, described above, where a 'deémedcost of debt may

be walranted In my view, there is 10 smgle nght answer to the question of what proportlon ofa
deemed capltal structure should be demgnated as’ short-tenn debt and how much should be
demgnated as long-term debt. - ' '

As a general.proposition, since the assets that regulated utilitics are ﬁnancmg are largely long- -
term assets, the preponderance of the deemed debt should be long-term. A more precise estimate
of the appropriate proportion of long-term versus short-term debt is more difficult. -

18 Pair value curves are derived based the term structiire of the populatlon of bonds with s:milar charactenstlcs, e.g.

industry and credit iating. For example, the Bloomberg Fair Value. (BFV) Canada 30-Year A-rated Utility Curve,

used by the OEB for purposes of implementing its cost of capital policy, is based on Canadian doflar-denominated
fixed-rate bonds, issned by Capadian 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 bonds) 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
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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 de‘ot- until the balance is large enough to
warrant a long-term debt issue (or an equity issu¢) 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 léad 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 decmed a s.ta.i_ldard pr_oport_i_on of short-term debt
component for utilities umder its jﬁrisdiction is the Ontario Energy Board. The OEB deemied a
standard deemed short-term debt component for the electnclty 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 genera!ly prov1des greater ﬁnancmg 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 shori-term debt component that the OEB settled on in 2006 fepresented the
actual Onta.no elecmmty dlStl’lbllthll mdustry average at the time. "’

The 4.0% deemed ehort-telm debt component thatA the OEB -selééte'd vdoe'é‘not capture cither the
wide utility-by-utility variations or annual chang'es in the industry average. Based on 2010 data,

the average and median acuial short-térm 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

“Y OEB, Report of the Board on Cost of Capital and 2 Generation Incentive Regulation for Ontario’s Eleetricity
Distributors, December 20, 2006, pages 9-10,
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considerable variation among the reporting utilities.”® Moreover, inasmuch as the other

components of the Ontario distribution utilities” reported actual capital structures deviated

materially from the deemed proportions, using the mduslry average short-term debt ratio to set

the deemed component is questionable. 1% -

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
mdustry data avmlable mdlcate that the deemed percentage of short-term: debt should be very
small e. g - 1% to 2%. percent '

H. APPROACH TO DETERMINING A DEEMED  SHORT-TERM INTEREST
RATE '

To the extent that shorf—tenn debt is determined fo be an appropriete part of the capital structure,

the'deemed interest rate can be determioed in a manrier similar to the deemed long—telm interest

rate. Speclﬁcally, a stand-alone credit ratmg can be assessed for the utlhty and the deemed

shoxt—tenn term debt cost estlmated on the basis of that credit rating. -

Tlmee-month Bankers’ Acceptances (BAs) are a colhmon 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 estimaﬁng 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 dépending on the utility’s credit rating and the

market environment. To illustrate, spfeads for utiliﬁes’ with stand-alorie ratings ‘of -BBB(IbW)
could differ by at least 150 to 200 basis points from those apphcable to utilities. w1th stand-alone
ratings of A(lugh) E : s ’ ST

19 The average for the quarule 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 quartlle had an actual average short-term debt ratlo of
0.0%.

'5' The 2010 average and median equity ratios, at 53% and 58% respecnvely, were well above the industry’s deemed

40%. .

152 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 thé Bank of Canada website (series V39071). .

X. GENERIC METHODOLOGY OR PROCESS FOR DETERMINING
ROE AND EQUITY RATIO FOR BC UTILITIES S

The Commission has requcstéd sﬁbﬂﬁssions oﬁ épropose_d genéﬁc mcmodolbgy—or pri-)cess..for

each utility to determine its ROE in relation to the benchmark utility aild its equity ratio. Since

the ROE and eqmty ratio are mter—related as dlscussed in Sectmn IV above I w1ll address these

two issues together.

To my knowledge, there is no generic methodology to set each BC utzhty 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 refation to the ROE for the benchmark
utility. The same conclusion holds for common equity ratio. As pre\iiously discussed in Section

VILB, while one can reach qualitative conclusions regardmg the relative busmess risks of utility

sectors generically and of individual ut111tles, it is-not possible to isolate speciﬁc business risks

and assign different percentage points of eqmty 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 busmess risk proﬁle of one utxllty sector or one

individual utility than another sector or individual utﬂlty

As with the determination of the fair return for the benchmark utility, FEI, there are some geneial

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 raﬁngs, 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-RQE. For a-given -lei/el of business
o risk, the lower the common equity ratio is, ﬂle higher is the cost of equity. For
example, if 2 utility is- not fully compensated for higher: busmess risk than the=.
benchmark utility through its common equity rat:lo, its ROE necds to be h1gher.
than the ROE gianted to the benchmark utlhty 153 ' |

There is only one i’egulator in North America which has,re_qently used What might be deecribed
as a generic process to determine the equity ratios for each of the individual wtilities it regul_éites, B
the AUC (and its predecessor). In this context, a generic process is distinguished ﬁ'om generic
proceeding, where the latter simply means that the‘regulator,set- capital structures for-a number of
utilities in an omnibus hearing. A process, in cQ_ptrgst,_ is intended to. .d(_)nvey'that- the regulator

incorporates a set of common factors to establish the equity ratios for cach of the utilities. The

153 As discussed ini 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 providéd in Schedule 27 can be
used as guidelines for estimating the range of trade-offs. For example, assume that the fiir 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 eompensate for
differences in risk between the specific utility and the benchmark BC utility is 45%, but the deemed common equity
ratio forthe 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 sctata premlum of approx:mately 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 guldance 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.”*** The factors that it considers are:

1. Previously allowed common eqﬁ_ity ratio.
2. Business risk ‘ _ | N
The relative busmess risk of the various lltﬂlty sectors in Alberta
b. Trends in busmess_ns_l_cpf the sectors since the previous capital structure
| rewew, and o

c. Business nsks speclﬁc to md1v1dua1 utlhtles L
3.  Credit environment and changes therem _'
4.  Credit metrics and actu_al credit ratings of stand-alone” > utilities.

5.  Company-specific cbﬁsiderations.

In contrast to the BCUC, the AUC attempts to compensate for diffcrences in risks among the
utilities that it regulates through capital structures, rather than a cotibination‘of ROE and capital
structure. While this may be a reasonable objective for some utilities, there ate two potential
issues with this approach. First, there are some BC utilities whose business risk and size would
not pérmit-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 1ts debt ratmgs were
discontinued in March 2012. A BBB(low) debt rating is the lowest mvestment grade rating, . At
the end of 2012, the utility’s actual common equity ratlo was just below 50%; its deemed
common equity ratios are currcntly 45% for PNG-West and 40% for both PNG (N.E. ) (Fort St.

18 AUC, Decision 2009- 216 page 88. The AUC reaffirmed the 1mportance of targetmg A cred1t ratmgs in Decision

2011 474, pages 31 and 35,
% Refers to utilities. which issue debt directly into the debt market independently of any afﬁhated companies,

Foster dssociates, Inc.
Page |130



3353
3354
3355
3356
3357
3358
3359
3360
3361
3362
3363
- 3364
3365
3366
3367
3368
3369
3370
3371
3372
3373
3374
3375
3376
3377
3378

3379

John/Dawson Creek Division) and PNG (N.E) (Tumbler Ridge Division). k is unlikely that,
even if the Commission were to increase PNG's deemed equity ratios to 60%, it would be able
(ndﬁonally) to achieve ratings in the ‘A category and thus to be able to raise debt at rates
consistent with an A rating. Conseque‘ntly, the utility would have a notional “A ratirlg” capital
structure without the concomitant access fo debt capital and debt cost of an A rated utlhty
Overall, the cost of capltal would be lower if the Commission were to contmue its current
practice for such utilities, that is, allow common equity ratios that are sufficient to achwve .
(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 whene the regulator deems an eqmty ratio for a ut:hty, there is an
cxpectatlon that the utxhty will mamtam an actual equity: ratio at least as high as the deemed

level. It cannot be assumed that a partlcular uhllty would either be able or wﬂlmg to commit and

mamtam the additional equity that might be requlred for the notional “A rating” equlty ratio.

In the context of this proceedmg, the Comnussmn wnll have an opportumty to canvas issues that
are salient to capital structure decisions for all the BC utlhtles, €.g., relative: business nsks of -
utility sectors, the credit environment, the actual credit metrics of utllltles that raise then' own
debt and their correspondmg debt rat:mgs These factors should prowde some mmght into a

range of capital structures that would be reasonable for individual utilities. Nevertheless, in each .

case informed judgment will be requlred 156 Further, each utlhty has its own umque busmess
risks and circumstances. Each utility should be afforded an upportumty, whether w1th1n 1ts own

revenue requ.lrements proceedmg or in an ommbus proceedmg, to provide the evidence 1t B

beheves is germane to, and suppomve of, its requested capltal structure and ROE relatlve to the~
benchmark utlllty

155 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 jlg!gnent.—
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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: éffe(_:tive income tax rates, size of
utility, level of contributed assets, and company-specific or sector-specific factors.” This Vseqtion

addresses the Commission’s request.
A.  EFFECTIVE INCOME TAX RATES

In Canada, most investor-owned utilities are regulated on the basxs of ﬂow~through income '
taxes.”’ That means they are only allowed to collect in thelr revenue requlrement income taxes
that are clm'ently payable. For utilities that are undergomg_penods of significant growth, this

may mean that the income tax allowénc’e in the revenue requirement is very low or potent‘iélly nil

for an extended period. In other words, the utlhty s effective i mcome tax rate 1s lower than the 7 ' -

statatory rate. The effective tax rate can be calculated as the i mcome tax payable d1v1ded by the T

pre-tax book income. The low to nil income tax allowance arises because the capltal cost
allowances on certain categories of utility plant excced book depreclatmn, reducing i mcome taxes

payable. For government-owned utllttles that are tax- exempt,'ss the effective ,mcomertax rate is

ZGI'O.

There are two impacts of a low effective income tax rate that are relevant to capital structure
decisions. Flrst the lower the effective income tax rate is, the more vanable are after-tax
ean,ungs. When a utlhty pays corporate income taxes at the full statutory rate, any unantlc1pated
reduction in pre-tﬁx earnings (arising, for exami:»le, from lower than expected sales of h1gher 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 fate 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,
8 Not all government-owned utilities are tax-exempt; some, as in Ontario, make payments in liew 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 fall

corporate-income tax rate,' .

The second impact of a low effective income tax rate relates to the impact on pre-tax credit
mietrics, such as the EBIT coverage ratio."® 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 lével of credit

metrics achievable when income taxes are collected in the revenue reqllireolent_ at the full -

statutory rate. '

In both Decision 2009-216 and Decision 2011-474, the AUC awarded deemed c‘ommonrequity
ratios two percentage points higher to utilities which were tax exempt or defacto non-taxable, %
cltmg both the higher volanhty of earnings and lower pre-tax interest coverage ratios of non-

taxable utilities compared to otherwise equlvalent taxable companies.'®

1% 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 federa]!provmcml income tax rate in British
Columbia was 45.6% 15 years ago. In 2013, the statatory rate will be 25%." Lower corporate income taxes enacted
between 2004 and 2009 were one factor that the AUC considered in Decmon 2009 216 (page 106) i in adoptmg a2%
across the board increase in allowed common equity ratios.

1% As previously defined, Eamings before Intérest and Taxes divided by Interest Other pre-tax coverage ratios that
the debt rating agencies consider are Eamnings before Interest, Taxes, Deprecmtlon and Amortmatlon (EBITDA) to
Interest and EBITDA to Total Debt.

S Assuming FEI’s embedded cost of debt of 6 9% fonecast for 2013 its euxrent capital ‘structiire ratios (60%
debt/40% common equity ratio) atid cutrent allowed ROE of 9.5%, at an income tax rate of 0%, an ad_;ustment of
approximately seven percentage points to the equity ratic is requlred i order 0 achleve the same FBIT interest
coverage ratio implied at an income tax a]Iowance at the full 2013 combined- federaUBntlsh Columb;a statutory rate - -
of 25%.

12 FortisAlberta was found to be de ﬁwto non-taxable as it was currently ron-taxable and expected to be:so-for at
least the near-term future, thus qualifying for the additional two-percentage points.

13 The Canadian Radio-television and Telecommunications Commission (CRTC) has allowed I:ugher cominon
equity ratios for telephone companies that did- not incur income tax expense than for telephone companies that did.
In Telecont Decision CRTC 98-2, the CRTC stated: “The Commission considérs thiat; ifice MTS [MTS NetCom
Inc.] does not cumently incur income tax expense, the company's ratés would not permit it to achieve. iriterest
coverage and a debt rating commensurate with its peers without recognition in the capital structire of the company's
different circumstances.”- The CRTC also allowed Telus Inc. to utilize a higher common eqmty 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 examplé, asséts aretyplcally

more concentrated in a limited geographic ares, 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 customef_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 isé_ues.
The impact of smaller size for rated uilities is frequently exhibited in lower debt ratings for these
companies even in cases where their financial parame;e;é are stronger th;_am their larger pecrs. ‘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 wiility in the province, BC
Hydro, as a “Challenge”. At tl_le time, FortisBC. Inc, had. total assets of _inght__ly over $1 billion
and was rated BBB(high).'* o

Regulators have recognized small size'és,a factor in establishing capital structures and ROEs for
utih'ties‘. The AUC stated in Decision 2011-474, page 43,‘_"‘Du'e" to its _small‘ size, 'AltaGas' i’s__mor_e

' DBRS, Rating Report: ForfisBC Inc., Tune 5, 2009. FortisBC was upgraded by DBRS to A(low) in October

2010. i
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“small companies tend to exhibit higher betas than larger companies.

risky than ATCO Gas.” As a result, the AUC set the deemed comimon equity ratio for AltaGas
Utilities at 43% compared to ATCO Gas’ 39%. The Régie considers Gazifére Inc. to be of
above average risk in particular due to its small size and competition with electricity in Québec.

The Régie adopted an equity risk premlum for Gazifére of 0.25% to 0.50% above that apphcable

to a benchmark distributor on 2 common equity ratio of 40%.'%

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 'i:elatibnship' -

between betas and historic returns for companies-of different sizes. The analyses indicate that
166

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 Mld—Cap stock (market value of equity
capitalization in the range of approximately $1.6 billion to $6.9 bllhon) By companson, for
example, companies with market values of equity less than $400 million would be Micro-Cap

| stocks. The betas of Micro-Cap stocks have beeﬁ_ approximately,o;SO higher than those of Mid--
Cap stocks. In the context of the CAPM, an incremerital beta of 0.32, when applied to a market -

risk prémimn 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 whiéh shows: that the cbnclusions-regaiding the firm
size effect apply to regulated companies as well as unregulated companies. Based on 82 years of
data, Tbbotson’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 en a compound and
arithmetic average basis respectively than those of large utiliies.' = _ I

15 Régie de I'énergie, Decision: Demande relative au renouvellement du mécanisme incitatif, & la fermeture
réglementaire des livres pour la période du 1° janvier 2009 au 31 décembre 2009, & approbation du plan
d’approvisionnement powr ['exercice 2011 et & la modification des tarify de Gazifere Inc. &
compa‘erdu 1% janvier 2011, D-2010-147, November 26, 2010,

Mornmgstar Ibbotson SBBI 2012 Valuation Yearbook Market Results for Stacks' Bonds, Bills and Inﬂatmn,
1926-2011 pages 85-107. :

7 Morningstar; Ibbotson SBBI, 2008 Valua:wn Yearbook. Market Results for Si‘acks Bonds, Bills and Inﬂauon

1926-200? pages 1. 154-153.
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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

Contribﬁted assets, customér 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 theit
investment policy and in part on the characteristics of the service territory. With respect to the
former, investment policy detennincs 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

(1 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%.

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 4 source of financing,.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. '

1% 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 Dmsmn)'s are close to 40% of the total utility capital.
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Table 32 :

_ ' Utility A Utility B
Gross Rate Base 200,000 200,000
CIAC - 40,000 | -
Net Rate Base 200,000 160,000

'Deemed Capital Structure: '
60% Debt/40% Equity

| Debt , 120,000 .~ 96,000 |
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 . 400% . 32.0%|

As regards risk and capital stmcfure, the higher is the proportion' of contributed assets to total
capltal the higher is a utillty ] operatmg leverage, all other thmgs equal Smce a utlhty operatcs
and manages the conmbuted assets, it will i incur operatmg and maintenance expenses to do so, -

just as if those assets were financed by mvestor—supplied capltal

Table 33 below provides an 1llustrat10n of the greater sen51t1v1ty of the ROE to an unantlclpated
change in operating and maintenance (O&M) expense for a utility Wlﬂl 20% of its rate base
funded by contributed assets (CIAC) than a similarly situdted utility w1t_h no CIAC. 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 fundmg its assets and Utility B has 20% of its rate base
funded by CIAC Both ut111t1es have a deemed common equlty ratio that is 40% of rate base net
of CIAC. In this illustration, a 5% unantlmpated increase in O&M expense reduces the actual =
ROE below the allowed ROE by a wider margin than jt does for a utlhty with no CIAC. In other

Words the greater CIAC introduces greater potenhal Volatlhty in actual eammgs

. Foster Associares, Inc.
Page |137 '



3523

3524
3525

3526

3527
3528
3529
3530
3531
3532
3533
3534

Table 33

UtilityA  Utlity B

_ CIAC 20%
Gross Rate Base $200,000 $200,000
Debt at 60% ' 120,000 96,000
Equity at 40% B 80,000 64,000
CIAC - 40,600
Revenue Reguirement: '
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% o :
Revenue ' $ 59,867 $ 53,893
Less: : _ . ]
Oo&M ' 31,500 . 31,500
Depreciation & Amortization (12,000) ( 9,600)
Interest Expense (7,200) (5.760)
Operating Income 9,167 7,033
Income Tax at 25% - (2,292) (1.758)
Net Income ' $6875  § 5275
Return on Equity , 8.60% 8.2%
" For illustrative purposes, depreciation expense is 6% of rate base funded by
mvestor—supphed capital.

All other things equal, a utility with a relatwely high proportlon of contributed assets to- total
capital requires a higher common equity ratio than a utility with no contubuted assets to- achwve
a similar degree of operatmg leverage and potentlal variability in ROE.'® There is no “brlght
line” for determlnmg at what level or proportion o_f total assets customer contrlbqtlon_s b_ecqme, a
material enough concem to warrant a higher common equity ratio than would be the case in the
absence of such oohtribuﬁons. If a specific uﬁlity’é proportidn of c,ohtn'butions. 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.

1 In Decision 2011-474, pagé 92, the AUC found that CIAC-funded assets contribute to business rigk. “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 rigk and operating leverage

risk.”
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