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Spread between Canadian 10-Year Government Bond Yields and Canadian 10-Year Utilice Bond Yields

Y

Sowrce: Bloertbers as of 2{ay 29, 2009,

28. From the charts above, the Commission finds that corporate bond spreads had begun to
recover at the time of the 2009 hearing but had far from fully recovered. The Commission also
finds that, in contrast, by the time of the 2011 hearing, bond spreads had largely, although not

completely, returned to historic levels.

3.3 Capital asset pricing model

29. CAPM is a well-accepted and theoretically-grounded economic model for valuing
securities based on the relationship between non-diversifiable risk and expected return. CAPM is
based on the principle that investors need to be compensated in two ways: for the time value of
money and for risk. In the model, the time value of money is represented by the rate that
compensates the investor for placing money in a risk-free investment over a period of time (the
risk-free rate). The second part of the model considers risk and estimates the compensation that
the investor needs for taking on the risk that the expected return will not be realized. This
element of risk is calculated by taking a risk measure (beta) based on the statistical relationship
between the historical returns for the investment security relative to the historical returns for the
market as a whole, over time. Beta is a risk measure that describes how sensitive the expected
return of a security is to the market. Hence, CAPM calculates the expected return for a security
as the rate of return on a risk free security plus a risk premium.

30.  Evidence to support proposed ROEs based on an application of CAPM was provided by
Ms. McShane, Dr. Booth, and Drs. Kryzanowski and Roberts.

31.  The following table sets out the recommended individual CAPM components and
resulting ROE levels for each of the experts that presented evidence on CAPM.
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Table 2. CAPM recommendations
Risk-free Market Flotation
Rate MERP Return Allowance ROE
Expert Witness (%) (%) (%) Beta Adder (%) (%)
Dr. Booth 2011 4.10 50t06.0 | 9.1-10.1| 0.45-0.55 | 0.25-0.50 0.50 8.15
(75-8.8)
Dr. Booth 2012 450 50t6.0 | 95-105| 045-0.55 | 0.25-0.50 0.50 7.75
(7.10 - 8.4)
Drs. Kryzanowski & 4.20 5.2 9.4 0.52 0.90™ 0.50 8.3.
Roberts'”
(At their equity ratio
recommendation)
Drs. Kryzanowski & 4.20 5.2 9.4 0.52 0.50 74
Roberts (At higher
equity ratios)
Ms. McShane 4.25" 7.25% 11.57 0.65 - 1.0% 10.0-10.3*
0.70*
32.  Ms. McShane also provided two additional estimates of the equity risk premium. These

were developed on a DCF-based method and on historically achieved utility equity risk
premiums. The Commission has considered Ms. McShane’s DCF results in the DCF section
below, rather than considering them in this CAPM section. Similarly, the Commission has
considered Ms. McShane’s historic utility return data in the comparable investments section
below and not in this CAPM section.

33.  Dr. Booth confirmed that his explanation of the CAPM provided in the 2009 proceeding
remains his view:

Why the CAPM is so widely used is because it is intuitively correct. It captures two of
the major “laws’ of finance: the time value of money and the risk value of money...the
time value of money is captured in the long Canada bond yield as the risk free rate. The
risk value of money is captured in the market risk premium, which anchors an individual
firm’s risk. As long as the market risk premium is approximately correct the estimate will
be in the right “ball-park.” Where the CAPM gets controversial is in the beta coefficient;
since risk is constantly changing so too are beta coefficients. This sometimes casts doubt
on the model as people find it difficult to understand why betas change. Further it also
makes testing the model incredibly difficult. However, the CAPM measures the right
thing: which is how much does a security add to the risk of a diversified portfolio, which
is the central idea of modern portfolio theory.?

34. Drs. Kryzanowski and Roberts indicated that they had added 90 basis points to their
CAPM estimate to be consistent with an A credit rating and a 1.2 price-to-book value ratio, but
that the adjustment would not be needed if the Commission adopts higher equity ratios than they

7" Exhibit 210, UCA argument, paragraphs 72-75.

'8 Exhibit 210, UCA argument, paragraphs 75 and 78.

Exhibit 208, Utilities argument, paragraph 55.

0" Exhibit 86.01, Kathleen McShane opinion, page 55 line 1343.

2L Exhibit 86.01, Kathleen McShane opinion, page 55 line 1344.

2 Exhibit 86.01, Kathleen McShane opinion, page 63, line 1518.

2 Exhibit 86.01, Kathleen McShane opinion, page 79, lines 1934-1938.

**  Exhibit 86.01, Kathleen McShane opinion, page 63, line 1527 and page 79, lines 1934-1938.
% Exhibit 207, CAPP argument pages 14 and 15 and paragraph 224 of Decision 2009-216.
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assets included in rate base. She submitted that the determination of a fair return on book equity
needs to recognize that distinction.”

74.  The UCA submitted that the Commission should continue to apply market returns to a
book value rate structure in accordance with the 2004 Generic Cost of Capital Decision.®

75.  The Commission does not agree with Ms. McShane’s argument for increasing the
flotation allowance above the historically allowed 0.50 per cent. Arguments that a market return
should be applied to a market value based rate base, rather than a book value rate base, are
circular since the market value is clearly dependent on the awarded return.

76. Accordingly, the Commission finds that the usual regulatory convention of awarding a
flotation allowance of 0.50 per cent continues to be reasonable.
3.3.5 The Commission’s resulting CAPM estimate

77.  Applying its findings on the individual components of CAPM, the Commission
calculated a range of CAPM ROE results for the required equity return for investors in
stand-alone Canadian utilities of 6.4 per cent to 9.0 per cent.

Table 5. Commission’s CAPM findings

Commission’s Risk-free Market Flotation
CAPM Findings Rate MERP Return Beta Allowance | CAPM ROE
2011 34%-38% | 5.0-7.25 | 8.40%-11.05% | 0.50-0.65 0.50 6.4% - 9.0%
34 Discounted cash flow model
78.  The discounted cash flow model is used to estimate the cost of a company’s common

equity based on the current dividend yield of the company’s shares plus the expected future
dividend growth rates. The DCF method calculates ROE as the rate of return that equates the
present value of the estimated future stream of dividends with the current share price.

79.  Parties applied the DCF method to both sample utility companies and to the market as a
whole.

80. Ms. McShane, on behalf of the Utilities, provided a number of DCF estimates. She
included DCF results for a sample of U.S. low-risk utilities as well as a sample of five Canadian
utilities. These results used both analyst growth estimates and sustainable growth estimates (a
calculation of growth based on ROE times the portion of earnings retained). She also provided
both average and median results. The Commission focused on the average results because the
median figures were internally inconsistent, given that the median dividend plus the median
growth did not equal the median DCF result shown. Ms. McShane’s DCF estimates were in the
range of 8.5 to 9.5 per cent.”

81.  In arguing for additional weight to be placed on DCF results, Ms. McShane compared it
to the CAPM test. She submitted that the DCF test is a positive model that measures the expected
returns actually available to investors. In contrast, she stated that the CAPM measures the cost of

7 Exhibit 210, UCA argument, paragraph 84.
8 Exhibit 210, UCA argument, paragraph 85.
% Exhibit 86.01, Kathleen McShane opinion, Schedules 16 and 17.

AUC Decision 2011-474 (December 8, 2011) + 15






2011 Generic Cost of Capital

Table 6.  Summary of DCF estimates
Investor
Stage 1 Stage 2 Final required
Dividend growth rate growth rate growth ROE
Expert Witness yield (%) (%) (%) rate (%) (%)
DCF Applied to the Equity Market Overall
Dr. Booth overall 245 56-5.83 8.2-84
Canadian Market®*
Drs. Kryzanowski and 2.62 or 4.3,4.83 7.09, 7.5,
Roberts Toronto Stock 2.74 and 5.20 and 7.94
Index using GDP
estimates®
Drs. Kryzanowski and 2.80 9.02, multi-
Roberts Toronto Stock stage
Index using forecasts of growth
pre-tax corporate 10.05 single
earnings® stage
growth
DCF Applied to Sample Utilities
Dr. Booth S&P 500 5.01% 3.78% 8.98%
utilities sub-index
Ms. McShane U.S. 4.2 4.6 8.8
utilities sample , average
analyst constant growth
estimates™
Ms. McShane U.S. 4.2 4.9 9.0
utilities sample ,
calculated average
sustainable growth™
Ms. McShane U.S. 4.2 4.6 4.8 4.9 8.9
utilities sample , average
three stage growth
estimates (GDP growth
for final stage)
McShane Canadian 3.8 5.7 95
utilities sample average
analyst constant growth
estimates™
McShane Canadian 3.8 5.7 5.1 4.6 8.5
utilities sample average
three stage growth
estimates (GDP growth
for final stage)”

Exhibit 78, evidence of Laurence D. Booth, paragraph 152.
55 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, Schedule 2.4a, pages 38 to 39.
% Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, Schedule 2.4a, pages 38 to 39.

67
68

Schedule 4 which indicated 3.78 per cent.
% Exhibit 78, evidence of Laurence D. Booth, paragraph 153 (8.98 per cent is from 1.0378 times 1.0501).
" Exhibit 86.01, Kathleen McShane opinion, Schedule 16.
" Exhibit 86.01, Kathleen McShane opinion, Schedule 17.
> Exhibit 86.01, Kathleen McShane opinion, Schedule 18.
7 Exhibit 86.01, Kathleen McShane opinion, Schedule 19.
™ Exhibit 86.01, Kathleen McShane opinion, Schedule 20.

Exhibit 78, evidence of Laurence D. Booth, paragraph 153.
Exhibit 78, evidence of Laurence D. Booth, paragraph 153 (which incorrectly indicated 3.48 per cent) and
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proposed to use the 12.5 per cent tax rate in equity ratio calculations, which represents
50 per cent of the 2012 statutory tax combined rate of 25 per cent.

201. Incorporating these recommended assumptions regarding the embedded cost of debt,
effective tax rate and presence of CWIP,' the Utilities provided updated versions of the
Commission’s analysis of equity ratios in Decision 2009-216 as follows:

Table 8. Credit metrics compared to equity ratios — McShane’s evidence

EBIT coverage FFO/Debt FFO coverage
Equity Table 13 in Updated and Table 14 in Updated and Table 15 in Updated and
Ratio Decision expanded Decision expanded Decision expanded
2009-216 assumptions 2009-216 assumptions 2009-216 assumptions

30% 1.8 1.6 12.32 11.71 2.90 2.78
31% 1.9 1.6 12.63 12.00 2.94 2.82
32% 19 1.6 12.94 12.29 2.99 287
33% 1.9 1.7 13.26 12.60 3.04 N 2.92
34% 2.0 1.7 13.60 12.92 300 2,97
35% 2.0 \ 1.7 13.94 13.25 3.14 3.02
36% 21 \ 1.8 14.30 « 13.58 3.20 3.07
37% 2.1 \ 1.8 14.66 NG 13.93 3.26 3.13
38% 22 1.9 15.04 A14.29 3.31 3.18
39% 2.2 \ 1.9 15.43 14.66 3.37 3.24
40% 2.3 \ 1.9 15.83 15.04 3.44 3.30
41% 2.3 2.0 16.25 15.44 3.50 3.36
42% 24 2.0 16.68 15.85 3.57 3.43
43% 24 2.1 1713 16.27 3.63 3.49
44% 25 2.1 17.59 16.71 3.7 3.56
45% 2.6 22 18.07 17.16 3.78 3.63
46% 2.6 2.2

47% 2.0 2.3

Source: Exhibit 209, Utilities argument, Attachment 2.

202. Based on her evaluation of the net effect of the three adjustments on credit metrics (as
presented in Table 8 above), Ms. McShane concluded that an increase in the common equity
ratios of no less than two percentage points was warranted. The highlighted examples in the table
illustrate that a minimum two percentage point equity ratio increase is necessary to restore the
credit metrics to the levels that applied under the 2009 calculations, given Ms. McShane’s
assumptions.

203. The UCA took issue with the Utilities” inclusion of CWIP and a lower tax rate in the
credit metrics calculation. The UCA submitted that, in Decision 2009-216, the Commission
implicitly took these factors into account and the resulting equity ratios were well received by
the rating agencies. In the UCA’s opinion, the relevant facts or circumstances have not changed

M0 Utilities’ assumptions: embedded cost of debt of 6.4 per cent, ROE of 8.75 per cent, effective tax rate of 12.5
per cent (50 per cent of 2012 statutory tax rate), 5.0 per cent CWIP as percentage of regulated assets,
depreciation rate of 6.0 per cent.
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Table 9. Credit metrics compared to equity ratios - Commission analysis
EBIT coverage's! FFO/Debt (%) FFO coverage
Equity Table 13 in Updated and Table 14 in Updated and Table 15 in Updated and
ratio Decision expanded Decision expanded Decision expanded
2009-216 assumptions 2009-216 assumptions 2009-216 assumptions
30% 1.8 1.7 12.32 11.73 2.90 2.79
31% 1.9 1.7 12.63 12.03 2.94 2.83
32% 1.9 1.8 12.94 12.32 2.99 2.88
33% 1.9 1.8 13.26 12.63 3.04 293
34% 2.0 1.8 13.60 12.95 3.09 2.98
35% 20 1.9 13.94 13.28 3.14 3.03
36% 21 1.9 14.30 13.62 3.20 3.08
37% 2.1 2.0 14.66 13.96 3.26 3.13
38% 22 2.0 15.04 14.32 3.31 3.19
39% 2.2 2.1 15.43 14.7 3.37 3.25
40% 2.3 2.1 15.83 15.08 3.44 3.31
4% 2.3 22 16.25 15.48 3.50 3.37
42% 24 22 16.68 15.89 3.57 343
43% 24 2.3 17.13 16.31 3.63 3.5
44% 2.5 2.3 17.59 16.75 3.71 3.57
45% 26 24 18.07 17.21 3.78 3.64

222. Table 9 shows that, given the Commission’s assumptions, the minimum equity ratio for
Alberta utilities should be 37 per cent based on the EBIT analysis, 30 to 38 per cent based on the
FFO/debt analysis and 35 per cent based on the FFO interest coverage analysis. These values
show that, as a result of incorporating a typical amount of CWIP and accounting for the lower
level of income taxes, the minimum equity levels produced by the credit metric analysis in this
decision are somewhat higher than the equity ratios estimated in Tables 13 to 15 of Decision
2009-216.

223. However, as the Commission pointed out earlier in this section, due to a number of
factors, including the impacts of the financial crisis and the impact of large capital additions,
among others, the equity ratios approved in Decision 2009-216 somewhat exceeded the levels
indicated by the credit metric analysis in that decision. In particular, Table 9 above demonstrates
that by and large, the currently approved equity ratios of the Alberta utilities meet or exceed the
minimum levels determined by the credit metric analysis. In light of these factors, the
Commission considers that no across-the-board increase to the currently approved equity ratios
for the Alberta utilities is warranted.

151 As discussed in Exhibit 209, Attachment 2 to the Utilities argument, Ms. McShane calculated the EBIT
coverage ratios using the S&P methodology, which includes the equity portion of an allowance for funds used
during construction (AFUDC) in EBIT component. The Commission used the DBRS methodology, which
excludes the equity portion of AFUDC from earnings, resulting in more conservative estimates. However, under
the five per cent CWIP assumption, the difference between the two methods is minimal.
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294. In 2012, ATCO Pipelines’ equity ratio is set at 38 per cent, which represents the mid-
point between the awarded equity ratios for the electric transmission and electric distribution
sectors (without considering the extra adjustment for the tax-exempt utilities).

Table 10.  Equity ratio findings

Last 2011 Change in approved
approved approved common equity ratio
(%) (%) (%)
Electric and Gas Transmission
ATCO Electric TFO 36 37 1
Altalink 36 37 1
ENMAX TFO 37 37 no change
EPCOR TFO 37 37 no change
RED Deer TFO 37 37 no change
Lethbridge TFO 37 37 no change
TransAlta 36 36 no change
.y 45 for 2011 no change for 2011
ATCLIPipelines 45 38 for 2012 7 for 2012
Electric and Gas Distribution
ATCO Electric DISCO 39 39 no change
ENMAX DISCO 41 41 no change
EPCOR DISCO 41 41 no change
ATCO Gas 39 39 no change
FortisAlberta 41 41 no change
AltaGas 43 43 no change
5.7 Future adjustments to capital structure

295. The equity ratios awarded in this proceeding will remain in place until changed by the
Commission. Individual utilities, or interveners, may apply for changes to equity ratios on the
basis of significantly changed circumstances.

6 Management fee matters

6.1 Background

296. The Utilities proposed a management fee as compensation for the provision of service
involving assets funded by customer contributions in aid of construction (CIAC). The concept of
a management fee had been previously proposed by ATCO Electric in its 2009-2010 General
Tariff Application (Proceeding ID No. 86) and AltaLink in its 2009-2010 TFO Tariff
Application (Proceeding ID No. 102). The proposed management fee applied for in those
applications was intended to provide compensation for the risks and value of service associated
with ownership, operation and maintenance of assets financed by CIAC. In Decision 2009-087"*
in respect of ATCO Electric’s 2010-2011 General Tariff Application, the Commission stated:

The Commission finds that consideration and evaluation of CIAC and related
compensation to the utility could be more efficiently and effectively addressed going
forward at a generic proceeding, which would allow for a more detailed review of all

%8 Decision 2009-087: ATCO Electric Ltd., 2009-2012 General Tariff Application — Phase I, Application No.
1578371, Proceeding ID. 86, July 2, 2009.
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Table 11.  Proportion of contributions to gross rate base for ex-Alberta utilities

Contributions as a

Per cent of Gross
Utility Rate Base
Foothills Pipelines 0.6%
FortisBC 8.8%
Gaz Metro 3.9%
Maritime Electric 4.5%
Newfoundland Power 2.8%
PNG-West 3.8%
Terasen Gas 6.3%
TransCanada Pipelines 0.5%
Westcoast Energy 0.5%
Median 3.8%

352. The Utilities submitted that limiting the application of the two per cent margin to CIAC
balances in excess of four per cent of gross (inclusive of contributions) rate base would
appropriately recognize the fact that other utilities in Canada, that could be considered
comparable to the Alberta Utilities, also have some CIAC, albeit in generally smaller
proportions.? The Utilities noted that some level of contributions may be needed to help
maintain fairness amongst customers but the current regime neglects to address the fairness issue
as between customers and the Utilities. The Utilities refuted Mr. Marcus’ assertion that the
requested management fee would “negate” the purpose of contributions stating that receiving
compensation where compensation is merited does not negate the purpose of contributions, since
customers are not paying what they would pay if the CIAC-financed assets had instead been
fully funded by investor supplied capital. The Utilities noted that a utility would not choose to
construct, own, operate and manage assets on which it receives no profit margin but it has no
choice since it is mandated to do so.

353. The Utilities stated that the management fee was recommended independently of the
generic ROE and the capital structures appropriate for each utility, that it was a separate
compensation from the fair return on rate base and that it would compensate the Utilities for
something not compensated for under the existing cost of service regulatory scheme. The
Utilities stated that the two concepts, fair return on rate base and the management fee, are
complementary, with the management fee augmenting the traditional rate base/rate of return
model to ensure fair compensation to the Utilities.”® The Ultilities noted that, during the oral
proceeding, Ms. McShane confirmed that the need for a management fee arises because the
traditional rate base/rate of return model does not fit the unique circumstances of the Alberta
Utilities and does not afford adequate, or any, compensation for opportunity cost or value of
service. The Utilities noted that, in addition to the value of services rendered, there are business
risks and liabilities, other than the operating leverage risk, that the utilities are exposed to and for
which the Utilities should be separately compensated in the management fee.

29 Exhibit 209.01, Utilities argument, paragraph 189.
20 Exhibit 209.01, Utilities argument, paragraph 194.
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