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ln competitive markets, the outputs of the goods and services of the economy and the

prices for these outputs are determined in the market place, in accordance with consumers'

preferences and incomes, as well as producers' minimization of cost for a given output. ln

such a market, the outcome is the efficient allocation of resources, including capital, and

social welfare is maximized.

However, in some situations, markets fail to achieve such efficient outcomes. Market failure

refers to situations in which the conditions required to achieve the market-efficient outcome

are not present. Common examples of market failure are the existence of significant

externalities, the exercise of market power by a small number of producers or buyers,

natural monopolies, and information asymmetry between producers and their customers.

Electric transmission and distribution companies and natural gas distribution utilities are

natural monopolies and are subject to rate regulation in Ontario by the Ontario Energy

Board. ln this context, the purpose of rate regulation, among other things, is to create or

emulate an efficient market solution that cannot othenruise be achieved due to the presence

of one or more market failures. As it relates to a rate regulated entity's cost of capital, the

role of the regulator is to determinê, as accurately as possible, the opportunity cost of

capital to ensure that an efficient amount of investment occurs in the public interest for the

purpose of setting utility rates.

3.1 Fair Return Standard

On July 30, 2009 the Board issued a letter and its lssues List for the then planned

stakeholder consultation. ln that letter, the Board communicated its view that the FRS

constitutes the over-arching principle for setting the cost of capital, which is one input into

the setting of rates. There are a number of key messages in this statement.
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First, as set out by the Federal Court of Appeal, the cost of capital to a utility "is equivalent

to the aggregate return on investment investors require in order to keep their capital

invested in the utility and to invest new capital in the utility."6

Second, the Federal Court of Appeal also stated

... even though cost of capital may be more difficult to estimate than
some other costs, it is a real cost that the utility must be able to recover
through its revenues. lf the... [Board] does not permit the utility to
recover its cost of capital, the utility will be unable to raise new capital or
engage in refinancing as it will be unable to offer investors the same
rate of return as other investments of similar risk. As well, existing
shareþolders will insist that retained earnings not be reinvested in the
utility.T

Thirdly, the Board is of the view that the process to determine the cost of capital aligns the

private interest of the utility and its shareholders with the public interest, and notes that the

Federal Court of Appeal said:

... in the long run, unless a regulated enterprise is allowed to earn its
cost of capital, both debt and equity, it will be unable to expand its
operations or even maintain its existing ones...This will harm not only its
shareholders, but also the customers it will no longer be able to service.
The impact on customers and ultimately consumers will be even more
significant where there is insufficient competition in the market to
provide adequate alternative service.s

The determination of a utility's cost of capital must meet the FRS. The FRS is a legal

concept, and has been articulated in three seminal court determinations as set out below:

1. ln Bluefield Waterworks & lmprovement Co. v. Public Seruice Commission of West

Virginia et. al. 262 U.S. 679 (1923), the FRS is expressed to include concepts of

comparability, financial soundness and adequacy:

6 TransCanada PipeLines Limited v. NationalEnergy Board et al.l2}O4lF.C.A 149. Para.6.
' lbid. Para.12.I lb¡d. Para. 13.
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A public utility is entitled to such rates as will permit it to earn a return
on the value of the property which it employs for the convenience of the
public equal to that generally being made at the same time and in the
same general part of the country on investments in other business
undertakings which are attended by corresponding, risks and
uncertainties; but it has no constitutional right to profits such as are
realized or anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility and should be
adequate, under efficient and economical management, to maintain and
support its credit and enable it to raise the money necessary for the
proper discharge of its public duties.

2. ln Northwestern utilities Limited v. city of Edmonton, [1929] s.c.R. 186, the FRS

concept was described as follows:

By a fair return is meant that the company will be allowed as large a
return on the capital invested in its enterprise, which will be net to the
company, as it would receive if it were investing the same amount in
other securities possessing an attractiveness, stability and certainty
equal to that of the company's enterprise.

3. ln Federal Power Commission v. Hope NaturalGas 320 U.S. 591 (1944), the Court

expresses that "balance" is achieved in the ratemaking process, and outlines three

elements of a fair return:

The rate-making process under the act, i.e., the fixing of 'Just and
reasonable" rates, involves a balancing of the investor and the
consumer interests.,.the investor interest has a legitimate concern with
the financial integrity of the company whose rates are being regulated.
From the investor or company point of view it is important that there be
enough revenue not only for operating expenses but also for the capital
costs of the business. These include service on the debt and dividends
on the stock...By that standard, the return to the equity owner should be
commensurate with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be sufficient to
assure confidence in the financial integrity of the enterprise, so as to
maintain its credit and to attract capital.
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The FRS was further articulated by the National Energy Board in its RH-2-2004 phase ll

Decision as:

A fair or reasonable return on capital should:

be comparable to the return available from the application of
invested capital to other enterprises of like risk (the comparable
investment standard);
enable the financial integrity of the regulated enterprise to be
maintained (the financial integrity standard); and
permit incremental capitalto be attracted to the enterprise on
reasonable terms and conditions (the capital attraction standard).s

ln its letter of July 30, 2009, the Board noted that the National Energy Board's articulation of

the FRS is consistent with the principled approach described on page 2 of the Compendium

to the Board's March 1997 Draft Guidelines on a Formuta-Based Return on Common Equity

for Regulated Utilities (the "1997 Draft Guidelines") and the pglicies set out in the Board's

December 20, 2006 Report.

The Board is of the view that the FRS frames the discretion of a regulator, by setting out

three requirements that must be satisfied by the cost of capital determinations of the

tribunal. Meeting the standard is not optional; it is a legal requirement. As set out by

Enbridge in their final comments, the Supreme Court of Canada has "described this

requirement that approved rates must produce a fair return as an 'absolute' obligation."l0

Notwithstanding this mandatory obligation, the Board notes that the FRS is sufficiently

broad that the regulator that applies it must still use informed judgment and apply its

discretion in the determination of a rate regulated entity's cost of capital.

lnformed by the comments made by stakeholders in the context of this consultation and the

relevant jurisprudence, the Board offers the following observations about the application of

the FRS.

e National Energy Board. RH-2-2004, Phase ll Reasons for Decision, TransCanada PipeLines Limited
Cost of Capital. April 2005. p. 17

'uBritish Cotumbia Etectric Raitway Co. Ltd. v. Pubtic lJtitities Commission of British Cotumbia et at [1960]
S.C.R. 837, at p. 848.

a

a

a
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First, the Board notes that the FRS expressly refers to an opportunity cost of capital

concept, one that is prospective rather than retrospective.

Second, the Board agrees with the National Energy Board which stated that "[i]t does not

mean that in determining the cost of capital that investor and consumer interests are

balanced."l1 Further, the Board notes that the Federal Court of Appeal was clear that the

overall ROE must be determined solely on the basis of a company's cost of equity capital

and that "the impact of any resulting toll increase is an irrelevant consideration in that

determination. This does not mean however, that any resulting increase in tolls cannot be

considered by a tribunal in determining the way in which a utility should recover its costs."12

The Federal Court of Appeal also stated that:

It may be that an increase is so significant that it would lead to "rate
shock" if implemented all at onie and therefore should be phased in
over time. lt is quite proper for the Board to take such considerations
into account, provided that there is, over a reasonable period of time, no
economic loss to the utility in the process. ln other words, the phased in
tolls would have to_compensate the utility for deterring the recovery of
its cost of capital.l3

Third, all three standards or requirements (comparable investment, financial integrity and

capital attraction) must be met and none ranks in priority to the others. The Board agrees

with the comments made to the effect that the cost of capital must satisfy all three

requirements which can be measured through specific tests and that focusing on meeting

the financial integrity and capital attraction tests without giving adequate consideration to

comparability test is not sufficient to meet the FRS.

Fourth, a cost of capital determination made by a regulator that meets the FRS does not

result in economic rent being earned by a utility; that is, it does not represent a reward or

payment in excess of the opportunity cost required to attract capital for the purpose of

11 National Energy Board. Reasons for Decision. Trans Quebec & Maritimes Pipelines lnc. RH-1-2008.
March 19,2009. p.6.
12 TransCanada ÞipeLines Ltd. v. National Energy Board, 2OO4 FCA 14g, para.35-36,
'" TransCanada PipeLines Ltd. v. Nationat Energy Board, 2004 FCA 14g, para.43.
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investing in utility works for the publ¡c interest. Further, the Board reiterates that an allowed

ROE is a cost and is not the same concept as a profit, which is an accounting term for what

is left from earníngs after all expenses have been provided for. The Board notes that while

cost of capital and profit are often used interchangeably from a managerial or operational

perspective, the concepts are not interchangeable from a regulatory perspective.

Fifth, there was considerable discussion in the consultation about utility bond ratings. The

ability of a utility to issue debt capital and maintain a credit rating were generally put forth by

stakeholders in the consultation as a sufficient basis upon which to demonstrate that a

particular equity cost of capital and deemed utility capital structure meet the capital

attraction and financial integrity requirements of the FRS. The Board is of the view that

utility bond metrics do not speak to the issue of whether a ROE determination meets the

requirements of the FRS. The Board acknowledges that equity investors have, as the

residual, net claimants of an enterprise, different requirements, and that bond ratings and

bond credit metrics serve the explicit needs of bond investors and not necessarily those of

equity investors.

Finally, the Board questions whether the FRS has been met, and in particular, the capital

attraction standard, by the mere fact that a utility invests sufficient capital to meet service

quality and reliability obligations. Rather, the Board is of the view that the capital attraction

standard, indeed the FRS in totality, will be met if the cost of capital determined by the

Board is sufficient to attract capitalon a long-term sustainable basis given the opportunity

costs of capital. As the Coalition of Large Distributors commented:

[t]he fact that a utility continues to meet its regulatory obligations and is
not driven to bankruptcy is not evidence that the capital attraction
standard has been met. To the contrary, maintaining rates at a level
that continues operation but is inadequate to attract new capital
investment can be considered confiscatory. The capital attraction
standard is universally held to be higher than a rate that is merely non-
confiscatory. As the United States Supreme Court put it, 'The mere fact
that a rate is non-confiscatory does not indicate that it must be deemed
just and reasonable'.14

1a F¡nal Comments of the Coalition of Large Distributors. October 26,2009. pp. 5-6
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The Role of the Gomparable Investment Standard

Continued investment in network utilities does not, in itself, demonstrate that the FRS has

been met by a regulator's cost of capital determination, and in particular, whether the

determination of the equity cost of cap¡tal meets the requirements of the FRS. This is a

particular challenge - how does the regulator determine when investment capital is not

allocated to a rate regulated enterprise? These decisions are typically made within the

utility/corporate capital budgeting process and rarely, if ever, broadly communicated to

stakeholders. The Board notes that acquisition and divestiture activities of regulated utilities

are not definitive in this regard, one way or the other, and notes that there are many

reasons why investors are willing to acquire or desirous of selling utility assets,

notwithstanding their view of whether an allowed ROE meets the FRS.

The primary tool available to the regulator to rectify this lack of transparency is the

comparable investment standard. By establishing a cost of capital, and an ROE in

particular, that is comparable to the return available from the application of invested capital

to other enterprises of like risk, the regulator removes a significant barrier that impedes the

flow of capital into or out of, a rate regulated entity. The net result is that the regulator is

able, as accurately as possible, to determine the opportunity cost of capital for monies

invested in utility works, with the ultimate objective being to facilitate efficient investment in

the sector.

There are a number of specific issues relating to the comparable investment standard that

the Board considers are relevant in the context of this cost of capital policy.

First, "like" does not mean the "same". The comparable investment standard requires

empirical analysis to determine the similarities and differences between rate-regulated

entities. lt does not require that those entities be "the same".

Second, there was a general presumption held by participants representing ratepayer

groups in the consultation that Canadian and U.S. utilities are not comparators, due to

differences in the "time value of money, the risk value of money and the tax value of
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money."15 ln other words, because of these differences, Canadian and U.S. utilities cannot

be comparators. The Board disagrees and is of the view that they are indeed comparable,

and that only an analytical framework in which to apply judgment and a system of weighting

are needed. The analyses of Concentric Energy Advisors and Kathy Mcshane of Foster

Associates lnc. are particularly relevant in this regard, and substantially advance the issue

of establishing comparability to meet the requirements of the FRS. Further, the Board notes

that in the consultation session on October 6, 2009, Dr. Booth stated that it is "absolutely

possible" to form a sample from a risky universe that is low risk and compare it to the

universe or the population of Canadian utilities.l6 All participants agreed.

The Board notes that Concentric did not rely on the entire universe of U.S. utilities for its

comparative analysis. Rather, Concentric carefully selected comparable companies based

on a series of transparent financial metrics, and the Board is of the view that this approach

has considerable merit. Commenting on Concentric's analysis, Union Gas noted that no

one else in the consultation performed this kind of detailed analysis of U.S. comparators.lT

The use of a principled, analytical, and transparent approach to determine a low risk

comparator group from a riskier universe for the purpose of informing the Board's judgment

was supported by various participants in the consultation.

The PWU commented that the position taken by Dr. Booth on the question of the

comparability of US utility returns is not based on an appropriate empirical foundation.ls

The PWU further commented that:

On the other hand, it is the view of the PWU that the analysis produced
by Concentric, as summarized in one of their charts presented at the
conference, represents a far more comprehensive analysis of the key
characteristics of distribution utilities in Ontario vs. a North American

15 Professor L.D. Booth. Written Comments on behalf of Consumers Council of Canada, the Vulnerable
Energy Consumer's Coalition, the lndustrial Gas Users Association, the Canadian Manufacturers &
Exporters (CME), the London Property Management Association and the Building Managers and Owners
Association of the Greater Toronto Area. September 8, 2009. p.25.
16 Ontar¡o Energy Board. Transcript of Consultation Process on Cost of Capital Review. October 6,
2009. Comments of Dr. Booth at p. 60. Lines24-26.
17 Written Comments of Union Gas Limited. October 30, 2009. p. 14.
18 Final Comments of the Power Wor,kers' Union. October 30, 2009. p. 3.
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proxy group. Differences and similadties were thoroughly considered
before arriving at the conclusions that based on a careful selection of
like companies, a proxy group which includes US distribution utilities
adheres to the Comparable lnvestment Standard. Moreover,
Concentric was better suited to complete such as an analysis, having
recognized expertise in the risks faced by both Ontario and US
electricity d istributors. 1 s

Dr. Vander Weide indicated that since Canadian utility bonds tend to have more covenants

than US utility bonds, they would receive a slightly higher credit rating. The PWU observed

that it the slight variance in ratings can be attributed to specific features of debt instruments,

rather than fundamental differences in the underlying business or regulatory risks faced by

the utilities. This observation was also made by Ms. Zvarich of Sun Life Financial, who

presented evidence that Canadian utility bonds generally have more restrictive covenants

than U.S, utility bonds.20

The Board is of the view that the U.S. is a relevant source for comparable data. The Board

often looks to the regulatory policies of State and Federal agencies in the United States for

guidance on regulatory issues in the province of Ontario. For example, in recent

consultations, the Board has been informed by U.S. regulatory policies relating to low

income customer concerns, transmission cost connection responsibility for renewable

generation, and productivity factors for 3'd generation incentive ratemaking.

Finally, the Board agrees with Enbridge that, while it is possible to conduct DCF and CAPM

analyses on publicly-traded Canadian utility holding companies of comparable risk, there

are relatively few of these companíes. As a result, the Board concludes that North

American gas and electric utilities provide a relevant and objective source of data for

comparison.

1e Final Comments of the Power Workers' Union. October 30, 2009. p. 6.
20 Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. September 21,
2009. Comments of Ms. Zvarich alpp.24 -25.
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3.2 The Gost of Gapital in Theory and Practice

The Cost of Capital

The Ontario Energy Board has been engaged in the rate regulation of utilities for many

years. Over this extended period, the Board notes that there continues to be any of a

number of misconceptions about the cost of capital concept, particularly what the cost of

capital is and why it is an important consideration.

The Board is of the view that the following points articulated by Dr. Bill Cannon in his

presentation at CAMPUT's 2009 Energy Regulation Conference on July 3, 2009, are

principally relevant to defining and understanding the cost of capital concept.

At its simplest, the cost of capital is the minimum expected rate of return
necessary to attract capital to an investment. The rate of return includes
the income received during the time the investment is held plus any
capital gain or loss, realized or accruing during this period, all as a
percentage of the initial investment outlay.

The cost of capital can be viewed from both: (a) a company or utility
perspective; and (b) from the investor's or capital provider's perspective.
From the company's perspective, the cost of capital is the minimum rate
of return the company must promise to achieve for investors on its debt
and equity securities in order to preserve their market values and,
thereby, retain the allegiance of these investors.

fihere is interest] in the cost of capital...because all utilities - private or
publíc - at some time... must raise financial capital to pay for
investments, and both fairness and practical considerations dictate that
the private and/or government investors who provide these capital funds
must be adequately compensated. Raising capital is a competitive
process. Private investors are under no obligation to buy a particular
utility's securities, and government-owned utilities must compete with
other government spending priorities. A utility will be able to secure
new capital and replace maturing securities only if investors believe that
they will be adequately rewarded for providing new capital funds. That
required reward, in turn, must compensate the investors for a least two
things: (1) for postponíng the consumption of the goods and services
that they might otherwise have enjoyed had they not made the
investment; and (2) for exposing their funds to the risk that they may not
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get all their money back or not get it back as promptly as they
anticipated. The reward demanded by investors is therefore a
necessary cost of doing business from the utility's point of view, just as
much as the cost of labour or fuel.

From the viewpoint of investors as a group, however, the cost of capital
can be defined more clearly and operationalized as "the expected rate
of return prevailing in the capital markets on alternative investments of
equivalent risk and attractiveness." There are four concepts embedded
ín this operational definition:

First, it is forward-looking. lnvestment returns are inherently uncertain
and the ex post, actual returns experienced by investors may differ from
those that were expected ahead of time. The cost of capital is therefore
an expected rate of return.21

Second, it reflects the opportunity cost of investment. lnvestors have
the opportunity to invest in a wide range of investments, so the
expected rate of return from a given utility-company investment must be
sufficient to compensate investors for the returns they might otherwise
have received on foregone investments.

Third, ilis market-determined. This market price - expressed as the
expected return per dollar of invested capital - seryes to balance the
supply of, and demand for, capital for the firm.

And, fourth, it reflects the rsk of the investment. lt reflects the expected
returns on investments in the marketplace that are exposed to
equivalent risks. Another way of expressing this principle is to say that
the cost of capital depends on the use of the capital - or, more
precisely, the risk associated with the use of the funds - and not on the
source of the funds.

ln Ontario, utilities regulated by the Board in the gas and electricity sectors are structured to

operate as commercial entities. As such, the rate setting methodotogies used by the Board

apply uniformly to all rate-regulated entities regardless of ownership. The determination of

rate-regulated entities' cost of capital is no exception. lt follows that the opportunity cost of

capital should be determined by the Board based on a systematic and empirical approach

that applies to all rate-regulated utilities regardless of ownership. The Board sees no

21 The word "expected" is used in the statistical sense (i.e., the probability-weighted rate of return). lt
does not refer to a "hoped for" or "most likely" rate of return.
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compelling reason to adopt different methods of determining the cost of capital based on

ownership.

The Equity Risk Premium Approach

As previously indicated, the Board has determined that the ERP approach remains the most

appropriate approach in the current circumstances. The ERP approach is one of four main

approaches that are traditionally used by experts during regulatory cost of capital reviews to
establish a fair ROE: (1) the comparable earnings approach; (2) discounted cash flow
approach; (3) the capital asset pricing model; and (4) ERP approach. These methods are

all used Ín varying degrees to formulate and/or test an opinion regarding a fair return to
investors.22 The Board's current formulaic approach is a modified Capital Asset pricing

Model methodology and ERP approach.

Each of these four main approaches has well documented strengths and weaknesses.

Notwithstanding the known weaknesses of these differing approaches, the Board agrees
with Ms. McShane when she states: "each of the various types of tests brings a different
perspective to the estimation of a fair return. No single test is, by itself, sufficient to ensure

that all three requirements of the fair return standard are met."23

Through the consultative process which began in February 2009 and has culminated in this

report, the Board has been informed by a number of ex-post analytical approaches,

including analysis of experienced ERPs on investments in Canadian utility stocks. The

Board observes from these analyses that the ROE produced by various approaches can be

expressed as an absolute ROE number or as an ERP over a risk-free rate. Also, the Board

agrees that expressing the ROE in terms of a premium above the long-term Canada bond

yield does not mean that the initial ROE needs to be estimated by using a single test or a

number of tests that might be defined as ERP tests,

22 Ontario Energy Board. Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Vtilities. March 1997. p. 2.
'o Mcshane, K., Foster Associates, lnc. Written comments on behalf of the Electricity Distributors
Associatíon. September 8, 2009. p. 2.
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