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Executive Summary

Earlier this year, the Board initiated a consultative process to assist the Board in reviewing
its cost of capital policies. The consultative process began in February 2009 and has
culminated in this policy report of the Board. All materials in relation to this consultation are

available on the Board’s web site.

The Board affirms its view that the Fair Return Standard 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. Notwithstanding this obligation, the Board notes that the Fair Return Standard
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. The

Board also confirms other key principles with respect to its cost of capital policy.

The Board has analyzed submissions, discussions at the consultation and the final written
comments of participants to the consultation with these general principles in mind. In light
of the information and supporting empirical analysis provided in consultation with
stakeholders, the following refinements to the Board’s policies with regard to the cost of

capital are set out in this report.

1. Need to Reset and Refine Existing Return on Equity Formula: The Board will continue

to use a formula-based equity risk premium approach. Also, the Board is of the view
that the Long Canada Bond Forecast (the “LCBF”) continues to be an appropriate base
upon which to begin the return on equity calculation. However, in order to ensure that
on an ongoing basis changing economic and financial conditions are adequately and
appropriately accommodated in the Board’s formulaic approach for determining a
utility’s equity cost of capital, the Board has determined that its current formula-based

return on equity approach needs to be reset and refined.
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Reset the Formula: The formula needs to be reset to address the difference

between the allowed return on equity arising from the application of the formula and
the return on equity for a low-risk proxy group that cannot be reconciled based on
differences in risk alone. Based on the equity risk premium recommendations
derived from multiple approaches that were provided by all participants in this
consultation, the Board has determined that an initial equity risk premium of 550
basis points is appropriate for the purposes of deriving the initial return on equity to
be embedded in the Board’s reset and refined return on equity formula. This
includes an implicit 50 basis points for transactional costs. Consequently, assuming
a forecast long term government of Canada bond yield of 4.25%, the initial return on
equity to be embedded in the Board’s reset and refined return on equity formula will
be 9.75% (i.e., 4.25% + 550 basis points = 9.75%).

Refine the Formula: The formula also needs to be refined to reduce its sensitivity to

changes in government bond yields due to monetary and fiscal conditions that do not
reflect changes in the utility cost of equity. First, the Board views the determination
of the LCBF adjustment factor to be an empirical exercise, and as such, based on
the empirical analysis provided by participants in conjunction with the consultation,
the Board is of the view that the LCBF adjustment factor should be set at 0.5.
Second, based on the analysis provided by participants to the consultation, the
Board concludes that there is a statistically significant relationship between
corporate bond yields and the cost of equity, and that a corporate bond yield variable
should be incorporated in the return on equity formula. The Board has determined
that it will use a utility bond spread based on the difference between the Bloomberg
Fair Value Canada 30-Year A-rated Utility Bond index yield and the long Canada
bond yield and that the utility bond spread reflected will be subject to a 0.50
adjustment factor, consistent with the empirical analyses provided by participants to

the consultation.

2. Refine Long-term Debt Guidelines and Approach to Determine Rate: The

determination of the cost of long-term debt was not a primary focus of the consultation

and the Board notes that the comments made by participants in the consultation largely
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supported the continuation of the Board’s existing policies and practices. However, in
the report the Board formalizes certain approaches to reflect recent determinations
regarding long-term debt costs. Further, the deemed long-term debt rate will be
estimated including the A-rated utility bond index yield consistent with refinement to the

return on equity formula.

3. Refine Approach to Determine Deemed Short-term Debt Rate: The determination of the

cost of short-term debt also was not a primary focus of the consultation. However, to
better reflect utility short-term debt costs, the Board has determined that the spread over
the Bankers’ Acceptance rate used to derive the deemed short-term debt rate should be
based on real market quotes for issuing spreads over Bankers’ Acceptance rates for the
cost of short-term debt.

The Board will apply the methods set out in this report annually to derive the values for the
return on equity and the deemed long-term and short-term debt rates for use in cost of
service applications. If the application of these methods produces numerical results that, in
the view of the Board, raise doubt that the Fair Return Standard is met, the Board may then
use its discretion to begin a consultative process. Also, the Board has determined that a
review period of five years provides an appropriate balance between the need to ensure
that the formula-generated return on equity continues to meet the Fair Return Standard and
the objective of maintaining regulatory efficiency and transparency. Accordingly, the Board

intends to conduct its first regular review in 2014.
The remainder of this Report sets out in greater detail the Board’s policy as summarized

above, as well as the considerations underlying the different elements of the Board’s

approach.
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1 Introduction

The Ontario Energy Board (the “Board”) adopted a formula-based approach using the
Equity Risk Premium (“ERP”) method for determining the fair rate of return on common
equity for Ontario natural gas utilities in March, 1997. Application of the approach was
extended to the electric utilities when the Board’s regulatory oversight expanded to include
the electricity sector in 1999. The Board’s current approach for determining the cost of
capital is set out in the Report of the Board on Cost of Capital and 2"! Generation Incentive
Regulation for Ontario’s Electricity Distributors, dated December 20, 2006 (the “December
20, 2006 Report”).

Earlier this year, the Board initiated a consultative process to assist the Board in reviewing
its cost of capital policies. The consultative process, detailed below, began in February
2009 and has culminated in this policy report of the Board. All materials in relation to this

consultation are available on the Board's web site.

This report sets out the Board’s updated approach to cost of capital and the methods that
the Board will use to annually update the cost of capital parameters for all rate-regulated
utilities. Specifically, this report refines the Board’s policies regarding the cost of capital in
the following five ways: (i) resetting and refining the return on equity (“ROE”) formula; (ii)
refining long-term debt guidelines and the approach to determining the deemed long-term
debt rate; (iii) refining the approach to determining the deemed short-term debt rate; and (iv)
setting out an annual review process to be used by the Board in conjunction with each
application of the methodology to ensure that the results meet the Fair Return Standard
(“FRS”); and (v) developing a framework within which to conduct a periodic review of the
Board’s cost of capital policies.

Organization of this Report

This report is organized as follows: The consultative process is detailed in Chapter 2.
Important principles in the regulation of cost of capital are discussed in Chapter 3. The
Board’s policy for and analysis of cost of capital are outlined in Chapter 4. Certain
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implementation considerations are identified in Chapter 5, and the annual update process

and provision for periodic review of the cost of capital policies are addressed in Chapter 6.
A summary of the formula-based ROE guidelines in effect in the 2009 rate year is provided
in Appendix A. The new methods that the Board will use to annually update the cost of

capital parameters as set out in this report are contained in the Appendices.
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2 Consultative Process

On February 24, 2009, the Board issued a letter which set out its determination on the
values for the ROE and the deemed long-term and short-term debt rates for use in the 2009
rate year cost of service applications. These cost of capital parameter values were
calculated based on the methodologies and formulae set out in the December 20, 2006
Report. In that letter, the Board advised participants that it would be initiating a review of its

current policy regarding the cost of capital.

2.1 Overview

Initial Consultation

On March 16, 2009, the Board initiated a consultation process to help it to determine
whether current economic and financial market conditions warrant an adjustment to any of
the cost of capital parameter values (i.e., the ROE, long-term debt rate, and/or short-term
debt rate) set out in the Board’s February 24, 2009 letter. The consultation was initiated, in
part, by (i) the fact that the difference between the cost of equity and the cost of long-term
debt values determined by the Board for the 2009 Cost of Service Applications was only 39
basis points (8.01% and 7.62%), versus a difference of 247 basis points in 2008; and (ii)
concern that the Board did not have a sufficiently robust approach within which to exercise
its discretion to adjust any or all of the values produced by the application of the
methodology. The Board indicated that the objective of the consultation was to test whether
the values produced, and the relationships among them, are reasonable in the current
economic and financial market conditions, and to allow the Board to determine if, when and

how to make any appropriate adjustments to any of the values.
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Cost of Capital Review

In light of stakeholders’ comments, the Board determined not to vary the 2009 parameter
values for 2009 rates. Inits June 18, 2009 letter setting out this determination, the Board
explained that it was not persuaded that there was a sufficient basis to do so, in a timely
manner. Nevertheless, the Board determined that further examination of its policy
regarding the cost of capital was warranted to ensure that, on a going forward basis,
changing economic and financial conditions are accommodated if required. Therefore, the
Board advised that it would proceed with a review of its policy regarding the cost of capital.
The Board indicated that any changes to the policy made as a result of this review would

apply to the setting of rates for the 2010 rate year.

The Board set an issues list to form the basis of its review which took into account the
stakeholder comments received in response to the Board’s March 16, 2009 letter and other
information that the Board considered relevant (the “Issues List”). This Issues List was
posted to the Board’s web site on July 30, 2009. Appended to the Issues List were: a
summary of stakeholder options in response to the Board’s March 16, 2009 letter; and a list

of references to documents germane to the consultation.

The Issues List

In the cover letter to the Issues List, the Board affirmed 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. The Board also set the scope for the consultation as follows. First, that the
consultation would deal only with the means by which the Board determines the cost of
capital. The actual effect, if any, on specific utilities’ revenue requirements as a result of
any updated policies arising from this consultation and the determination of just and
reasonable rates would not be addressed in this process, but in future rate proceedings.
Second, that historically, the Board has found the ERP approach to be pragmatic and
efficient given the Ontario market structure and the number of utilities that the Board
regulates. The Board concluded that an ERP approach remains the most appropriate in the
current circumstances. However, the Board decided to review the application and the

derivation of the current ERP approach to determine if it is sufficiently robust to guide the
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Board'’s discretion in applying the FRS. And third, the Board stated that the application of

the FRS would be central to the consultation.

The Board identified three areas where further information was needed:

e Potential adjustment to the established cost of capital methodology (i.e., based on
the ERP approach) to adapt to changes in financial market and economic conditions;

e Determination of reasonableness of the results based on a formulaic approach for
setting cost of capital parameter values; and

e Board discretion to adjust those results, if appropriate.

The Board received written comments from stakeholders identifying their views and
positions on the listed issues and held a Stakeholder Conference to provide a forum for
discussion of the substantive matters contained in the Board’s Issues List.

The Stakeholder Conference

The Stakeholder Conference was held over a three day period, September 21, 22 and
October 6, 2009.

The Board identified the objectives of the stakeholder conference as follows:

e To allow participants and their respective experts to clarify and elaborate on their
written comments;

e To provide participants with an opportunity to explore in some depth the rationale
and merits of alternatives supported by other participants and their respective
experts; and

e To help the Board gain, through the presentations and an interactive exchange with
participants and their respective experts, a clearer understanding of the positions of

participants and of significant issues and areas of concern.
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At the start of the Stakeholder Conference, a Capital Markets Panel provided participants

with a comprehensive overview of capital markets conditions. The Panel was comprised of

practicing capital markets individuals, representing investor, equity analyst, and bond

market perspectives. Representatives from Sun Life Financial, TD Securities Inc., Scotia

Capital, and Macquarie Capital Markets participated on the Capital Markets Panel. Panel

members addressed matters such as:

What the capital markets have been through, where they are today, and set out key
indicators or variables that are of interest prospectively;

Overall availability of capital and the cost of that capital (both debt and equity);
Access to bank credit/debt/equity, the absolute cost of debt, spread, term availability,
and covenants;

Spreads that have been and are being observed and under what conditions; and
Activity that has been and/or is evident in the market in terms of funds flow into the
market and between asset classes.

Following the Capital Markets Panel discussion, the following individuals provided

presentations to participants and the Board at the Stakeholder Conference:

Dr Laurence D. Booth, Professor, University of Toronto (consultant for the Building
Owners and Managers Association of the Greater Toronto Area, the Consumers
Council of Canada, Canadian Manufacturers and Exporters, Industrial Gas Users
Association, London Property Management Association, and the Vulnerable Energy
Consumer's Coalition);

Mr. Donald A. Carmichael, Independent Consultant (consultant for Enbridge, Fortis
Ontario Inc., and Toronto Hydro-Electric System Limited);

Mr. James M. Coyne, Senior Vice President, Concentric Energy Advisors (consultant
for Enbridge, Hydro One Networks, Inc. and the Coalition of Large Distributors
[Enersource Hydro Missisauga Inc., Horizon Utilities Corporation, Hydro Ottawa
Limited, PowerStream Inc., Toronto Hydro-Electric System Limited and Veridian

Connections Inc.]);

December 11, 2009 -10 -



Ontario Energy Board

e Mr. John Dalton, Power Advisory LLC (consultant for Great Lakes Power
Transmission);

¢ Ms Kathleen McShane, President, Foster Associates (consultant for Electricity
Distributors Association);

e Dr Lawrence P. Schwartz, Consulting Economist (consultant for Energy Probe
Research Foundation); and

e Dr. James Vander Weide, Research Professor of Finance and Economics, Duke

University, The Fuqua School of Business (consultant for Union Gas).

Subsequent to the Stakeholder Conference and in light of the presentations made by
participants and discussions at the conference, the Board received final written comments
from participants. The Board indicated in its October 5, 2009 letter to participants that
following the receipt of final written comments, it would review all of the materials, including
Stakeholder Conference transcripts and all of the written comments in making its

determination, and that the Board aimed to issue its report in December.

2.2 Approach to Developing Regulatory Policy

In their final comments to the Board, several participants expressed concern regarding the
potential scope of outcomes arising from this consultation. In a joint submission, the
Consumers Council of Canada, the Vulnerable Energy Consumer's Coalition and the
Canadian Manufacturers and Exporters describe their understanding that the consultation
was intended to have a limited scope, and pointed to several statements made by the Board
regarding the scope of the consultation. In summary, the submission states: “[ijn these
circumstances, we suggest that the possible outcomes of this consultation are limited to a
Board report which evaluates whether any of the information presented during the course of
the consultative is sufficient to call into question the continued appropriateness of any

nl

element of the Board’s current cost of capital methodology.”” The School Energy Coalition

filed a similar submission, stating: “[t]he primary purpose of this part of the consultation, as

! Final Comments on behalf of the Consumers Council of Canada, the Vulnerable Energy Consumer's
Coalition and the Canadian Manufacturers and Exporters. October 30, 2009. p. 3.
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noted by the Board in a number of communications, and reiterated at the stakeholder
conference, is to help understand whether the current approach to cost of capital has

sufficient robustness to be relied on by the Board in all circumstances.”?

Although the Board appreciates the perspectives of these participants about their
expectations, it does not agree that the scope of the consultation was limited in the fashion
that they suggest. The Issues List set out a comprehensive set of issues that set the scope
for this consultation. Amongst the issues are the following: How should the Board establish
the initial ROE for the purpose of resetting the methodology? Does the current approach
used by the Board to calculate the ERP remain appropriate? If not, how should the ERP be

calculated?®

In response to a letter it received on August 13, 2009 from Mr. Robert Warren, sent on
behalf of the Consumers Council of Canada, the Vulnerable Energy Consumers Coalition
and the London Property Management Association, the Board again invited participants to
provide any information they felt appropriate in responding to the questions on the Issues
List:

Stakeholders are asked to provide in their written comments answers to
the questions identified in the Board’s Issues List. To help the Board in
its review, the Board invites stakeholders to include in their written
comments some analytical support and detailed information to identify
their views and support their positions in response to the Board’s
questions.*

It is the Board'’s view, therefore, that the policies determined by the Board in this report are
within the scope of the consultation. The Board has benefitted from the materials and
submissions received from the participants. This information contributes to the substantive

foundation upon which the Board will base its policies. The Board does not believe that the

% Final Comments on behalf of the School Energy Coalition, p. 2.

% Ontario Energy Board. Letter to Participants re: Consultation on Cost of Capital — Issues List,
Attachment B: Issues for Discussion at Stakeholder Conference. July 30, 2009. Questions 10 and 13.
* Ontario Energy Board. Letter to Mr. Robert B. Warren re: Consultation on Cost of Capital (Board File
No.: EB-2009-0084). August 20, 2009.
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extensive body of information before it would be materially improved by a hearing process,

as was suggested by some participants.

Courts have long recognized that duties of procedural fairness such as the requirement of a
hearing apply to adjudicative decisions and decisions affecting specific rights, interests and
privileges. Where a board is engaged, as here, in the development of a policy guideline,
courts have held that it falls to the board to decide on the method of consultation to be
employed - as long as the legislative requirements, if any, are met. There also is abundant
precedent for this approach within the Board’s practice, and it is neither unusual nor

improper to develop a guideline through a consultative process.”

The final “product” of this process, of course, is a Board policy. This was not a hearing
process, and it does not - indeed cannot - set rates. The Board’s refreshed cost of capital
policies will be considered through rate hearings for the individual utilities, at which it is
possible that specific evidence may be proffered and tested before the Board. Board
panels assigned to these cases will look to the report for guidance in how the cost of capital
should be determined. Board panels considering individual rate applications, however, are
not bound by the Board’s policy, and where justified by specific circumstances, may choose

not to apply the policy (or a part of the policy).

®> The Board’s current methodology for setting electricity rates through the incentive regulation
mechanism, for example, was established through a consultative/guideline process.
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3 Context, Background and the Role of the Board

In 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. In
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. In this context, the purpose of rate regulation, among other things, is to create or
emulate an efficient market solution that cannot otherwise 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 determine, 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 Issues List for the then planned
stakeholder consultation. In 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.”®

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. If 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
sharef;olders will insist that retained earnings not be reinvested in the
utility.

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.®

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. In Bluefield Waterworks & Improvement Co. v. Public Service Commission of West
Virginia et. al. 262 U.S. 679 (1923), the FRS is expressed to include concepts of
comparability, financial soundness and adequacy:

® TransCanada PipeLines Limited v. National Energy Board et al. [2004] F.C.A 149. Para. 6.
’|bid. Para. 12.
® Ibid. 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. In 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. In Federal Power Commission v. Hope Natural Gas 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 Il

Decision as:

A fair or reasonable return on capital should:

e 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

e permit incremental capital to be attracted to the enterprise on
reasonable terms and conditions (the capital attraction standard).®

In 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 Formula-Based Return on Common Equity
for Regulated Utilities (the “1997 Draft Guidelines”) and the policies 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.”*
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.

Informed 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.

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

19British Columbia Electric Railway Co. Ltd. v. Public Utilities Commission of British Columbia et al [1960]
S.C.R. 837, at p. 848.
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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

"1 Further, the Board notes that the Federal Court of Appeal was clear that the

balanced.
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."*?

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 once and therefore should be phased in
over time. It 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. In other words, the phased in
tolls would have to compensate the utility for deterring the recovery of
its cost of capital.’®

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

! National Energy Board. Reasons for Decision. Trans Quebec & Maritimes Pipelines Inc. RH-1-2008.
March 19, 2009. p. 6.

2 TransCanada PipeLines Ltd. v. National Energy Board, 2004 FCA 149, para. 35-36.

3 TransCanada PipeLines Ltd. v. National Energy Board, 2004 FCA 149, para. 43.
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investing in utility works for the public 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 earnings 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
guality 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 capital on 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’.**

* Final Comments of the Coalition of Large Distributors. October 26, 2009. pp. 5-6.

December 11, 2009 -20-

28



Ontario Energy Board

The Role of the Comparable 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 capital 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. It 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.”*® In other words, because of these differences, Canadian and U.S. utilities cannot

be comparators. The Board disagrees and is of the view that they are indeed comparable,
and that only an analytical framework in which to apply judgment and a system of weighting
are needed. The analyses of Concentric Energy Advisors and Kathy McShane of Foster
Associates Inc. 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.'® 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.*’
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.*®
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

'* Professor L.D. Booth. Written Comments on behalf of Consumers Council of Canada, the Vulnerable
Energy Consumer’s Coalition, the Industrial 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.

'® Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. October 6,
2009. Comments of Dr. Booth at p. 60. Lines 24-26.

" Written Comments of Union Gas Limited. October 30, 2009. p. 14.

'8 Final Comments of the Power Workers’ Union. October 30, 2009. p. 3.
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proxy group. Differences and similarities 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 Investment 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 distributors.*

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.?

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" 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 companies. As a result, the Board concludes that North
American gas and electric utilities provide a relevant and objective source of data for

comparison.

19 Final Comments of the Power Workers’ Union. October 30, 2009. p. 6.
% Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. September 21,
2009. Comments of Ms. Zvarich at pp. 24 -25.
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3.2 The Cost of Capital 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.

[There is interest] in the cost of capital...because all utilities — private or
public — 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 postponing 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
in this operational definition:

First, it is forward-looking. Investment 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.”

Second, it reflects the opportunity cost of investment. Investors 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, it is market-determined. This market price - expressed as the
expected return per dollar of invested capital - serves to balance the
supply of, and demand for, capital for the firm.

And, fourth, it reflects the risk of the investment. It 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.

In Ontario, utilities regulated by the Board in the gas and electricity sectors are structured to
operate as commercial entities. As such, the rate setting methodologies 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. It 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

% The word “expected” is used in the statistical sense (i.e., the probability-weighted rate of return). It
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 in varying degrees to formulate and/or test an opinion regarding a fair return to
investors.” 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.”?®

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
Utilities. March 1997. p. 2.

% McShane, K., Foster Associates, Inc. Written comments on behalf of the Electricity Distributors
Association. September 8, 2009. p. 2.
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A Formulaic Approach

The Board has used a formula-based methodology to determine the rate of ROE since
1998. The advantages identified in the 1997 Draft Guidelines remain appropriate today

and include:

o Simplification of the hearing process;

o Isrelatively free from conflicting interpretation and is readily
understood by all participants;

¢ Reduces the need for complex, annual risk assessments, while
still reflecting major changes in the capital markets; and

e Is capable of producing a rate of return that approximates the
result which would have been produced through the traditional
process.?*

The Board also notes that a formula-based approach:

e Is transparent, resulting in predictable and consistent outcomes, and meets the

needs of stakeholders broadly, particularly those in the capital market; and

e Is a practical necessity in Ontario, given the large number of rate regulated entities.

The Board also acknowledges that a formula-based ROE methodology and mechanical
approaches in general, have a number of disadvantages, as identified in the 1997 Draft

Guidelines:

e Establishing the initial parameters of the generic formula will
have a profound influence on the potential success or failure of
the process. Over time, these parameters and adjustment
factors will have a cumulative or compounding effect on the

4 Ontario Energy Board. Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Utilities. March 1997. p. 7.
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results of the formulaic ROE mechanism. The use of an
inappropriate initial ROE will either inflate or understate
subsequent rate determinations;

e The present formulaic ROE generally relies predominantly on the
ERP method to the exclusion of other methods;

¢ Adjustment for the impact of timing differences for utilities with
different year-ends is a challenge; and

e The Board's ability to make discretionary adjustments to a utility’s
return for the purpose of creating incentives for particular
behaviours or sending signals to the marketplace may be
restricted. *°

Notwithstanding these concerns, the Board is of the view that it is appropriate to continue to
use a formulaic approach to determine the equity cost of capital and that the overall

advantages of the approach outweigh potential disadvantages.

An Empirical Foundation

The essential elements of a formulaic approach must be empirically derived — the initial
ROE, implied ERP and the adjustment factor are determined by the Board based on
empirical analysis. It is essential that sufficient empirical analysis be provided periodically
to ensure that assumed relationships are not misspecified. This includes the construction
and application of a framework to evaluate the degree of comparability between rate
regulated natural gas distribution and electricity distribution and transmission utilities in
Canada and the United States.

To be clear, the approach to be used by the Board in setting the essential elements of a
formula-based rate of ROE (i.e., base ROE, formula terms and adjustment factors) will be
based on “economic theory and empirically derived from objective, data-based analysis.”*

As such, it is not sufficient for a formulaic approach for determining ROE to produce a

25 :

Ibid. p. 7.
% Ontario Energy Board. Report of the Board on 3" Generation Incentive Regulation. July 14, 2008. p.
19
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numerical result that satisfies the FRS on average, over time. The Board is of the view that
each time a formulaic approach is used to calculate an allowed ROE it must generate a
result that meets the FRS, as determined by the Board using its experience and informed

judgment.

This principle is supported by the Hope decision, which states: “Under the statutory

standard of ‘just and reasonable’ it is the result reached not the method which is

controlling...”*’

" Federal Power Commission v. Hope Natural Gas 320 U.S. 591 (1944). p. 602
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4 The Board's Approach

4.1 Summary of Key Principles

As discussed previously, the Board confirms the following key principles with respect to its
cost of capital policy. The Board has analyzed submissions, discussions at the consultation
and the final written comments of participants to the consultation with these general

principles in mind.

1. Fair Return Standard. All three requirements — comparable investment, financial

integrity and capital attraction — must be met and none ranks in priority to the others. It
is not sufficient for a formulaic approach for determining ROE to produce a numerical
result that satisfies the FRS on average, over time. The Board is of the view that each
time a formulaic approach is used to calculate an allowed ROE; it must generate a
number that meets the FRS, as determined by the Board using its experience and

informed judgment.

. The overall ROE must be determined solely on the basis of a company’s cost of
equity capital. It does not mean that in determining the cost of capital that investor and
consumer interests are balanced. 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 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.

Efficient amount of investment. As it relates to a rate regulated entity’s cost of capital,
the role of the regulator is to determine, 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.
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4. Predictability, transparency, and stability. The approach adopted by the Board to
determine the opportunity cost of capital should result in an environment where
outcomes are predictable and consistent so that investors, utilities and consumers are

better able to plan and make decisions.

5. Systematic and empirically-based approach. The methodology used by the Board to
determine the cost of debt and equity capital should be a systematic approach that
relies on economic theory and is empirically derived from objective, data-based analysis.
For example, in establishing comparability, it is possible to build a low-risk sub-set from

a higher risk universe using an empirically based approach.

6. Minimize the time and cost of administering the framework. Costs imposed on all
participants, including the regulated entity and the regulator, should not exceed the
benefits available. This objective could be met through a simple process that reflects

the concerns of interested participants and reduces the formal process requirements.

4.2 Return on Equity

4.2.1 Need to Reset and Refine Existing ROE Formula

In order to ensure that on an ongoing basis changing economic and financial conditions are
adequately and appropriately accommodated in the Board’s formulaic approach for
determining a utility’s equity cost of capital, the Board has determined that its current
formula-based ROE approach needs to be reset and refined. As previously indicated,
the Board will continue to use a formula-based ERP approach. However, informed by
the discussion at the consultation and the written comments of participants generated by
the consultation, as well as its own analysis, the Board has concluded that the formula
needs to be reset to address the difference between the allowed ROE arising from the
application of the formula and the ROE for a low-risk proxy group that cannot be reconciled
based on differences in risk alone. The formula also needs to be refined to reduce its
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sensitivity to changes in government bond yields due to monetary and fiscal conditions that

do not reflect changes in the utility cost of equity.

The Board’s current approach to estimating the cost of equity has been in effect for 12
years. The Board notes that in the 1997 Draft Guidelines, the Board stated that “it is
persuaded that there exists a non-linear relationship between interest rates and the ERP.”
8 The existing formula approximates this relationship using a linear specification. The
Board is of the view that it is unreasonable to conclude that the current formula correctly
specifies this relationship, based on the passage of time, changes in financial and economic
circumstances generally, and the empirical analyses provided by participants to the
consultation and the discussion at the consultation itself. However, the Board is of the view
that its current formulaic approach for determining the equity cost of capital should be reset

and refined, not otherwise abandoned or subject to wholesale change.

The events that unfolded earlier this year that triggered this review effectively illustrated that
the Board’s approach needs to be refined to reduce the sensitivity of the formula to changes
in government bond yields due to monetary and fiscal conditions that do not reflect changes
in the utility cost of equity. The Board concludes that the current approach could be more
robust and better guide the Board'’s discretion in applying the FRS. The Board notes that
while the current formula today produces results similar to that in 2008, it does not address
the observed behaviour of the formula during the financial crisis — lowering the allowed ROE

when the amount and price of risk in the market was increasing.

The view expressed by some participants in the consultation that the Board must wait to be
provided with evidence from a regulated utility in Ontario of financial hardship due to the
current allowed ROE before its adapts its policies to better reflect market realities is not

consistent with the Board’s approach.

The Board is of the view that resetting and refining the current formula-based ERP

approach maintains the transparency, predictability and stability associated with the current

% Ontario Energy Board. Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Utilities. March 1997. p. 31.
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approach, and avoids sudden changes in regulatory policy to address potentially transitory

capital market conditions. *°

The Board has been informed by the numerous approaches used by various participants to
the consultation to determine whether the formula continues to produce results that meet
the FRS. The sum of the elements supporting the Board’s decision to reset and refine its
formulaic ROE is independent of the recent financial crisis and whether or not the crisis has

abated.

4.2.2 The Initial Set Up

Use of Multiple Tests

The Board’s current formulaic approach for determining ROE is a modified Capital Asset
Pricing Model methodology, and in his written comments, Dr. Booth recommended 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”*°.

This view was not shared by other participants in the consultation, who asserted that the
Board should use a wide variety of empirical tests to determine the initial cost of equity,
deriving the initial ERP directly by examining the relationship between bond yields and
equity returns, and indirectly by backing out the implied ERP by deducting forward-looking

bond yields from ROE estimates.

Participants argued from a number of different perspectives that a variety of methods
should be used to develop the ERP:

e “The Board should not limit itself to one specific method of calculating an ERP;

rather it should consider the results produced by multiple approaches in order to

iz Written Comments of the Industrial Gas Users Association, October 30, 2009, p. 2.
Ibid. p. 20.
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generate a range of reasonable results from which it may select an appropriate ERP.

This process requires the exercise of informed judgment™>".

e “The Board established the initial risk premium for the Formula, in its decision for
Consumers Gas in EBRO 495, by considering an array of risk premium estimates
put forward by experts and selecting a risk premium within the range of results
presented. The risk premiums put forth by experts were either the result of directly
measuring the historical relationship between bond yields and equity returns; or
alternatively, by deriving an implied risk-premium, by backing-out forward looking
bond yields from ROE estimates produced by using other methodologies, i.e., DCF,

CAPM, or Comparable earnings.

Multiple approaches for determining ROE provide greater assurance that the end
result will be just and reasonable, as conditions that may bias results could be

detected or mitigated by considering alternative results.”*

e “The Board should consider comparable utilities’ rates of return and a minimum

spread to long-term debt rates, as well as resetting the reference rate”.*

e “The Board should establish the initial ROE by looking at the best available evidence
on the utilities’ required return. This evidence should include results of various cost
of capital methodologies...The Board would be remiss to predetermine a single
methodology for establishing the initial allowed ROE without reviewing alternative

methods for determining cost of equity.” **

e “We propose that the Board, in reviewing cost of capital, would hear the evidence of

the various experts with their different views of the ERP result, but would also look at

% Concentric Energy Advisors. Written Comments on behalf of Enbridge Gas Distribution, Hydro One,
%nd the Coalition of Large Distributors, September 8, 2009. September 8, 2009. p. 59.
Ibid. p. 47.
3 \Written Comments of the Power Workers’ Union. September 8, 2009. p. 6.
% Dr. J. H. Vander Weide. Written Comments on behalf of Union Gas. pp. 7-8.
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other ways in which the market directly speaks about returns...they (the examples
provided) and many other examples — are ways in which the market communicates
the returns for investment comparable to utility investments. These sources are
therefore useful in testing whether the results of various ERP or other market studies

of cost of capital are realistic.” *°

o “If the utility is not a stand-alone entity and/or does not have traded shares, then the
Board has no alternative but to look at total rates of return earned by investors in a

relevant sample of companies.” %

e “Expressing the ROE in terms of a premium above...long-term Canada bond yield...
does not mean that the initial ROE need be estimated solely using a test or tests that
might be defined as ERP tests.” *’

“No single model is powerful enough to produce ‘the number’ that will meet the fair
return standard. Only by applying a range of tests along with informed judgment can

adherence to the fair return standard be ensured.” 2

e “...use of multiple tests. The tests all measure different factors that should be
considered in setting a fair return on equity that is consistent with the comparable
investment standard, the financial integrity standard and the capital attraction

standard. The OEB should not rely on a single method or test.” *°

The Board agrees that the use of multiple 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 concerned that CAPM, as applied by Dr. Booth,
does not adequately capture the inverse relationship between the ERP and the long

% Written Comments of the School Energy Coalition. September 2009. pp. 2-3.

% Written Comments of Energy Probe Research Foundation. September 8, 2009. p. 14.

3" McShane, K., Foster Associates, Inc. Written Comments on behalf of the Electricity Distributors
Association. September 8, 2009. p. 2.

% bid. p. 23.

%9 Written Comments of Ontario Power Generation Inc. September 8, 2009. p. 3.
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Canada bond yield. As such, the Board does not accept the recommendation that it place

overwhelming weight on a CAPM estimate in the determination of the initial ERP.

Setting the Initial Equity Risk Premium

The Board is of the view that the initial ERP should be reset to address the difference
between the allowed ROE arising from the application of the formula and the ROE for a low

risk proxy group that cannot be reconciled based on differences in risk alone.

Therefore, based on the ERP recommendations provided by all participants in this
consultation the Board has determined that an initial ERP of 550 basis points is
appropriate for the purposes of deriving the initial ROE to be embedded in the Board’s reset

and refined ROE formula. This includes an implicit 50 basis points for transactional costs.

Consequently, assuming a forecast long term government of Canada bond yield of
4.25%, the initial ROE to be embedded in the Board’s reset and refined ROE formula
will be 9.75% (i.e., 4.25% + 550 basis points = 9.75%).

The Board has assessed the various empirical tests and recommendations submitted by
participants and translated each of the recommended approaches as an ERP assuming a
forecast long term government of Canada bond yield of 4.25%, where appropriate, as

summarized in Table 1.

The empirical tests of each of the participants to the consultation are also described below.
Although the Board maintains its view that each of the tests has empirical strengths and
weaknesses, the diversity of approaches tabled and discussed in the consultation was
helpful. As a result, the Board has given each test weight in the process to establish the

initial ERP to be embedded in the Board'’s formula.
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Table 1: Summary of Participant Recommendations

Direct/Indirect Equity Risk Premium
Low Medium High
Dr. L.D. Booth
CAPM (Adjusted Using CoC Formula to Reflect 4.25% GOC, 0.75 Adj) 3.31% 3.31% 3.31%
Average Dr. L.D. Booth 3.31% 3.31% 3.31%
Concentric Energy Advisors
DCF Analysis for Low-Risk Proxy Group (US Gas, Elec, Cdn) 6.03% 6.78% 7.83%
CAPM Analysis for Low-Risk Proxy Groups (US Gas, US Elec, Cdn) 4.58% 4.72% 4.86%
ERP Econometric Model (Average Gas and Electric) 6.35% 6.35% 6.35%
Average Concentric Energy Advisors 5.65% 5.95% 6.35%
J. Dalton - Power Advisory LLC
ERP Econometric Model #1 and ERP Econometric Model #2 6.05% 6.45% 6.85%
Average J. Dalton - Power Advisory 6.05% 6.45% 6.85%
K. McShane - Foster Associates
New Formula for Calculating Allowed ROE (NEB Initial Formula Metrics) 6.38% 6.38% 6.38%
lllustrative method 5.75% 5.75% 5.75%
Average: K. McShane 6.07% 6.07% 6.07%
Dr. J.H. Vander Weide
Experienced Equity Risk Premium 4.30% 5.50% 6.60%
2008 Awarded ROEs Vs. Avg 2008 US LT T-Bills - Gas 6.16% 6.16% 6.16%
2006-8 Awarded ROEs Vs. Avg 2006-8 US LT T-Bills - Gas 5.61% 5.61% 5.61%
2008 Awarded ROEs Vs. Avg 2008 US LT T-Bills - Electric 6.26% 6.26% 6.26%
2006-8 Awarded ROEs Vs. Avg 2006-8 US LT T-Bills - Electric 5.71% 5.71% 5.71%
Forecast E(R.) = DCF Expected Return - LT Treasury Yield
Gas 6.19% 6.19% 6.19%
Electric 6.21% 6.21% 6.21%
Regression - Ex-ante ERP (Above) with YTM LT Treasury Yields
Gas (Modified to use Canadian LT GOC bond) 6.97% 6.97% 6.97%
Electric (Modified to use Canadian LT GOC bond) 7.33% 7.33% 7.33%
DCF Analysis for Value Line Utility Companies
Gas 7.81% 7.81% 7.81%
Electric 8.71% 8.71% 8.71%
Average: Dr.J.H.Vander Weide 6.48% 6.59% 6.69%
Average ERP All Submissions 5.51% 5.67% 5.85%
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Analyses of Dr. J. H. Vander Weide

Dr. Vander Weide performed a number of empirical analyses. The average experienced
ERP on an investment in Canadian utility stocks from data on returns earned by investors in
Canadian utility stocks compared to interest rates on long-term Canada bonds was
approximately 5.50 percent, as set out below:

Comparable Group Period of Average Stock Average Bond Yield Risk
Study Return Premium

S&P/TSX Utilities 1956 - 2008 11.84% 7.54% 4.3%

BMO CM Utilities 1983 - 2008 14.31% 7.66% 6.6%

Stock Data Set

Average 5.5%

Source: Written comments of Dr. J.H. Vander Weide. Page 14.

He also provided information on recent allowed ROEs for U.S. utilities which demonstrated
implicit ERPs:

Natural Gas Distribution Electric Utilities
2008 2006 - 2008 2008 2006 - 2008

Average U.S. ROE Awarded (%) 10.4 10.3 10.5 10.4
Spread to OEB September 2009 Long Bond

Estimate of 4.25% 6.15 6.05 6.25 6.15
Spread to Average Long-Term Canada Bond

Yield in 2008 of 4.06% 6.34 NA 6.44 NA
Spread to Average Long-Term Canada Bond

Yield in 2006 to 2008 of 4.21% NA 6.09 NA 6.19
Spread to Average Long-Term U.S. Treasury

Bill Yield in 2008 of 4.24% 6.16 NA 6.26 NA
Spread to Average Long-Term U.S. Treasury|

Bill Yield in 2006 to 2008 of 4.69% NA 5.61 NA 5.71

Sources: Government of Canada Bond Yields: Bank of Canada; U.S. Long-Term Treasury Bill Yields: U.S.
Department of Treasury

Further, forecast expected required returns by investors were calculated by Dr. Vander
Weide by deducting the long-term Treasury bond yield from the DCF expected return
(Exhibit 5, Dr. Vander Weide) over the period September 1999 to February 2009. This
calculation produced an average ERP of 621 basis points for electric utilities and an
average expected ERP of 619 basis points for natural gas utilities (Exhibit 6, Dr. Vander
Weide) over the period June 1998 to February 2009.
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However, regressing the relationship between the ex ante risk premium and the yield to

maturity on long-term U.S. Treasury bond produced an ERP equation of:

e ERP =12.10-1.123 x Igfor Electric Utilities. Assuming an estimated Canadian
Long-Term Bond yield of 4.25%, the Ex-Ante expected ERP is 7.33% and an ROE of
11.58%; and

e ERP =10.26 — 0.773 x Ig for Natural Gas Distribution Utilities. Assuming an
estimated Canadian Long-Term Bond yield of 4.25%, the Ex-Ante expected ERP is
6.97% and an ROE of 11.22%.

Finally, Dr. Vander Weide conducted a DCF Analysis for Value Line Natural Gas
Companies that resulted in an estimated ROE of 11.5% (Exhibit 9, Dr. Vander Weide) or an
ERP of approximately 7.81%, using the average February 2009 long-term composite
Treasury bond yield of 3.69%. His DCF Analysis for Value Line Electric Companies (Exhibit
8, Dr. Vander Weide) resulted in an estimated ROE of 12.4% or an ERP of approximately

8.71%, assuming the same long-term composite Treasury bond yield.

Analysis of Kathy McShane of Foster Associates Inc.

Ms. McShane proposed a new formula for calculating the allowed ROE: ROEpe, = Initial
ROE + 50% (Change in Forecast GOC Bond Yield) + 50% (Change in Corporate Bond

Yield Spread), which reflects the analysis provided in her comments.

Ms. McShane also demonstrated that using her recommended approach for 2009, based on
the NEB formula contained in RH-2-94 Decision, the ROE would have been 10.73%",
equal to an ERP of 638 basis points and assuming a forecast GOC yield of 4.35% for 2009.

0 McShane, K., Foster Associates Inc. Written Comments on behalf of the Electricity Distributors
Association. Schedule 4.
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For illustrative purposes in her analysis, she linked a forecast long-term Canada bond yield
of 4.5% and a corporate bond yield spread of 175 basis points to an ROE of 10%. Implied
in this ROE is an ERP of 550 basis points.

Analysis of Power Advisory LLC

Power Advisory evaluated a range of different model specifications in an effort to come up
with a formula that will yield more reasonable results than the existing formula under a
range of different credit and financial market conditions.** Two models performed the best
in terms of standard econometric considerations (i.e., goodness of fit, highly significant

parameter values, and plausible statistical relationships)**:

1. ROE =7.008% + (US Corp BAA Bond Yield with 6 month lag x 0.5356); and
2. ROE =7.451% + (US Gov 30 Year Bond yield with 6 month lag x 0.5122) + (VIX index
value with 6 month lag x 0.0077).

Using current values for these variables produces ROE estimates of 10.5% to 11.3%.
Using Canadian values in these models results in ROE estimates of 10.3% to 11.1%. The
implied ERP using the results of the models run using a forecast long-term government of

Canada bond yield of 4.25% is 605 basis points to 685 basis points.
Analysis of Concentric Energy Advisors

Concentric’s overall recommended ROE for natural gas distribution utilities, assuming a
40% deemed equity capital structure is 10.5% and for electric transmission and distribution
utilities is 10.3%, also assuming 40% deemed equity. The implied ERP assuming a 4.25%
forecast GOC bond yield is 625 basis points and 605 basis points, for natural gas and
electric transmission and distribution, respectively. These recommendations are supported

by multiple analytical approaches; each calculated using data for a specific proxy group for

*1 power Advisory LLC. Written Comments on behalf of Great Lakes Power Transmission LP.
September 8, 2009. p. 16.
2 bid. p. 17.
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the natural gas and electric transmission and distribution utilities established by

Concentric.*®

The results of Concentric’s DCF analysis are presented in the table below™.

Proxy Group Low Mean High
U.S. Natural Gas Distribution Utilities 9.70% 10.44% 11.57%
U.S. Electric Distribution Utilities 10.08% 10.96% 12.09%
Canadian Utilities 9.97% 10.60% 11.47%
Average 9.92% 10.67% 11.71%
Implied ERP at 4.25% forecast LT GOC Yield 5.67% 6.42% 7.46%
Implied ERP Including 50 basis points Flotation Costs 6.17% 6.92% 7.96%

The results of Concentric’'s CAPM analysis are presented in the table below. The results

reflect a Market Risk Premium of 586 basis points, which is supported by material provided

in Appendix F (page F-10) and Exhibit Concentric-06 of their written comments.

Proxy Group Low Mean High

U.S. Natural Gas Distribution Utilities 9.05% 9.18% 9.32%
U.S. Electric Distribution Utilities 8.54% 8.68% 8.82%
Canadian Utilities 7.80% 7.95% 8.10%
Average 8.46% 8.61% 8.75%
Implied ERP at 4.25% forecast LT GOC Yield 4.21% 4.36% 4.50%
Implied ERP Including 50 basis points Flotation Costs 4.71% 4.86% 5.00%

The results of Concentric’'s ERP analysis are presented in the table below and are

explained in detail in Appendix F of their written comments.

3 Concentric Energy Advisors. Written Comments on behalf of Enbridge Gas Distribution, Hydro One,

and the Coalition of Large Distributors. September 8, 2009. Appendix C.

* Ibid. p. F-6.
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Concentric’'s ERP regression formula is as follows: ROE = Constant = U.S. Gov 30-year

Bond ¢« x; + Moody’s Utility A-rated Spread * x, + % Generation * X3 + Natural Gas Dummy

Variable  x,.%°

U.S. Natural Gas U.S. Electric Distribution
Distribution Proxy Group
Proxy Group
Constant 7.634 7.634
U.S. Government 30-year Bond Yield 0.428 x 4.18 0.428 x 4.18
Moody’s Utility A-rate Spread (July 2009) 0.310 x 1.56 0.310 x 1.56
% Generation 0.008 x 0.00 0.008 x 49.76
Natural Gas Dummy (Electric = 0,Gas = 1) 0.384 x 1.00 0.384 x 0.00
Authorized ROE 10.29% 10.30%
Implied ERP at 4.25% forecast LT GOC Yield 6.04% 6.05%
Implied ERP Including 50 basis points Flotation Costs 6.54% 6.55%

The tables below summarize Concentric’s recommended ROESs prior to any adjustment for

changes in leverage:*°

U.S. Electric T & D Utilities Low Mean High
DCF 10.08% 10.96% 12.09%
CAPM 8.54% 8.68% 8.82%

Average 9.31% 9.82% 10.46%

Differential between Vertically Integrated and T&D Utilities (0.40%) (0.40%) (0.40%)

Return before Leverage and Flotation Cost Adjustments 8.91% 9.43% 10.06%
Flotation Cost Adjustment 0.50% 0.50% 0.50% 0.50%

Benchmark T&D ROE 9.41% 9.93% 10.56%

Benchmark T&D Equity Ratio 46.32% 46.32% 46.32%

Implied ERP using 4.25% forecast LT GOC Yield 5.16% 5.68% 6.31%

U.S. Natural Gas Distribution Utilities Low Mean High
DCF 9.70% 10.44% 11.57%
CAPM 9.05% 9.18% 9.32%

Return before Leverage and Flotation Cost Adjustments 9.37% 9.81% 10.45%
Flotation Cost Adjustment 0.50% 0.50% 0.50% 0.50%

Benchmark Natural Gas Distribution ROE 9.87% 10.31% 10.95%

Benchmark Natural Gas Distribution Equity Ratio 44.47% 44.47% 44.47%

Implied ERP using 4.25% forecast LT GOC Yield 5.62% 6.06% 6.70%

Adjusting for leverage that is higher than the benchmark equity ratio, i.e., deemed equity of
40%, the recommended ROEs increase to 10.5% for natural gas distribution and 10.3% for
electric transmission and distribution, representing implied ERPs of 625 basis points and

605 basis points, respectively.

** Ibid. p. F-14.
“*® Ibid. p. F-16.
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Analysis of Dr. Booth

Dr. Booth recommended a fair ROE of 7.75%. This number is based on the following key

assumptions.*’

First, a market risk premium of 5.0%. However, Dr. Booth noted that many of his peers
believe it to be 6.0%. Second, beta is estimated to be 0.5. Dr. Booth indicated that he “is
not using the current beta coefficient”?; i.e., the beta of 0.5 used to derive the
recommended ERP of 325 (assuming a 4.50% long-term government of Canada bond
yield) is not supported by Dr. Booth’s recent beta estimates, where beta is less than 0.5.
Thirdly, Dr. Booth also noted that the range of fair return cost of equity estimates could vary
by 0.50%. His unadjusted estimate of a fair return was 7.00% and he noted that the
estimates of his colleagues would be 7.50%. He therefore added 0.25% to his estimate to
“split this difference”, resulting in his ROE recommendation of 7.25%. Finally, Dr. Booth

added 0.50% for issuance costs, bringing his fair recommended return to 7.75%.

The Board notes that in the course of the consultation, Dr. Booth indicated that he would be
prepared to recommend “fixing ROE at 8.5% or 8.75% over the business cycle, for say, a
five-year period.”*® Dr. Booth did not support this estimated ROE with empirical analysis,
and as such, there is no principled basis upon which the Board can rely on Dr. Booth’s

recommendation of 8.5% or 8.75%.

*" Professor L.D. Booth. Written Comments on behalf of Consumers Council of Canada, the Vulnerable
Energy Consumer’s Coalition, the Industrial Gas Users Association, the Canadian Manufacturers &
Exporters, the London Property Management Association and the Building Managers and Owners
Association of the Greater Toronto Area. September 8, 2009. p. 40.

“8 Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. October 6,
2009. p. 100. Lines 12 and 13.

“9 Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. October 6,
2009. p.98. Lines 10 -12.
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4.2.3 The Formula-based Return on Equity

4.2.3.1 Long Canada Bond Forecast

The Board is of the view that the LCBF continues to be an appropriate base upon
which to begin the ROE calculation. In particular, the Board is of the view that the
sensitivity of the allowed ROE to changes in government of Canada bond yields arising
from monetary and fiscal conditions that do not reflect changes in utility cost of equity will be
addressed, in part, by the use of multiple methods to determine the initial ERP or ROE in
the formula. The Board also agrees with Ms. McShane’s comment that the LCBF provides
an important forecast component to the formula® and with the Industrial Gas Users
Association’s comment that “there is an intrinsic logic to using the same parameter to adjust

ROE as was used to set the ROE in the first place.”*

4.2.3.2 Long Canada Bond Forecast Adjustment Factor

In its 1997 Draft Guidelines, the Board determined that the difference between the LCBF for
the current test year and the corresponding rate for the immediately preceding year should
be multiplied by a factor of 0.75 to determine the adjustment to the allowed ROE.*? In that
same document, however, the Board noted that there was a significant difference of opinion
concerning the relationship between interest rates and the ERP and that ratios contained in
the evidence from generic rate of return proceedings in other Canadian jurisdictions ranged
from 0.5:1 to 1:1.°> Moreover, the Board notes that the selection of the 0.75 adjustment

factor is described in the 1997 Draft Guidelines as “admittedly somewhat arbitrary.”**

% Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. September 22,
2009. Ms. McShane’s presentation, pp. 161-162;

°L Final Written Comments of the Industrial Gas Users Association. October 30, 2009. p. 10.

*2 Ontario Energy Board. Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Utilities, March 1997. p. 31.

> |bid.

* bid. p. 32.
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The Board views the determination of the LCBF adjustment factor to be an empirical

exercise, and as such, based on the empirical analysis provided by participants in

conjunction with the consultation, the Board is of the view that the LCBF adjustment

factor should be set at 0.5. The Board notes that four participants in this consultation

empirically tested the relationship between government bond yields and ROE:

Dr. Vander Weide determined that when the yield to maturity on long-term
government bonds increases by 100 basis points, the allowed ERP tends to
decrease by approximately 55 basis points, and when the yield to maturity on long-
term government bonds decreases by 100 basis points, the allowed ERP tends to

increase by approximately 55 basis points.>®

Kathy McShane of Foster Associates, Inc. submitted that a regression analysis used
to estimate the relationship between government bond yields and the utility cost of
equity indicates that the ROEs increased (decreased) by approximately 50 basis
points for every one percentage point increase (decrease) in long-term government

bond yields.*®

Concentric Energy Advisors also conducted a regression analysis in which the
litigated ROEs of U.S. LDC utility returns demonstrated an elasticity factor to
government bond yields of 0.45. This implies that the risk premium should have
actually increased by approximately 0.55 for each percentage point drop in the

government bond yield (as opposed to the 0.25 implied by the current formula).®’

° Dr. J.H. Vander Weide. Written Comments on behalf of Union Gas. September 8, 2009. p. 21.

5 K. McShane. Foster Associates, Inc. Written Comments on behalf of the Electricity Distributors
Association. September 8, 2009. p. 26.

>" Concentric Energy Advisors. Written Comments on behalf of Enbridge Gas Distribution, Hydro One,
and the Coalition of Large Distributors. September 8, 2009. pp. 41-42.

December 11, 2009 - 46 -

54



Ontario Energy Board

e John Dalton of Power Advisory also used a regression analysis to determine that the
ERP changes by less than 50% of the change in the long-term government bond

rate.>®

The Industrial Gas Users Association also stated that it sees some merit in further
consideration of adjusting downwards to 0.5 the coefficient for application of changes in
long Canada bond yields to ROE.

4.2.3.3 Additional Term — Changes in Utility Bond Spread

The Board is of the view that the sensitivity of the formula to changes in government bond
yields due to monetary and fiscal conditions that do not reflect changes in the utility cost of
equity is addressed, in part, by using multiple methods to determine the initial ERP and
ROE in its formulaic ROE approach and by reducing the LCBF adjustment factor to 0.5 from
0.75. The Board also is of the view, however, that the specification of the relationship
between interest rates and the ERP in the formula would be improved by the addition

of a further term to the formula.

In particular, the Board is of the view that there is a relationship between corporate bond
yields and the equity return, and the Board agrees with Dr. Booth, who stated, with respect
to corporate bond spreads, that “this is not to say that spreads have no information about

required risk premium.”>®

The Board notes that three participants to the consultation
conducted empirical analysis to specify the relationship between corporate bond yields and

the equity return:

%8 power Advisory LLC. Written Comments on behalf of Great Lakes Power Transmission LP. April 17,
2009. p. 15.

% professor L.D. Booth. Written Comments on behalf of Consumers Council of Canada, the Vulnerable
Energy Consumer’s Coalition, the Industrial 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. 29.
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Concentric demonstrated by using a regression analysis that there is a statistically
significant relationship between ROE and corporate bond yields and specified that
the sensitivity of allowed returns to corporate bond yields is about 0.45 to 0.55°.
Concentric also demonstrated empirically that Treasury bonds have been more

volatile than corporate bonds since January 1997.

Kathy McShane of Foster Associates tested the relationship between corporate bond
yields and the utility cost of equity. She determined the cost of equity using two
approaches: first, by using approved returns on equity for utilities not governed by
formulas as a proxy for the utility cost of equity, and second, by relying on a time
series of utility costs of equity developed by using the discounted cash flow
approach against which yields on utility bonds can be compared®:. By using
regression analysis, Ms. McShane determined that allowed ROEs have increased
(decreased) by approximately 45 basis points for every one percentage point
increase (decrease) in the A rated utility bond yield. Similarly, the DCF cost of equity
increased (decreased) by approximately 55 basis points for every one percentage

point increase (decrease) in long-term A rated utility bond yields.®

John Dalton from Power Advisory LLC conducted an econometric analysis, which
established that the relationship between ROE and U.S. corporate BAA bond yields

with a six month lag is approximately 0.53.%°

Based on the analysis provided by participants to the consultation, the Board concludes that

there is a statistically significant relationship between corporate bond yields and the

cost of equity, and that a corporate bond yield variable should be incorporated in the

ROE formula. The Board notes that the presence of a corporate bond yield variable in its

% Concentric Energy Advisors. Written Comments on behalf of Enbridge Gas Distribution, Hydro One,
and the Coalition of Large Distributors. September 8, 2009. pp. 53-55.

61 K. McShane. Foster Associates, Inc. Written Comments on behalf of the Electricity Distributors
Association. September 8, 2009. p. 25.

%2 1pid. p. 26.

% power Advisory LLC. Written Comments on behalf of Great Lakes Power Transmission LP.
September 8, 2009. p. 17.
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current ROE formula would have served to increase the allowed ROE during the recent

credit crisis, which, in the Board’s view, would have been directionally correct.®*

The Board has determined that it is appropriate to use a corporate yield variable that is
reflective of the borrowing costs of Canadian utilities, one that is well-understood and is
based on an established index from a recognized source. The Board has accordingly
determined that it will use a utility bond spread based on the difference between the
Bloomberg Fair Value Canada 30-Year A-rated Utility Bond index yield and the long
Canada bond yield. This is further described in Appendix B.

The Board agrees with the comment of Ms. McShane that separating the LCBF and the
utility bond spread variables, as opposed to using one corporate bond yield variable that
would implicitly incorporate the LCBF, provides transparency as it shows “what part is

causing the ROE to move in either direction.”®®

The Board also determines that the utility bond spread reflected in the reset and
refined formulaic ROE approach will be subject to a 0.50 adjustment factor, consistent

with the empirical analyses provided by participants to the consultation.

4.3 Capital structure

The Board’s current policy with regard to capital structure for all regulated utilities
continues to be appropriate. As noted in the Board’s draft guidelines, capital structure
should be reviewed only when there is a significant change in financial, business or

corporate fundamentals. °® The Board’s current policy is as follows:

& Written Comments of the Electricity Distributors Association. September 8, 2009. Schedule 4.
% Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. Ms. McShane’s
Eeresentation, p. 161.

Ontario Energy Board. Ontario Energy Board Draft Guidelines on a Formula-Based Return on
Common Equity for Regulated Utilities. March 1997. p. 2
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e The Board has determined that a split of 60% debt, 40% equity is appropriate for all
electricity distributors. ®” Capital structure was not a primary focus of the
consultation and the Board notes that the comments made by participants in the
consultation largely supported the continuation of the Board’s existing policy.

e For electricity transmitters, generators, and gas utilities, the deemed capital structure
is determined on a case-by-case basis. The Board’s draft guidelines assume that
the base capital structure will remain relatively constant over time and that a full
reassessment of a gas utility’s capital structure will only be undertaken in the event

of significant changes in the company’s business and/or financial risk. ®®

4.4 Debt Rates

4.4.1 Long-term debt

The determination of the cost of long-term debt was not a primary focus of the consultation
and the Board notes that the comments made by participants in the consultation largely

supported the continuation of the Board’s existing policies and practices.

While the Board agrees with this approach, it is important to note that the determination of
the cost of long-term debt has typically received significant interest in the processes to
establish electricity distribution and, to a lesser extent, electricity transmission rates. In
contrast to the difficulty establishing the utility cost of equity that arises from a lack of
transparency, the issues associated with the determination of a utility’s long-term debt cost
arise from different factors, including the relatively short period of time since the
corporatization of electricity distribution and transmission utilities, the relatively short history

of rate regulation by the Board, and the presence of significant amounts of affiliate debt.

8 Ontario Energy Board. Report of the Board on Cost of Capital and 2"! Generation Incentive Regulation
for Ontario’s Electricity Distributors. December 20, 2006. p. 5

% Ontario Energy Board. Compendium to Draft Guidelines on a Formula-Based Return on Common
Equity for Regulated Utilities. March, 1997. p. 30
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Natural gas distributors

The Board has a long history of determining the cost of long-term debt for natural gas
distributors. Based on this experience and in the absence of any material comments in the
consultation suggesting otherwise, the Board is of the view that the current policy of
using the weighted cost of embedded debt should continue. Consistent with the
current practice, in a forward test year rate application the onus is on the applicant utility to
forecast the amount and cost of new long-term debt. These values are then factored into
the estimated cost of existing long-term debt for the purpose of setting regulated natural gas
distribution rates. Debt instruments and debt rates are subject to a prudence review in an
application for rates. However, it is the Board’s policy that the total estimated cost of debt
should be a close proxy for the actual long-term debt cost incurred by the natural gas utility

in the rate year.

OPG’s prescribed rate-regulated baseload generation

Consistent with the Board’s practice in OPG’s 2008 Cost of Service application, considered
under Board file number EB-2007-0905, the Board is of the view that OPG’s cost of long-
term debt should be set in a manner similar to that adopted for natural gas

distributors.

Electricity transmitters

Consistent with the Board’s current practice as set out in various Decisions and Orders
arising from rate applications by electricity transmitters, the Board is of the view that an
electricity transmitter’s cost of long-term debt should be set in a manner similar to

that adopted for natural gas distributors.

Electricity distributors

In the 2000 Electricity Distribution Rate Handbook, the Board adopted deemed long-term

debt rates and deemed capital structures that varied based on the size of utility rate base.
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The deemed long-term debt rates applied regardless of a utility’s actual cost of debt and
actual capitalization. This deemed approach reflected the ongoing corporatization of the

sector and the fact that many electricity distribution utilities had no debt.

The 2006 Electricity Distribution Rate Handbook, issued by the Board on May 11, 2005,
documented an evolution of the treatment of long-term debt for electricity distributors. While
the size-related capital structure and (updated) deemed debt rates were retained, the
handbook outlined that long-term debt costs could also reflect the cost of embedded debt.
The cost of affiliate debt was also capped by the deemed debt rate at the time of issuance.

In April of 2006, Board Staff undertook research, commissioned expert advice and
consulted with stakeholders on the methods for setting the cost of capital and 2™
Generation Incentive Rate Making. These consultative activities culminated in the
December 20, 2006 Report. In that report, the Board provided additional guidance on the
treatment of long-term debt, and emphasized that while there should be increased reliance
on actual or embedded debt costs, the need for a deemed debt rate that would continue to

apply (either in itself or as a ceiling on affiliate debt) was recognized.

In distribution utility rate applications heard by the Board since the issuance of the
December 20, 2006 Report, the Board has made determinations on the treatment of long-
term debt that not only reflect the 2006 guidelines, but are based on the record before it in
each application. The Board has also been informed by the findings made in relation to
completed applications. The Board is of the view that it is appropriate for this cost of
capital policy to reflect the current practices of the Board with respect to determining

the cost of long-term debt based on recent Board decisions.

The following guidelines on the treatment of long-term debt are intended to provide more
certainty for applicants and all participants in general. The Board wishes to emphasize
that the long-term debt guidelines relating to electricity distribution utilities are
expected to evolve over time and are expected to converge with the process used by
the Board to determine the amount and cost of long-term debt for natural gas
distributors. The Board recognizes that there is still a need for the deemed long-term debt

rate, however its usage should become more limited in application. The Board wishes to
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reiterate that the onus is on the distributor that is making an application for rates to
document the actual amount and cost of embedded long-term debt and, in a forward test
year, forecast the amount and cost of new long-term debt to be obtained during the test

year to support the reasonableness of the respective debt rates and terms.

The following guidelines are relevant with respect to the determination of the amount and

cost of long-term debt for electricity distribution utilities.

The Board will primarily rely on the embedded or actual cost for existing long-term
debt instruments. The Board is of the view that electricity distribution utilities should be
motivated to make rational decisions for commercial “arms-length” debt arrangements, even

with shareholders or affiliates.

In general, the Board is of the view that the onus is on the electricity distribution utility to
forecast the amount and cost of new or renewed long-term debt. The electricity distribution
utility also bears the burden of establishing the need for and prudence of the amount and

cost of long-term debt, both embedded and new.

Third-party debt with a fixed rate will normally be afforded the actual or forecasted rate,
which is presumed to be a “market rate”. However, the Board recognizes a deemed long-
term debt rate continues to be required and this rate will be determined and published by
the Board. The deemed long-term debt rate will act as a proxy or ceiling for what
would be considered to be a market-based rate by the Board in certain

circumstances. These circumstances include:

o For affiliate debt (i.e., debt held by an affiliated party as defined by the Ontario
Business Corporations Act, 1990) with a fixed rate, the deemed long-term debt rate

at the time of issuance will be used as a ceiling on the rate allowed for that debt.

e For debt that has a variable rate, the deemed long-term debt rate will be a ceiling on
the rate allowed for that debt. This applies whether the debt holder is an affiliate or a

third-party.
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e The deemed long-term debt rate will be used where an electricity distribution utility

has no actual debt.

e For debt that is callable on demand (within the test year period), the deemed long-
term debt rate will be a ceiling on the rate allowed for that debt. Debt that is callable,
but not within the period to the end of the test year, will have its debt cost considered
as if it is not callable; that is the debt cost will be treated in accordance with other

guidelines pertaining to actual, affiliated or variable-rate debt.

¢ A Board panel will determine the debt treatment, including the rate allowed based on
the record before it and considering the Board’s policy (these Guidelines) and
practice. The onus will be on the utility to establish the need for and prudence of its

actual and forecasted debt, including the cost of such debt.

Deemed Long-term Debt Formula for Electricity Distributors

While the Board is of the view that greater reliance should be placed on embedded debt,
including forecasts of the amount and cost of new debt expected to be incurred during the
test year, the Board recognizes that there is a continuing need for a deemed long-term debt

rate.

While there were no specific suggestions for how the deemed long-term debt rate should be
calculated, the Board sees merit in modifying the formula in a manner consistent with

the changes adopted for the ROE adjustment formula.

Specifically, the Board considers that the deemed long-term debt rate for the test year
should be an estimate based on the long (30-year) Government of Canada bond yield
forecast plus the average spread between an A-rated Canadian utility bond yield and
30-year Government of Canada bond yield for all business days in the month three
(3) months in advance of the (proposed) effective date for the rate changes. This

change is only in the source of the data, in the following ways:
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e The 30-year A-rated Canadian utility bond yield data from Bloomberg will replace the
BBB/A-rated Canadian Corporate bond yield series that was obtained from PC
Bond, an affiliate of TSX.

¢ The monthly average of business daily data will be used, instead of the weekly data

used previously.

The changes are due to the data availability, and to transparency and cost. Both
Bloomberg and PC Bond corporate bond series are proprietary and available on
subscription bases. Using the same A-rated Canadian utility bond yield series from
Bloomberg will reduce costs and work and increase transparency of the calculations. The
Board does not consider the changes in methodology will have any material impact on the
calculated deemed long-term debt rate. The Board also notes that this methodology was
supported by LPMA and BOMA in their final written comments. "

Appendix C provides a detailed description of the methodology for calculating the deemed

long-term debt rate.

4.4.2 Short-term debt

Natural gas distributors

For rate regulated natural gas distributors, short-term debt is used for an unfunded portion
to true-up the deemed capitalization to the utility’s actual capitalization. As the variance
between actual and deemed capital structures is generally small, the unfunded portion is
typically a small fraction of total capitalization for rate-setting purposes.

% The PC Bond data was, prior to mid-2007, produced by Scotia Capital Inc., and publicly available from
Statistics Canada and the Bank of Canada.

"0 Written Comments of the London Property Management Association and the Building Managers and
Owners Association of the Greater Toronto Area. October 30, 2009, p. 32
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In a Cost of Service application, the applicant natural gas distributor forecasts the
cost of short-term debt for the test year, and this is subject to review. The Board
notes that no participant questioned the Board’s policy and practice for natural gas
distributors, and has determined that it is appropriate to continue with this approach.
With the development of a new deemed short-term debt rate for use in the electricity
transmission and distribution sector, the Board notes that it and other participants may take
into consideration the deemed short-term debt rate, as discussed below and documented in

Appendix D.

OPG’s prescribed rate-regulated baseload generation

Consistent with the Board’s practice in OPG’s 2008 Cost of Service application (EB-2007-
0905), the Board is of the view that OPG’s cost of short-term debt should be setin a

manner similar to that adopted for natural gas distributors.

Electricity transmitters and distributors

Prior to the issuance of 2008 rates, short-term debt was not factored into electricity
distribution and transmission rate-setting. In the December 20, 2006 Report, the Board
adopted a deemed short-term debt rate that would apply to a deemed 4% of the capital
structure. The formula for the deemed short-term debt rate was established as the average
3-month Bankers’ Acceptance rate plus a 25 basis point spread, determined three months
in advance of the effective date for rates. The short-term debt rate, and deemed 4%
component of the capital structure was introduced in Cost of Service applications for 2008

distribution rates.

In the consultation, certain electricity distributors commented that they are unable to borrow

at rates as predicted by the current deemed short-term debt formula. ™'’ These electricity

™ Written Comments of FortisOntario Inc. September 10, 2009. p. 8, bullet at bottom of page.
FortisOntario Inc. indicates that a high-grade utility would be Bankers’ Acceptance + 175 basis points, for
smaller operating company entities, it would be Bankers’ Acceptance + 250-275 basis points
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distributors have documented that the cost of short-term debt is much higher and depends
on market conditions and on the rating of a distributor. The concern was not with using the
Bankers’ Acceptance rate, but primarily with the spread over Bankers’ Acceptances. The
suggestion was that the Board should obtain estimates of the spread from major Canadian
banks, and add this to the average Bankers’ Acceptance rate as calculated for rate-setting.
To lessen the burden, it was suggested that this spread be calculated annually in January of
the year, and used as needed. The Board could obtain quotes from banks more frequently

if market conditions warranted it.

The Board is of the view that this approach to establishing the deemed short-term debt rate
has merit. The Board thus will adopt the following approach to determining the

deemed short-term debt rate:

¢ In mid-January of each year, the Board will contact major Canadian banks to obtain
estimates of the spread of a typical short-term loan for an R1-low utility over the 3-
month Bankers’ Acceptance rate. The selection of R1-low is to reflect the fact that
most distributors currently going to market would fall in that category; only Toronto
Hydro Electric Systems Limited and Hydro One Networks Inc. would be R1-Mid or
R1-High. Up to six quotes will be obtained. Ideally, the high and low estimates will
be discarded to reduce the influence of outliers, and the average spread will be
calculated. In the event that less than four quotes are obtained, the average spread
will be calculated without discarding high and low estimates. The identity of the

banks providing quotes will be protected.

¢ For the month three months in advance of the effective date for rates, the average 3-
month Bankers’ Acceptance rate should be calculated based on data for all business
days in the month. To this will be added the average spread calculated above,

giving the deemed short-term debt rate for rate-setting purposes.

2 Ontario Energy Board. Transcript of Consultation Process on Cost of Capital Review. October 6,
2009, p.144, 1. 20 to p. 146, |. 22. Also, p. 148, I. 19 to p. 149, I. 15.
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Full documentation on the deemed short-term debt rate methodology is provided in

Appendix D.

In its final comments, LPMA/BOMA submitted that the current formula should be retained,
but the spread increased from 25 basis points to 50 basis points, on the basis of recent
economic history.” The Board has determined that distributors and other participants
provided sufficient documentation that the spread over bankers’ acceptance rates with
which they can borrow short-term debt is much higher than the 25 basis points currently
used, or even the 50 basis points proposed by LPMA/BOMA. Further, LPMA/BOMA’s
proposal could possibly need review in the future. The Board is of the view that its adopted
approach, while entailing some more work by the Board to obtain the spread quotes from
the banks each year, is more flexible and will provide more reasonable estimates of the cost

of short-term debt in each year.

3 Written Comments of the London Property Management Association and the Building Managers and
Owners Association of the Greater Toronto Area. October 30, 2009. p, 31.
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4.5 Summary

The key elements of the Board’s cost of capital policy are summarized in the following table.

Table 2: Components of the Board's Cost of Capital Policy

Capital
structure

60% debt (56% long-term and 4% short-term) and 40% equity for electricity
distributors.

Gas distributors, electricity transmitters and OPG will continue with approved
capital structures.

Short-term
debt rate

Once a year, in January, obtain real market quotes from major banks, for
issuing spreads over Bankers Acceptance rates for the cost of short-term debt.
The short term rate will be calculated as the average Bankers’ Acceptance for
the month 3 months in advance of the effective date for the rates, plus the
spread for the year calculated above.

Long-term
debt rate

The deemed long-term debt rate will be based on the Long Canada Bond
Forecast plus an average spread with an A-rated long-term utility bond yield).
Third-party embedded/actual debt with fixed rates, terms and maturity will get
the actual rate.

Affiliate embedded/actual debt with fixed rates, terms and maturity will get the
lower of actual and deemed debt rate at time of issuance.

Utility provides forecasts of new debt for a forward test year, where possible.
New third-party debt will be accepted at the negotiated market rate. If a
forecasted new rate is not available (i.e., due to timing), the deemed long-term
debt rate may apply.

For new affiliated debt, the deemed long-term debt rate will be a ceiling on the
allowed rate. The onus will be on the utility to demonstrate that the applied for
rate and terms are prudent and comparable to a market-based agreement and
rate on arms-length commercial terms.

Variable-rate debt will be treated like new affiliated debt.

Renegotiated or renewed debt will be considered new debt.

Where a utility has no actual debt, the deemed long-term debt rate shall apply.

Common
equity
return

Refined formula-based ROE will be calculated as the base ROE + 0.5 X
(change in Long Canada Bond Forecast from base year) + 0.5 X (change in the
spread of (A-rated Utility Bond Yield — Long Canada Bond Yield) from the
spread in the base year). This includes an implicit 50 basis points for
transactional costs.

The ROE (and the short-term and long-term debt rates) will be based on data
for the month 3 months in advance of the effective date for rates.

Reset formula for 2010: The base ROE in the refined formula will be calculated
for 2010 as Long Canada Bond Forecast rate plus an ERP of 550 basis points,
and reflects multiple, empirically supported, estimates provided in consultation
which led to this report.
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5 Implementation

5.1 Transition to Recommended Cost of Capital

The policy set out in Chapter 4 of this report will come into effect for the setting of rates,
beginning in 2010, by way of a cost of service application.

The Board’s “Minimum Filing Requirements for Natural Gas Distribution Cost of Service
Applications” and the Board’s “Filing Requirements for Transmission and Distribution
Applications” are sufficient for the purposes of implementing the policies set out in this
report. Those requirements include information to be filed in support of a utility’s proposed
cost of capital in a cost of service application. There is no need for additional filing
requirements. The onus is on an applicant to adequately support its proposed cost of
capital, including the treatment of and appropriate rates for debt instruments. The Board
notes that this is being done in cost of service applications. However, the Board wishes to
point out the increased emphasis that it is placing on applicants to support their existing and
forecasted debt, and the treatment of these in accordance with the guidelines, or to support

any proposed different treatment.

5.1.1 Continued Migration to Common Capital Structure

The Board will continue to include an adjustment to rates in 2010, as applicable, as outlined
in its December 20, 2006 Report, in order to transition electricity distributors to the single

deemed capital structure of 60% debt and 40% equity.

With 2010 rates, most electricity distributors will have completed the transition to the
deemed capital structure of 60% debt (56% long-term and 4% short-term) and 40% equity.
However, some distributors have not completed the transition. The Board will deal with the
transition to the common deemed capital structure for these distributors when they file
applications for rates.
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5.2 Impact on Other Board Policies

5.2.1 Prescribed Interest Rates

The deemed short-term debt rate and the prescribed interest rate for deferral and variance
accounts use closely related methodologies. Distributors commented that changes to the
deemed short-term debt rate should be reflected in the prescribed interest rate. Further,
there was acknowledgement that any new formula for the prescribed interest rate for
deferral and variance accounts, used to calculate carrying charges on balances, would
apply to both credit and debit balances. The Board agrees. While the policy in this report
does not cover the prescribed interest rates, the Board intends to initiate a review of its
approach to calculating the prescribed interest rate to align it with the approaches set out in

this report.

December 11, 2009 -62 -

70



Ontario Energy Board

6 Annual Update Process and Periodic Review

6.1 Annual Update Process

The Board will apply the methods set out in this report annually to derive the values for the
ROE and the deemed long-term and short-term debt rates for use in cost of service

applications.

If the application of these methods produces numerical results that, in the view of the Board,
raise doubt that the FRS is met, the Board may then use its discretion to begin a
consultative process to determine whether circumstances warrant an adjustment to the
formulaic approach, in general, or to any of the cost of capital parameter values specifically.
The Board also may, at its discretion and based on the circumstances at the time, use the
previous year’s formula-generated values on an interim basis until its final determination is

made following the consultative process.

Stakeholders proposed a variety of tests and approaches that could be used to supplement
the Board’'s annual review of the cost of capital parameters. The Board is of the view that
any tests or approaches used to assess the reasonableness of the cost of capital
parameters should be consistent with the formulaic ROE adjustment mechanism adopted.
Accordingly, the Board will not attempt to annually derive the ROE using CAPM, DCF or
other cost of capital methodologies to assess the reasonableness of the formula-generated
ROE. The Board notes that participants are free to perform such calculations and ask the

Board to review the formula when they feel it is appropriate.

For the purposes of assessing the reasonableness of results on an annual basis, the Board
will examine the values produced by the Board’s cost of capital methodology, and the
relationships between them, in the context of the economic and financial conditions of the
day. Further and consistent with the 1997 Draft Guidelines, the Board will review its
approach as conditions arise that may call into question its validity. Further, parties may

ask the Board to review its cost of capital policies when they feel it is appropriate or the
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Board may do so on its own initiative. In either case it will be the Board's decision as to the
time for a review. Finally, the Board may request the presentation of other tests or require
some weighting for other tests should the Board want to assure itself that its approach does

not lead to perverse results and is directionally in line with other market indicators. "

6.2 Periodic Review

The Board has determined that it will periodically review its formulaic ROE adjustment
mechanism. The use of any formulaic approach to approximate a change in the ROE is
bound to be imperfect and any such imperfection may, over time, result in cumulative or

compounding effects such that the application of it may not continue to meet the FRS.

The Board notes that the time period for a review suggested by stakeholders varied from 3-
5 years, with Energy Probe suggesting that “4-5 years is probably too short.””

The Board has determined that a review period of five years provides an appropriate
balance between the need to ensure that the formula-generated ROE continues to
meet the FRS and the objective of maintaining regulatory efficiency and
transparency. Accordingly, the Board intends to conduct its first regular review in 2014
and any changes to the policy made as a result of that review would apply to the setting of

rates for the 2015 rate year.

At the time of the review, the Board will provide guidance to stakeholders through, for
example, an issues list similar to that issued on July 30, 2009, and the relevant period over
which to estimate the risk-free rate. This latter approach will promote the use of a common

basis to derive cost of capital estimates, increasing their direct comparability.

The periodic review will not necessarily result in a resetting of the base ROE or refining of

the adjustment factors and/or terms of the formula. The Board will seek the views of

™ Ontario Energy Board. Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Utilities. March 1997. p. 2.
S Written Comments of Energy Probe Research Foundation, September 8, 2009, p. 12.
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stakeholders on the need to reset the ROE and the need to revise the formula. If the Board
is satisfied that its approach remains appropriate, the base ROE and the formula will remain

unchanged and the review will conclude.
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Appendix A: Summary on the Formula-Based Return on
Equity Guidelines in Effect in the 2009 Rate Year

The Board’s existing formula-based approach using the equity risk premium (“ERP”)
method for determining the fair rate of return for natural rate regulated natural gas utilities is
set out in its 1997 Draft Guidelines on a Formula-Based Return on Common Equity. The
1997 Draft Guidelines were first applied in the EBRO 495 proceeding which set fiscal 1998
rates for the Consumers’ Gas Company Ltd. The Board’s December 2006 Report of the
Board on Cost of Capital and 2" Generation Incentive Regulation for Ontario’s Electricity
Distributors reaffirmed the continued use of this approach for electricity distribution utilities
subject to a number of minor modifications, as described below.

Draft Guidelines on a Formula-Based Return on Common Equity for Regulated
Natural Gas Utilities:

The 1997 Draft Guidelines, have two phases: an initial setup and an ongoing adjustment
mechanism.

Initial Set-Up
Step 1: Establish the forecast of the long Government of Canada yield for the test year

The forecast yield of long-term Government of Canada bonds is established for the test
year by taking the average of the 3 and 12 months forward 10-year Government of Canada
bond yield forecasts, as stated in the most recent issue of Consensus Forecasts, and
adding the average of the actual observed spreads between 10 and 30-year Government of
Canada bond yields, for each business day in the month corresponding to the most recent
Consensus Forecast issue.

Step 2: Establish implied risk premium

A utility’s test year ROE will consist of the projected yield for 30-year long Canada bonds
plus an appropriate premium to account for the utility’s risk relative to long Canada bonds.
The primary methodological approach to be used in evaluating the appropriate risk premium
should be the ERP test.

The ERP test is designed to measure the cost of equity capital from the capital attraction
perspective. It relies on the assumption that common equity is riskier than debt and that
investors will demand a higher return on shares, relative to the return required on bonds, to
compensate for that risk. The premium required by an investor to assume the additional
risk associated with an equity investment is taken to be the difference between the relevant
debt rate, usually the yield on long-term government bonds, and some estimate of the
stock’s cost of equity. The recommended cost of equity value under the ROE approach is
therefore usually computed as the sum of the test-period forecast for the government yield
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and the utility-specific risk premium the analyst has estimated based on historical ROE
evidence and forward-looking considerations.

The Adjustment Mechanism

Once the initial ROE has been set for each of the utilities, a procedure must be put in place
to automatically adjust the allowed ROE for each utility to account for changes in long
Canada yield expectations. The timing of the adjustment mechanism process for each
utility will be consistent with its fiscal year-end.

Step 1: Establish the forecast long Canada rates

The formula-based ERP approach annually adjusts a utility’s allowed ROE based on
changes in forecast long-term Government of Canada bond yields. Each year the process
outlined in Step 1 of the initial setup phase will be repeated and an updated, consensus-
based forecast of 30-year long-Canada bond yields will be obtained. The current test year
rate forecast will then be compared to the previous test year forecast.

Step 2: Apply adjustment factor

The difference between the forecast long Canada rate calculated in Step 1 and the
corresponding rate for the immediately preceding year should be multiplied by a factor of
0.75 to determine the adjustment to the allowed ROE. This adjustment will then be added
to the utility’s previous test year ROE and the sum should be rounded to two decimal points.

Term of the Rate of Return Formula

The rate of return formula should be reviewed as conditions arise that may call into question
its validity. Parties may ask the Board to review the formula when they feel it is appropriate
or the Board may do so on its own initiative. In either case it is the Board’s decision as to
the time for a review.

The Board may request the presentation of other tests or require some weighting for other
tests in the formula should the Board want to assure itself that the ERP formula approach
does not lead to perverse results and is directionally in line with other market indicators.

December 20, 2006 Report of the Board on Cost of Capital and 2" Generation
Incentive Regulation for Ontario’s Electricity Distributors:

Since 1999, the cost of capital for electricity distributors has been governed by the Board’s
Decision with Reasons in proceeding RP-1999-0034. This decision established a size-
related capital structure for distributors and set the return on equity at 9.88%.° In the
December 20, 2006 Report, the Board determined that the current approach to setting ROE
would be maintained. The ROE will continue to be determined based on the Long Canada

% Ontario Energy Board. Report of the Board on Cost of Capital and 2"! Generation Incentive Regulation
for Ontario’s Electricity Distributors. December 20, 2009. p. 3.
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Bond Forecast plus an ERP. The approach is a modified Capital Asset Pricing Model
method and includes an implicit 50 basis points for transaction costs. At that time, the
Board also adopted deemed equity of 40% for all distribution utilities.

In the December 20, 2006 Report, the Board clarified the starting point to be used for each
annual update and determined that it is appropriate to use the ROE calculated at that time
as the starting point. This figure was 9.35%, as per the Board’s determination in Hydro One
Network Inc.’s RP-1998-0001 Decision. The Board indicated that it will use 9.35% as the
starting point for the update. As a result of the December 20, 2006 Report, the ROE for any
period would be:

ROE; = 9.35% = 0.75 x (LCBF; — 5.50%)
Where:

e The ROE is set three months in advance of the effective date for the rate change.
Therefore, for May 1 rate changes the ROE will be based on January data.

e The Long Canada Bond Forecast (LCBF) for any Period is the average of the 3-month
and 12-month forecasts of the 10-year Government of Canada bond yield as published
in Consensus Forecasts at time t plus the average of the actual observed spreads
between 10 and 30-year Government of Canada bond yields, for each business day
during the month corresponding to the Consensus Forecasts at time t.

-1l - December 11, 2009

77



intentionally blank

78



Ontario Energy Board

Appendix B: Method to Update ROE

With the release of this report, the Board is resetting and refining its formulaic approach for
determining a utility’s Return on Equity (“ROE”) applicable to the prospective test year. The
formula has been reset to address the difference between the allowed ROE arising from the
application of the formula and the rate of ROE for a low risk proxy group that cannot be
reconciled based on differences in risk alone. The formula has been refined to reduce the
sensitivity of the approach to changes in government bond yields due to monetary and fiscal
conditions that do not reflect changes in utility cost of equity.

The formula as set out in this report includes (a) a term to reflect the change in the Long
Canada Bond forecast (“LCBF”) and (b) a term to reflect the change in the spread between
A-rated Utility bond yields over the Long Canada Bond yield.

The adjustment factor for the LCBF term is set at 0.5. The adjustment factor for the A-rated
Utility bond term is set at 0.5. The methodology for calculating the Long Canada Bond
forecast is the same as that set out in the Board’s December 20, 2006 Report.

The base for the ROE adjustment formula is set at 9.75%. The corresponding base LCBF
is 4.25% and the spread in 30-year A-rated Canadian utility bonds over the 30-year
benchmark Government of Canada bond yield is 1.415%.

While there is a change in the base numbers and the adjustment formula, the general

approach for calculating the updated ROE is the same as that set out in the Board’s
December 20, 2006 Report.

The ROE for the prospective test year (ROE,) will be calculated by the following adjustment
formula:

ROE, = BaseROE +0.5x (LCBF, — BaseLCBF) + 0.5 x (UtilBondSpread, — BaseUtilBondSpread)

Where:

e LCBF, is the Long Canada Bond Forecast for the test year, and is calculated as:

( CBi - CBi )
IOCBFS,t+1OCBF12,t Z % o !

LCBF, =
2 |

Where

o ,,CBF;, is the 3-month forecast of the 10-year Government of Canada bond yield

as published in Consensus Forecasts three (3) months in advance of the
implementation date for rates;
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o

UtilBondSpread, = -

10CBFy, is the 12-month forecast of the 10-year Government of Canada bond

yield as published in Consensus Forecasts three (3) months in advance of the
implementation date for rates;

a0 OBy is the benchmark bond yield rate for the 30-year Government of Canada

bond at the close of day i of the month that is three (3) months in advance of the
implementation date for rates, as published by the Bank of Canada [Cansim
Series V39056];

10CB is the benchmark bond yield rate for the 10-year Government of Canada

bond at the close of day i of the month that is three (3) months in advance of the
implementation date for rates, as published by the Bank of Canada [Cansim
Series V39055]; and

| is the number of business days for which Government of Canada and A-rated
Utility bond yield rates are published in the month three (3) months in advance of
the implementation date for rates.

UtilBondSpread, is the average spread of 30-year A-rated Canadian Utility bond yields

over 30-year Government of Canada bond yields over all business days in the month
three (3) months in advance of the implementation date for rates, and is calculated as

> (5, UtilBonds; ,—,CB, ,)

Where:

aUtilBonds; is the average 30-year A-Rated Canadian Utility bond yield rate, from
Bloomberg L.P., for business day i of the month that is three (3) months in advance
of the implementation date for rates [Series C29530Y];

OB is the benchmark bond yield rate for the 30-year Government of Canada

bond at the close of day i of the month that is three (3) months in advance of the
implementation date for rates, as published by the Bank of Canada [Cansim
Series V39056]; and

| is the number of business days for which Government of Canada and A-rated
Utility bond yield rates are published in the month three (3) months in advance of
the implementation date for rates.

As noted above, based on September 2009 data, the base ROE is set at 9.75% and the

corresponding BaseLCBF is 4.25% and BaseUtilBondSpread is 1.415%. Thus the ROE
adjustment formula is specified as:

ROE, =9.75% + 0.5 x (LCBF, — 4.25%) + 0.5 x (UtilBondSpread, —1.415%)

The ROE for any period will be rounded and expressed as a percentage with two decimal

places (i.e., XX.XX%).
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As for other cost of capital parameters, data will be for the month that is three months prior
to the effective date for the new rates. For example, for rates effective May 1, January data
will be used to calculate the updated ROE. This means is that Consensus Forecasts
published in the month of January, and Bank of Canada and Bloomberg L.P. data for all
business days during the month of January will be used to calculate the updated ROE.

The necessary data are available shortly after the end of the month, and thus poses no
undue delays for rate-setting.

The use of the ROE will be in accordance with the policy described in section 4.2 of this
report.
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Appendix C. Method to Update the Deemed Long-term
Debt Rate

The Board will use the Long Canada Bond Forecast plus an average spread of A-rated
Corporate Utility bond yields over the actual Long Canada Bond yield to determine the
updated deemed long-term (“LT") debt rate.

This approach is consistent with the methodology adopted in the December 20, 2006
Report, to represent a fair market rate for a long-term debt instrument in the test period.
The only change is the source of the corporate bond yields, which is now the A-rated
Corporate Utility bond index yield obtainable from Bloomberg L.P.

Consistent with the approach used in prior guidelines, the 2006 Electricity Distribution Rate
Handbook and the December 20, 2006 Report, the ROE and the deemed long-term debt
rates are based on the same forecast of the risk-free rate. For certainty, the Long Canada
Bond Forecast (LCBF, ) used in the ROE formula will be used in the calculation of the

deemed LT rate.

The deemed LT debt rate (LTDR,) will be calculated as follows:

Y (5,UtilBonds, ,—,CB; ,)
LTDR, = LCBF, + -

Where:

e LCBF, is the Long Canada Bond Forecast for the prospective test year, as defined in

Appendix B for the calculation of the ROE;
e ., UtilBonds, is the average 30-year A-Rated Canadian Utility bond yield rate, from

Bloomberg L.P., for business day i of the month that is three (3) months in advance of
the implementation date for rates [Series C29530Y];

e ,,CB;, is the benchmark bond yield rate for the 30-year Government of Canada bond at

the close of day i of the month that is three (3) months in advance of the implementation
date for rates, as published by the Bank of Canada [Cansim Series V39056]; and

e | is the number of business days for which Government of Canada and A-rated Utility
bond yield rates are published in the month three (3) months in advance of the
implementation date for rates.

As for other cost of capital parameters, data will be for the month that is three months prior
to the effective date for the new rates. For example, for rates effective May 1, January data
will be used to calculate the updated deemed LT debt rate.

The use of the deemed LT debt rate will be in accordance with the policy described in
section 4.4.1 of this report and based on the evidentiary record in the particular application.
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Appendix D: Method to Update the Deemed Short-term
Debt Rate

The Board will use a new methodology to estimate the deemed short-term (“ST”) debt rate,
consisting of the average 3-month Bankers’ Acceptance rate as published by the Bank of
Canada plus a forecasted average spread of short-term debt issuances over 3-month
Bankers’ Acceptance rates for R1-low Canadian utilities.

This is a change over the previous methodology, specifically in the spread above the
Bankers’ Acceptance rate which previously was fixed at 25 basis points. The new
methodology will use spread forecasts obtained from Canadian prime banks to better reflect
the short-term rates that utilities can obtain short-term financing for.

The calculation of the deemed ST debt rate will be done through a two-step process.

1. Annual calculation of the average spread over 3-month Bankers’ Acceptance
Rates

Once a year, in January, the average spread of short-term debt issuances over 3-month
Bankers’ Acceptance rates will be obtained by Board staff contacting major Canadian
banks. Up to six quotes will be obtained to calculate the average spread to be used during
the calendar year. ldeally, the high and low estimates will be discarded to reduce the
influence of outliers, and the average spread will be calculated. In the event that less than
four quotes are obtained, the average spread will be calculated without discarding high and
low estimates.

If market conditions materially change, the Board could decide that the average spread may
need to be updated at some point other than January.
2. Calculation of the Deemed Short-Term Debt Rate

The deemed short-term debt rate (STDR, ) for the prospective test year will be calculated
as:

> BA

STDR, =- I + AnnSpread,

Where:

e BA is the 3-month Bankers’ Acceptance Rate for day i in the selected month, as
published by Statistics Canada and the Bank of Canada [Cansim Series V39071];
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¢ | is the number of business days for which published Government of Canada and A-
rated Utility bond yield rates are published in the month three (3) months in advance of
the implementation date for rates; and

e AnnSpread, is the average annual spread in short-term debt issuances for an R1-low

utility over 3-month Bankers’ Acceptance rates for the test year t, calculated in step 1
above.

As for other cost of capital parameters, data will be for the month that is three months prior
to the effective date for the new rates. For example, for rates effective May 1, January data
will be used to calculate the updated deemed ST debt rate.

The use of the deemed ST debt rate will be in accordance with the policy described in
section 4.4.2 of this report.
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OPG Recent Issuances Compared to OEB Deemed Long-term Debt Rate

Last 5 debt issuances impacting OPG's Regulated Operations as of June 30, 2024 Annual
Interest
Tenor Actual OPG Effective Deemed OEB Deltavs Coupon  Principle  variance
Line Year (years) Actual OPG Coupon Rate Rate rate Rate ($ million)  ($ Million)
1 2024 10 4.83% 5.08% 4.58% -0.25% 4967 -1.24
2 2024 30 4.99% 5.17% 4.58% -041%  496.2 -2.03
3 2022 10 4.92% 4.98% 3.49% -143% 2979 -4.26
4 2018 30 3.84% 3.92% 4.16% 032% 4171 1.33
5 2019 30 4.25% 4.34% 4.13% -0.12% 0.4 0.00
Exhibit M2,
Sources: Exhibit N-M2-8-SEC-40 Figure 37 -6.20

<— Interest expense
not recovered in rates
(would need to be
converted to revenue
requirement for full
impact)
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EB-2009-0084

Report of the Board

on the Cost of Capital for Ontario’s Regulated
Utilities
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e The Board has determined that a split of 60% debt, 40% equity is appropriate for all
electricity distributors. & Capital structure was not a primary focus of the
consultation and the Board notes that the comments made by participants in the

consultation largely supported the continuation of the Board’s existing policy.

e For electricity transmitters, generators, and gas utilities, the deemed capital structure
is determined on a case-by-case basis. The Board's draft guidelines assume that
the base capital structure will remain relatively constant over time and that a full
reassessment of a gas utility’s capital structure will only be undertaken in the event

of significant changes in the company’s business and/or financial risk.

4.4 Debt Rates

4.41 Long-term debt

The determination of the cost of long-term debt was not a primary focus of the consultation
and the Board notes that the comments made by participants in the consultation largely

supported the continuation of the Board'’s existing policies and practices.

While the Board agrees with this approach, it is important to note that the determination of
the cost of long-term debt has typically received significant interest in the processes to
establish electricity distribution and, to a lesser extent, electricity transmission rates. In
contrast to the difficulty establishing the utility cost of equity that arises from a lack of
transparency, the issues associated with the determination of a utility's long-term debt cost
arise from different factors, including the relatively short period of time since the
corporatization of electricity distribution and transmission utilities, the relatively short history

of rate regulation by the Board, and the presence of significant amounts of affiliate debt.

%" Ontario Energy Board. Report of the Board on Cost of Capital and 2™ Generation Incentive Regulation
for Ontario’s Electricity Distributors. December 20, 2006. p. 5

% Ontario Energy Board. Compendium to Draft Guidelines on a Formula-Based Return on Common
Equity for Regulated Utilities. March, 1997. p. 30
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Exhibit N-M2-8-SEC-40
Page 1 of 4

Ontario Energy Association (OEA)

Answer to Interrogatory from
School Energy Coalition (SEC)

INTERROGATORY

Reference:
M2, p.39]

Question(s):

In SEC’s experience, debt issuance/transaction costs on debt may or may not be
material cost (e.g. bond issuance for large utility vs. bank loan for a small distributor,
even proportionately can have very different costs). Furthermore, utilities who include a
transaction cost as part of the interest rate often apply a 5-basis point adder regardless
of the actual costs.

a) Please provide Concentric’s views on when it is and is not appropriate to include
transaction cost as part of the long-term debt rate.

b) For each CLD+ utility, please confirm that it recovers its debt issuance/transaction
costs entirely through the amortizing costs over the life of a debt instrument. If not
confirmed, how are those costs recovered.

c) For each CLD+ utility, for each of its last 5 debt issuances, please provide the, i)
actual transaction issuance/costs (that would otherwise not be funded out of base
rates), ii) based on the debt amount and term, the effective interest rate of the actual
transaction costs when amortized over the life of the debt instrument, the iii) actual
incremental amount that was added to the issuance debt rate for
transaction/issuance.

Response:

a) Please see Concentric’s report, Exhibit M2, at 39-40, where Concentric proposes to
maintain the status quo with regard to the treatment of debt issuance/transaction costs
and provides support for that recommendation.

b) Toronto Hydro — Confirmed.

Alectra — Confirmed.
Enbridge Gas Inc. — Confirmed.
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Page 2 of 4

OPG - Confirmed.

Hydro Ottawa - Any issuance costs are amortized over a five-year period which is
consistent with the write-off for tax purposes.

UCT 2 - Actual debt issuance costs were not requested to be included in the revenue
requirement in the company’s current IR term. The unamortized debt issuance costs
will be included in the calculation for the next IR term and amortized over the remaining
life of the debt instrument.

Hydro One: Confirmed. As discussed in paragraph 3.6 of Exhibit F, Tab 1, Schedule

3 of EB-2021-0110 (page 11), debt issuance costs specific to each debt issue are
included in the Premium Discount and Expenses column of the debt schedules and
reflected in the Effective Cost Rate.

the actual transaction costs.

Toronto Hydro:

Concentric understands part (ii) as asking for the effective interest rate inclusive of

Debenture Date of Effective Incremental
Series Issuance Terms (yrs) Maturity Date |Prinicipal Interest Rate |(Issuance Costs |Interest Rate |Rate
Series 17 18-Oct-2021 10| 20-Oct-2031| $ 150,000,000 2.52%| S 887,422 2.60% 0.08%
Series 18 18-Oct-2021 30| 18-Oct-2051| S 200,000,000 3.32%| S 1,383,230 3.38% 0.06%
Series 19 13-Oct-2022 30, 13-Oct-2052| $ 300,000,000 5.00%| S 2,127,135 5.11% 0.11%
Series 20 14-Jun-2023 10|  14-Jun-2033| $ 250,000,000 4.66%| S 1,591,529 4.79% 0.13%
Series 21 12-Oct-2023 5| 12-Oct-2028| $ 200,000,000 5.18%| S 1,171,731 5.38% 0.20%
UCT 2:
Debt Issuance Cost $5,462,938
Effective Interest Rate | NA
Incremental Rate NA
Alectra:
- ) Tarm Maturity . teaise ey | ENECE Rate | Coupon rate | Incrememtal
Dhescriptian Lender Saaet Date yeaws) e Principal {5 tesue cost %) %) 24
Promissony Mote Payable  [Alectra Inc 412018 I0[ anzamds  E200.0000000) 51437541 3.50%) 3 46% D%
Promissory Note Payable  [Alsctia Inc 2112021 0] 2vn 5300,000,000] 51,754,325 1.82%) 1.75% 006%
Promigsarny Note Payakde  [Alactra Inc 11714052022 30 1971450057 $250,000,000| 51, 755955 5.2T% 5.21% 0.05%
Promigsony Mote Payakle  [Alectia Inc B0 10 GMI0)  5200,000.000] 51423855 4.T2% 461% D.05%
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Hydro Ottawa:

Type of Date of Term Maturity | Principal Issuance Coupon | Effective Incremental
Debt Issuance | (Years) | Date (S) Cost Rate interest amount
Instrument (%) rate*
Promissory Note 9/Feb/15 30 2/Feb/45 | $121,333,000 | $786,032.67 3.639% 3.661% 0.022%

Note 1
Promissory Note 25/Jun/15 10 25/Jun/25 $15,999,000 $88,067.61 2.614% 2.669% 0.055%

Note 2
Promissory Note 25/Jun/15 30 25/Jun/45 $14,001,000 $91,082.12

3.639% 3.661% 0.022%

Note 3
Promissory Note 16/0ct/19 10 16/0ct/29 $87,500,000 $0 2.660% 2.660% 0%
Promissory Note 16/0ct/19 30 16/0ct/49 |  $162,500,000 $0 3.210% 3.210% 0%

* Effective Interest rate of the actual transaction costs when amortized over the life of the debt instrument
** Actual incremental amount that was added to the issuance debt rate for transaction/issuance
1. The rate of interest payable on the principal amount or the amount remaining unpaid from time to

time on this Promissory Note shall be 3.769% per annum from February 9, 2015 to February 8,
2020 (the first five years). Subsequently, the rate of interest payable on the Principal Amount or
the amount remaining unpaid from time to time on this Promissory Note shall be 3.639% per

annum from February 9, 2020 to February 8, 2045.

2. The rate of interest payable on the principal amount or the amount remaining unpaid from time to
time on this Promissory Note shall be 2.724% per annum from June 25, 2015 to June 25, 2020
(the first five years). Subsequently, the rate of interest payable on the Principal Amount or the
amount remaining unpaid from time to time on this Promissory Note shall be 2.614% per annum

from June 26, 2020 to June 25, 2025.

3. The rate of interest payable on the principal amount or the amount remaining unpaid from time to
time on this Promissory Note shall be 3.769% per annum from June 25, 2015 to June 25, 2020
(the first five years). Subsequently, the rate of interest payable on the Principal Amount or the
amount remaining unpaid from time to time on this Promissory Note shall be 3.639% per annum

from June 26, 2020 to June 25, 2045.

Hydro One:

Last 5 Debt Issuances as at August 20, 2024

Hydro One Inc.

Principal Debt
Offering Term Maturity Amount Coupon Premium / Issuance Effective Incremental

Date (Years) Date ($Millions) Rate Yield (Discount)  Costs* Interest Rate Amount
12-Dec-23 31.0 30-Nov-54 100.0 4.85% 4.56% 4.9 (0.50) 4.58% 0.029%
12-Jan-24 5.9 30-Nov-29 250.0 3.93% 4.09% (2.1) (0.88) 4.16% 0.068%
12-Jan-24 10.1 1-Mar-34 550.0 4.39% 4.40% (0.3) (2.20) 4.45% 0.049%
20-Aug-24 10.4 4-Jan-35 700.0 4.25% 4.25% (0.3) (2.80) 4.30% 0.048%
20-Aug-24 30.3 30-Nov-54 500.0 4.85% 4.64% 16.6 (2.50) 4.67% 0.030%

A portion of each debt issue listed above has been allocated to Hydro One Networks Inc. Distribution and Hydro One Networks Inc. Transmission
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OPG:
List of last 5 debt issuances Impacting OPG's Requlated Operations as of June 30. 2024 (SM)*
Line Issue Term Maturity Issuance Effective Interest (Coupon)|  Incremental
No. Issue Date (years) Date Principal (§M) | Costs ($M) | Interest Rate (%) Rate (%) (%)
List of last 5 debt issuances
1 |Green Bond 6/28/2024 10.0 6/28/2034 496.7 33 5.08% 483% 0.25%
2 |Green Bond 6/28/2024 30.0 6/28/2054 496.2 3.8 517% 4.99% 0.18%
3 |Green Bond 7/18/2022 10.0 7/19/2032 297.9 2.1 4.98% 4.92% 0.05%
4 |Green Bond 6/22/2018 30.0 6/22/2048 4171 3.0 3.92% 3.84% 0.08%
5 |Green Bond 1/18/2019 30.0 1/18/2048 04 0.0 4.34% 4.25% 0.09%
*For OPG, shown are the last five public debt issuances as OPG’s other debt issnances do not incur a transaction cost
Enbridge Gas Inc:
. Issuance Impact on .
. Issuance Issuance Term Notional ) Effective
Line No. Date Maturit (vears) Interest Rate Costs Effective Rate
¥ ¥ ($ million) | ($ million) Rate
1 8/17/2022 8/17/2032 10.0 4.15% $325 $1.3 0.04% 4.19%
2 8/17/2022 8/17/2052 30.0 4.55% $325 $1.6 0.02% 4.57%
3 10/6/2023 10/6/2028 5.0 5.46% $250 $1.0 0.08% 5.54%
4 10/6/2023 10/6/2033 10.0 5.70% $400 $1.7 0.04% 5.74%
5 10/6/2023 10/6/2053 30.0 5.67% $350 $1.9 0.02% 5.69%
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CONCENTRIC ENERGY ADVISORS, INC.
CosT OF CAPITAL REPORT
PREPARED FOR COALITION OF LARGE DISTRIBUTORS AND OPG

Figure 37: OEB Cost of Capital Parameter Updates

Return on peemed peemed Av;f:;ihéz:t of Letter
BISHR gy or SR St e (e
(WACC)*
Jan 1, 2024 9.21% 4.58% 6.23% 6.50% Oct 31,2023
Jan 1, 2023 9.36% 4.88% 4.79% 6.67% Oct 20,2022
Jan 1, 2022 8.66% 3.49% 1.17% 5.47% Oct 28,2021
Jan1, 2021 8.34% 2.85% 1.75% 5.00% Nov 9,2020
Jan 1, 2020 8.52% 3.21% 2.75% 5.32% Oct 31,2019
Jan1, 2019 8.98% 413% 2.82% 6.02% Nov 22,2018
Jan1, 2018 9.00% 4.16% 2.29% 6.02% Nov 23, 2017
Jan1, 2017 8.78% 3.72% 1.76% 5.67% Oct 27,2016
Jan 1, 2016 9.19% 4.54% 1.65% 6.28% Oct 15,2015
Jan 1, 2015 9.30% 4.77% 2.16% 6.48% Nov 20, 2014
Jan 1, 2014 9.36% 4.88% 2.11% 6.56% Nov 25,2013
May 1, 2013 8.98% 4.12% 2.07% 5.98% Feb 14,2013
Jan 1, 2013 8.93% 4.03% 2.08% 5.91% Nov 15, 2012
May 1, 2012 9.12% 4.41% 2.08% 6.20% Mar 2, 2012
Jan 1, 2012 9.42% 5.01% 2.08% 6.66% Nov 10, 2011
May 1, 2011 9.58% 5.32% 2.46% 6.91% Mar 3,2011
Jan1, 2011 9.66% 5.48% 2.43% 7.03% Nov 15, 2010
May 1, 2010 9.85% 5.87% 2.07% 7.31% Feb 24,2010

Source: https://www.oeb.ca/fr/node/2122

The current timing for updates, in Concentric’s view, represents a reasonable balance between the
currency of the market data and sufficient advance notice to the regulated utilities and customers of

the pending change to the rate of return.

LEI's Recommendation and Concentric’s Response

LEI recommends:

Consistent with the OEB’s existing policy, the OEB should continue to publish its
annual cost of capital parameter updates in October or November, using 12-month
trailing data as of the end of September (i.e.,, from October of the previous year to
September of the current year), for rates going into effect in the following January.
(LEI Report, p. 152)
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energy-transition risk, and second is the peer-review
analysis that we undertook.
MR. YAUCH: Okay. So, as we sit here today, you would

agree there is no broad electrification policy in Ontario.

Correct?
MR. GOULDING: As we sit here today -- this is Mr.
Goulding by the way -- yes, I would agree with that.

MR. YAUCH: So, because there is no broad policy, we
don't know what is going to happen particularly in the
near-term but even in the median term. There are a lot of
gquestion marks. Is there real risk that there is going to
be a significant departure from the gas delivery system
between now and 20287

MR. GOULDING: This is Mr. Goulding again. You used
the term "real risk," and I think one of the things that we
need to be a little bit cautious about is it is not about
whether you or I or Mr. Coyne personally think there is a
real risk but about what the investor community perceives.
I think that, you know, LEI, London Economics, and
Concentric may disagree with regards to the magnitude or
the degree of change among investor sentiment, but I think
that there is no doubt that investors are aware of energy
transition, they are aware of local proposals with regards
to changes in gas utilization, and, when we look across
North America, we would have to say that Ontario in terms
of looking at perceived energy transition risk would fall -
- and this is admittedly a subjective positioning -- would

fall somewhere in the middle, perhaps slightly on the

ASAP Reporting Services Inc.
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higher side with regards to energy-transition risk, just
given the positions of the federal government in particular
but also to a certain degree the activities of the
provincial government, that we're not -- investors are not
going to perceive Ontario in the same way that they
perceive Oklahoma with regards to energy -- transition
risk. So I do want to distinguish between my personal
opinion on energy-transition risk and what I believe the
investor community to perceive.

MR. YAUCH: So there Was lot of discussion yesterday -
- I don't know if you listened or read the transcript; I'm
not expecting you to, but -- about when the Board wants to
change the equity thickness of a company, it puts a lot
more weight on the near term than it does on the medium
term and long term, and one economist to another, I think
it is clearly because the long term has a lot more
uncertainty about it. If in the near-term the risk of
departures from the gas system are very low and there
really isn't an energy-transition risk as we sit here
looking at this application today, is there really an
energy-transition risk that should be incorporated in
equity thickness today if that is what the Board focuses on
predominantly is the near-term?

MR. GOULDING: Well, I agree with you that this is a
challenge given the way in which we think about the time
periods over which we establish equity thickness and other
return parameters. I think one of the benefits of Ontario

is the perception -- another area in which perception

ASAP Reporting Services Inc.
(613) 564-2727 (416) 861-8720
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perhaps differs from my own view, but -- the perception
that Ontario is a relatively stable, supportive regulatory
environment, and so you can say: Okay, over the near-term,
energy-transition risk may be limited; we will have another
kick at the can in, let's say, 5 years in the future, and,
if it is increased, we as investors can have reasonable
confidence that the Board is going to treat us fairly.

And, historically, that has been the case when we look in
the energy sector or more broadly. Investors in Ontario
have been treated more or less fairly, with a few potential
exceptions. That said, when we look at the fair-return
standard, I think where the concern arises -- so, you know,
we have looked at this and we have said, well, from a
financial integrity standard, we think there are few
changes. We haven't seen any real evidence today of
capital attraction standard not being met. We think that,
on a comparable investment standard, moving from 36 to 38
percent helps to address some concerns there. But we want
to make sure that the capital attraction standard is met
not just at this instant but from the standpoint of
regulatory efficiency. Ideally, we don't want sometime in
the next 5 years for there to be a dramatic change in the
utility's ability to attract capital. When we think about
investors and how they think about short-term and long-term
risk, their hold periods, what they are trying to do, they
are not going to just wish away long-term risk; they are
going to take it into account in their investment

decisions, and so, from our perspective when we look at the

ASAP Reporting Services Inc.
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capital attraction standard, it is prudent to at least
incorporate some thinking about long-term risk even if we
believe that the energy-transition risk may be more in the
-- I am just making up numbers here for example -- in the
10-year time frame versus the 5-year time frame.

MR. YAUCH: I just want to reply or ask you two
questions in response to that. One is, i1f the Board were
to approve an application for 2 or 3 years, not the full 5
years, would that change your analysis? Would you say,
okay, maybe we don't need 38 percent; we need 37 percent or
something? Would that reduce some of the risk? And then
my second question -- I don't mean to hit you with two at
once, but I'll do the second one. Does the Board need to
change its sort of its policy on setting equity thickness,
that it shouldn't just be near-term thing; if markets focus
on long-term aspects, the Board needs to focus on long-term
aspects?

MR. GOULDING: Those are both excellent gquestions.
This is Mr. Goulding again. So I think the trade-off in
doing a 2- or a 3-year approval is a matter of requlatory
efficiency. I personally in terms of broader regulatory
design prefer off-ramps to shorter term regulatory periods
where, you know, subject to demonstration of meaningful
harm, companies have the opportunity to come back for
adjustments within the regulatory period.

From my perspective, just looking across the
investment universe, thinking about the equity thicknesses

that are observed, I think even in the case where you were
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standard, the financial integrity standard and the capital
attraction standard. And are you aware also that the OEB
has taken the position that none of these three should be
viewed in priority to the other?

MR. GOULDING: Subject to check, yes.

MR. O'LEARY: Yes. It is in the cost of capital
report actually, at page 19.

MR. GOULDING: Yes.

MR. O'LEARY: Thank you. And would you agree that the
legal obligation incumbent on the regulator is to consider
all three components?

MR. GOULDING: Yes, subject to my previous observation
about not being a lawyer.

MR. O'LEARY: Fair enough. And if I could now ask Ms.
Monforton to go to Exhibit K8.3? And what we have
included at page 26, PDF page 26, is a copy of the OEB's
report of the Board on the cost of capital for Ontario's
regulated utilities, EB-2009-0084. And if we go to page
26, Ms. Monforton, of the PDF, page 21 of the report? Yes.

You see the heading that the Board has included in the
decision is "The role of the comparable investment
standard." So I want to ask you a couple questions about
that. TIf you could scroll down to the second paragraph, it
states in the second sentence:

"By establishing a cost of capital that is
comparable to the return available from the
application of invested capital to other

enterprises of like risk..."
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And if you go down a little further with the paragraph
that states:

"First, 'like' does not mean the same."

So i1s it fair to say, Mr. Goulding, that what the OEB
is saying it is a appropriate to look for the purposes of
the comparable investment standard, at like business or
like utilities, to understand whether or not they are
comparable and therefore to use that in the standard
review?

MR. GOULDING: Yes, I agree with that.

MR. O'LEARY: And then, if you go to the very last
paragraph, and I won't read it all but, during the
proceeding that led to this decision, there was some
discussion about the applicability and the comparability of
using U.S. utilities as comparators. If you go to the next
page, you will see in the second line, this is a response
to those parties that were arguing that U.S. utilities were
not comparators, the Board said:

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

And in fact, if you go to the next page, please, Ms.
Monforton, the second paragraph?

"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
Sstate..."

And federal agencies in the U.S. for guidance on

regulatory issues in the province of Ontario. So I give
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that to you as a bit of context.

I am wondering now if I could ask you, you do refer to
it, both decisions, in your report in a number of places,
but would you agree with me that, for the purposes of the
Board making its decision in respect of the 2011
applications by EGD and Union at which time both sought a
change in their equity ratio, that the OEB did not at that
time undertake a full, fair FRS standard review?

MR. PINJANI: Are you able to rephrase the gquestion
for us?

MR. O'LEARY: Sure. Sorry, I may have mumbled that.
My apologies. What I was asking you to confirm is that, if
you looked at the two specific cases, EB-2011-0210 and EB-
2011-0354, which were the Union Gas and Enbridge Gas
Distribution decisions or applications that were made at
the time and both of them were seeking a change in their
equity thickness -- first of all, let me ask you that.

Were you aware that -- you'll confirmed that that is what
they were doing?

MR. PINJANI: Yes.

MR. O'LEARY: All right. And would you agree that the
OEB looked at the threshold question about the change in
business risk and determined that neither company had met
the threshold and therefore they did not undertake a full,
fair return standard review?

MR. PINJANI: What I'd like there if you -- I think in
our review of the previous decision there were comments

made by the OEB with regards to why they believed equity
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ratio, an increase in equity ratio, was not justified at
the time. So I am not sure whether I would say that they
did not do an analysis at all or did not comment on the
rationale behind why an increase in equity ratio was not
justified at the time.

MR. O'LEARY: So the OEB did look at the change in the
business risk as it existed back in 2012. I am happy to
take you to it. 1In fact, perhaps I could ask Ms. Monforton
to go to the PDF page 53 of Exhibit 8.3. This is the
Enbridge Gas Distribution case. If you go down to the
bottom where it says, "decision of the Board on equity
ratio," it states:

"The Board concludes that there has been no
significant increase in Enbridge's business and
our financial risk since 2007. Accordingly, the
Board finds that Enbridge's equity ratio shall
remain at 36 percent and that a full FRS analysis
is not required."

MR. PINJANI: That is fair.

MR. O'LEARY: Sorry. I am just going to ask the
question. Does that not tell us that the Board did not
undertake a full FRS analysis?

MR. PINJANI: That is correct.

MR. O'LEARY: All right, and you would agree with me
that the Board therefore did not undertake a comparable
investment standard review back in 2012. Right?

MR. PINJANI: I would say so, yes.

MR. O'LEARY: You --
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MR. PINJANI: But this goes back to the point I made
earlier, I believe, with regards to what was said yesterday
about OEB taking an approach which is a bit different in
first trying to assess whether there is an increase in
business risk and financial risk or not. If there is, then
the second step is going to FRS. That has been the OEB
approach as I understand it.

MR. O'LEARY: And you mentioned that earlier today,
Mr. Pinjani, but that wasn't where I was going. Can I ask,
Ms. Monforton, can you please go to Exhibit M2, at page 44.
The heading here -- this is your report, gentlemen, and so
section 4 deals with Jjurisdictional scan and peer-review
analysis. In the middle of that, right in the middle of
the first paragraph, you say:

"London Economics has utilized a North American
peer group for Enbridge Gas instead of a separate
peer group for U.S. and Canadian utilities.

Using North America-wide utilities deepens the
sample size and provides a more meaningful
reflection of the investors' opportunity space."

So let me stop there. I take it what you are saying
is that, consistent with what the OEB said in its cost of
capital report, you agree that it is appropriate to look at
not only Canadian but also U.S. utilities of like risk.
Fair?

MR. PINJANI: Yes, that is correct.

MR. O'LEARY: Thank you. And then, in the next

section, scroll down, please, Ms. Monforton, under the
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heading "How does Enbridge Gas risk compare to similar

utilities," you state:
"To develop the peer group, London Economics
focused on operating companies and short-listed
natural gas operating companies with an
investment-grade rating."

And then you go on to say the ratings that you
required. Can you go to the next page then, please, Ms.
Monforton. What we see on this page is in that figure 29,
is a depiction of the screening that you applied to weed
out those utilities which you didn't consider to be of like
risk. Is that fair?

MR. PINJANI: We short-listed the companies which were
natural gas regulated, which were natural gas operating
companies with an investment-grade credit rating, yes.

MR. O'LEARY: Yes, but you understood that, you know,
for the comparable investment standard, the idea is for you
to do a review of peer or proxy companies in Canada and the
United States of like risk, and that is what your screening
was intended to do, was it not?

MR. PINJANI: Yes. The investment-grade credit rating
was for that purpose.

MR. O'LEARY: Okay. Great. If you go to the next
page then, please, Ms. Monforton, you may need to blow this
up a bit because I had trouble even reading it here, live.
But let me just see if I understand. So this is your list

of all of the U.S. and Canadian, we will call them, like-

risk utilities. Is that correct?
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taken by regulators, and I am not gathering why you believe
that we have not looked at or considered the U.S. equity
structures in our recommendation. By looking at the
change, I believe we have considered those, and, second,
when you say that the OEB did not do a full FRS analysis
back in 2011, the OEB did look at change in business risk
and financial risks for Enbridge Gas back in 2011, as well.

MR. O'LEARY: Sir, I didn't write your report. I was
simply asking where in your report you could point me to
which shows that you gave some detailed consideration to
the utilities of like risk in the United States for the
purposes of your recommendation. I didn't see anything
other than the two sentences you have taken me to. Isn't
that fair?

MR. PINJANI: I believe that is fair, but I am
clarifying what analysis we undertook with regards to the
change.

MR. O'LEARY: Just a couple other questions, Sir,
because I think I am at the end of my time. Just in terms
of energy-transition risk and electric LDCs, would you
agree with me that the electric utilities in Ontario do not
face the energy-transition risks that are live in this
proceeding to Enbridge Gas?

MR. GOULDING: So this is Mr. Goulding. I would agree
with you that the magnitude of the risks is higher for
natural gas than electric utilities. I would argue that it
is probably underestimated with regards to electric

utilities, but we are not talking about existential risks
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Table 39: Capital Structure and ROE for FBC7®

Recommended Recommended Recommended
Equity ROE Weighted ROE
Component
ICG 38.50% 8.80% 3.39%
BCOAPO 40.00% 9.50% 3.80%
The CEC 40.00% 9.56% 3.82%
RCIA 40.00% 8.00-8.75% 3.20-3.50%

The following summarizes FortisBC’s reply as it relates to interveners’ submissions on the utilities’
recommended capital structure, overall ROEs and/or the interplay between those two concepts.

ICG
With respect to ICG’s submission, FortisBC highlights ICG’s internal inconsistent reasoning to reach its low result:

i)  Onthe one hand, ICG agrees that the BCUC should give the greatest weight to the North American proxy
group when determining the ROE, which is, “no doubt, influenced by the fact that this tends to reduce
FBC’s ROE significantly relative to using the Canadian proxy group”; and

ii) On the other hand, ICG does the opposite to determine the common equity ratio as it advocates using
the simple Canadian utilities median of 38.75 percent equity, rounded down without explanation to 38.5
percent, and giving “no weight” to the same U.S. proxy group companies that ICG advocates using for
the ROE calculation. As the North American electric proxy group has an average equity ratio well above
FBC's proposed equity ratio, ICG’s approach tends to suppress the common equity ratio as well. FortisBC
stresses that ICG’s differing approaches are internally inconsistent because the common equity ratio and
ROE and intertwined; ROE determinations are affected by the common equity ratio, and vice versa.
FortisBC remarks that all the October 2022 ROE calculations based on the North American proxy group,
which ICG wants to use, assume that the BCUC has accepted FBC's proposed common equity ratio of 40
percent. Even then, the U.S. electric proxy companies still have about 10 percent thicker equity on
average (49.7 percent), such that the differential with the North American electric proxy group is
substantial. FortisBC submits that FBC's ROE would be even more understated if the BCUC were to
accept ICG’s position of 38.5 percent equity. Applying a Hamada adjustment to the Lesser CAPM Results
(30-day average stock prices and interest rates) for the North American proxy group at 38.5 percent

equity increases the estimated ROE by 35 bps to 7.95 percent.”*®

Finally, FortisBC points out that ICG has not accounted for any size premium for FBC and offers no explanation
for it. FortisBC stresses that both experts agree that the CAPM will understate ROE results for companies like
FBC that are smaller than the proxy companies and reiterates that the size premium calculated by Mr. Coyne
based on the Duff & Phelps approach is 105 bps.”*!

709 |CG Final Argument, pp. 16,15, BCOAPO Final Argument, pp. 70, 58, The CEC Final Argument, pp. 51, 43, RCIA Final Argument, pp. 31,
35. Recommended weighted ROE calculated by the BCUC.

710 FortisBC Reply Argument, pp. 55-56.

711 |bid., p. 55.
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BCOAPO

With respect to BCOAPQO’s submission, FortisBC notes that BCOAPO endorses an ROE of 9.5 percent for both FEI
and FBC, on 40 to 42 percent and 40 percent equity, respectively, inclusive of a 50-bps adjustment for flotation
and financial flexibility, an adjustment for FEl and FBC's lower equity thickness, and a size premium for FBC.
FortisBC states that BCOAPO’s recommendations acknowledge that the cost of capital has increased since the
BCUC last set FEI and FBC’s respective ROEs but that BCOAPQ's calculations still understate the required ROE
due to its reliance on an implausibly low Lesser CAPM result and mathematical errors.”*? FortisBC states that the

latter error skews BCOAPQ's results downward significantly.”*3

Based on BCOAPQO’s methodology, FortisBC demonstrates how BCOAPQO’s recommended CAPM ROE should have
been calculated as 9.51 percent instead of 9.01 percent, an error which carries forward when BCOAPO averages
the CAPM and Multi-Stage DCF model results. The correction of BCOAPQO’s mathematical error in the overall
average of BCOAPQ’s proposed CAPM and multi-stage DCF model for the BCOAPO-revised North American

electric proxy group increases BCOAPO’s ROE result from 9.04 percent to 9.29 percent.’**

Furthermore, as noted in Section 5.2.2, FortisBC submits that the 12-bps upward adjustment for FEI that
BCOAPO adds to account for its thinner proposed equity than the 45 percent basis for all the ROE model
calculations is clearly insufficient. Applying a Hamada adjustment to Mr. Coyne’s CAPM results for the BCOAPO-
revised North American proxy group at 42 percent equity increases BCOAPQ'’s estimated ROE by 45 bps. FortisBC
submits that the ROE increase would be even larger at 40 percent (i.e. the lower end of the BCOAPQO’s
recommended range for FEI's equity thickness).”** Finally, FortisBC submits that BCOAPO miscalculates FBC’s size
premium and correcting that error alone yields an ROE of more than 10 percent. Indeed, FortisBC submits that
the proper 105-bps size adjustment alone would increase BCOAPQ's calculated ROE for FBC to approximately

10.09 percent, assuming 40 percent equity.”*®

The CEC

With respect to the CEC’s submission, FortisBC stresses that the CEC’s significant concessions, in terms of
increased equity thickness and ROE for FEIl and increased ROE for FBC, are indicative of the overwhelming body
of evidence demonstrating that the cost of equity has increased since the BCUC last considered FEl and FBC’s
respective ROEs. However, FortisBC views the CEC’s recommended ROEs as being understated in two respects.

The first relates to the 80-bps deduction which accounts for most of the difference between the CEC’s and Mr.
Coyne’s respective recommendations. The second relates to the interplay between equity thickness and ROE.
FortisBC points out that the modelling underlying the CEC’'s recommendations for FEl is premised on a 45
percent common equity ratio, but the CEC is recommending a 40 percent ratio. FortisBC states that both experts
confirm that increasing the disparity between FEI’s equity ratio and that of the proxy group will increase the
required ROE. FortisBC points out that Mr. Coyne chooses not to include a Hamada adjustment to his CAPM
results only because he also recommends to increase FEI's equity ratio to 45 percent, thus significantly

712 FortisBC Reply Argument, p. 44.
713 |bid., p. 45.
714 |pid., p. 46.
715 FortisBC Reply Argument, p. 46.
716 |bid., p. 47.
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narrowing the equity disparity with the gas proxy groups. But FortisBC states that this logic will no longer hold at
the CEC’s recommended 40 percent equity for FEl and applying a Hamada adjustment to Mr. Coyne’s CAPM
results for the North American gas proxy group at 40 percent equity would increase the estimated ROE for FEI by
48 bps to 10.78 percent.’V’

RCIA
With respect to RCIA’s submission, FortisBC points out that RCIA arrives at its proposed ROEs of 8.00 percent to
8.75 percent for both FEI and FBC by ignoring the Multi-Stage DCF model (and the higher results’*8) altogether,
by applying unsupported downward adjustments to Mr. Coyne’s CAPM results, by ignoring the most current
data, and by failing to account for differentials in financial risk and size premium. FortisBC submits that updating
RCIA’s own calculations to reflect October 2022 data alone significantly closes the gap with Mr. Coyne’s

recommendations, and rectifying other shortcomings brings them further into alignhment.’®

As explained in Section 5.2.5, with the first adjustment, RCIA’s CAPM-based ROE would increase to 9.43 percent,
which is significantly higher than its proposed 8.00 percent to 8.75 percent. Averaging this 9.43 percent with the
Multi-Stage DCF model results for the Canadian proxy group of 10.46 percent based on October 2022 data
would result in an ROE of 9.94 percent for both FEI and FBC. FortisBC submits that these values support Mr.
Coyne’s recommendations of 10.1 percent on 45 percent common equity for FEl and 10.0 percent on 40 percent
common equity for FBC.”? Then, applying a Hamada adjustment to RCIA’s own CAPM calculations, updated to
October 2022 data for the Canadian proxy group at 40 percent equity, would increase the estimated ROE for FEl
and FBC by 47 bps to 9.90 percent.”?! And adding a size premium for FBC, which Mr. Coyne calculates at 105 bps
based on Duff & Phelps data, would further increase the CAPM ROE for FBC.”#

Overall Panel Determination on Capital Structure and ROE

Deemed Equity Component

FortisBC proposes an equity thickness of 45.0 percent for FEI and 40.0 percent for FBC, while interveners
recommend 40.0 percent to 42.0 percent for FEl and 38.5 percent to 40.0 percent for FBC. Mr. Coyne observes
that his recommended 45.0 percent equity ratio for FEl is the approximate midpoint between the average equity
ratio of Canadian investor-owned gas distribution companies and US gas distribution companies.

While the Panel views the 37.0 percent to 53.4 percent equity thickness of comparable Canadian and US gas
utilities (see Table 36 above) as a possible range of equity thickness for FEI, this does not imply that any point
within the range will meet the Fair Return Standard. The Panel is not convinced that determining a deemed
equity component can be done in a precise manner such as taking an average between certain numbers. A
capital structure that is optimal for FEI or FBC may not be optimal for other utilities. The Panel must assess the
business risk, financial risk, and other items such as accounting for differences in leverage in the proxy group

717 FortisBC Reply Argument, pp. 43-44.

718 The Multi-Stage DCF model results are higher than the CAPM results based on October 2022 data, not December 2021 data.
719 FortisBC Reply Argument, p. 47.
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companies used in the modelling (e.g. a Hamada adjustment in the CAPM results) and allowing for financial
flexibility, all of which may be difficult to quantify when estimating the required equity component.

Further, Mr. Coyne’s “midpoint” observation does not align with his recommendation for FBC's deemed equity
ratio of 40.0 percent, where the Canadian electric average is 39.42 percent and the US electric proxy group
average is 49.76 percent as shown in Table 37 above.

Throughout this decision, the Panel notes that certain factors should be considered as part of the capital
structure determination, namely:

e Compensation to the shareholder for the business and financial risks of FEI and FBC (Sections 4.2 and
4.3).

e The approach to addressing the discrepancy in financial risk through an adjustment to the capital
structure (Section 5.2.2).

e Consideration of financial flexibility to the extent that it is required for FEI and FBC to have spare
borrowing capacity. However, Mr. Coyne submits that financial flexibility is not necessary if the regulator
establishes comparable equity ratios in the 50 percent to 52 percent range and comparable ROEs in the
9.5 percent to 10.0 percent range (Section 6.2.2).

e Benefits of maintaining the current credit ratings of FEI and FBC (Section 4.1).

In Section 4 of this decision, we assess how business risk has changed since 2016 for FEl and 2013 for FBC from
the perspective of their shareholder and investors. We discuss that Energy Transition risk for FEl is a real
shareholder risk in Section 4.2, while other increased risk categories are largely borne by ratepayers. Overall, an
increase in FEI's equity component is warranted to compensate for the increased risks faced by FEI's shareholder
and investors.

The Panel recognizes that Dr. Lesser describes business risks to be generally reflected in the determination of
the allowed ROE because financial risks are most directly related to a firm’s capital structure, credit rating, and
cost of debt. However, there is no supporting evidence for his view. In contrast, Mr. Coyne’s view is that there is
a need to adjust either the capital structure or the ROE. Therefore, it follows that regulators must consider
capital structure and cost of common equity together to determine whether the Fair Return Standard has been
met.

For practical reasons, given the inter-relationship of all these factors, the Panel will continue the approach of

reflecting changes in business risks as adjustments to the capital structure, recognizing that it will also impact
the ROE. This approach is consistent with past BCUC decisions and provides room for the exercise of informed
judgment.

In determining the optimal capital structure for FEl, the only expert evidence is Mr. Coyne’s recommendation of
45.0 percent and his cost of capital analysis is largely built around this 45.0 percent equity thickness. Further,
Mr. Coyne chooses not to make Hamada adjustments to his own CAPM results because his recommended
common equity ratio of 45.0 percent for FEI would “significantly narrow the equity disparity with the gas proxy
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group.”’? The Panel agrees that any deviation from a 45.0 percent equity thickness, for example, setting FEI’s
equity thickness at the 40.0 percent to 42.0 percent range, may warrant a corresponding impact on the allowed
ROE.

In the absence of contrary expert evidence and recognizing that FEI shareholder’s real business risks, such as the
impacts from the Energy Transition risk have increased since 2016, we accept Mr. Coyne’s recommended 45.0
percent equity thickness for FEI. The Panel finds that the 45.0 percent equity thickness meets the comparable
investment and capital attraction requirements in the Fair Return Standard because 45.0 percent is premised on
FEI's proxy group and supported by our assessment of FEIs business risk. Further, as compared to FEl's current
38.5 percent equity thickness, an increase to 45.0 percent will maintain FEI's financial integrity.

The Panel now turns to financial leverage and financial flexibility. The Hamada adjustment and financial
flexibility are partially related. The objective is to harmonize FEl and FBC's financial leverage to be comparable
with peer proxy companies. For FEI, we acknowledge that 45.0 percent meets the Fair Return Standard and is
supported by business risk assessment, comparable investments, and expert recommendation. In our view, a
45.0 percent equity component forms an optimal capital structure based on the evidence in Stage 1.

Further, since FortisBC’'s own expert acknowledges that 45.0 percent would “significantly narrow” the equity
disparity and bring FEI’s equity thickness towards the 50.0 percent to 52.0 percent range applicable to its proxy
group, the Panel is not persuaded that increasing FEI's equity thickness beyond 45.0 percent to incorporate a
further adjustment for financial flexibility or ring-fencing is required in order to meet the Fair Return Standard.
Therefore, the Panel determines that the deemed equity component for FEl is 45.0 percent.

For FBC, we note that FortisBC’s proposed 40.0 percent equity thickness and interveners’ positions are mostly
aligned. Mr. Coyne also recommends 40.0 percent equity thickness for FBC. However, ICG submits that the
BCUC should set FBC's equity thickness at 38.5 percent, which is based on the Canadian Electric median of 38.75
percent and submits that FBC’s business risks are lower since 2013.7%* The Panel agrees with FortisBC that ICG’s
final arguments are unclear because on one hand, ICG submits that “the BCUC should place the greatest weight
on the North American proxy group results”’? but on the other hand, “the US proxy group should be no weight
when determining FBC’s equity ratio.””?® Therefore, we place no weight on ICG’s recommendation to set FBC’s
deemed equity thickness at 38.5 percent.

As discussed in Section 4.3, the Panel finds that FBC’s business risk overall has not changed materially since
2013. The Panel views that business risk assessment of FBC should be the primary factor to the determination of
a fair capital structure. This is because we see that financial impacts, in part, result from our decision on the
deemed capital structure. FBC has managed to maintain its current credit rating since 2013 at 40.0 percent
equity thickness. Therefore, we find that no change in FBC's equity component within its current capital
structure is warranted to reflect no material changes in its business risk.

Notwithstanding these findings, the Panel now needs to consider financial leverage and financial flexibility for
FBC to determine whether any upward adjustment to its 40.0 percent equity thickness is warranted. FortisBC
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and Mr. Coyne are not recommending any capital structure changes for FBC and have not explicitly
recommended a size premium in the CAPM analysis for FBC.

While 40.0 percent equity thickness is in line with the Canadian electric utility average of 39.42 percent, it is
much lower than the US electric proxy group average of 49.76 percent. We accept Mr. Coyne’s observation that
his FBC recommendation is in line with FBC’s current risk profile, but not within the range of its US peers. In light
of our decision to consider financial leverage and financial flexibility in the capital structure, we find that a
modest upward adjustment in equity thickness of 1.0 percent for FBC is warranted to conform with the Fair
Return Standard. Therefore, the Panel determines that the deemed equity component for FBC is 41.0 percent.

Return on Equity

The Panel is persuaded by Dr. Lesser’s view that, in addition to being anchored in financial theory and being
transparent, models used by regulators to set the cost of capital for regulated utilities should ideally minimize
reliance on subjective factors. Dr. Lesser states that ‘subjective’ adjustments to model results are those made
without any underlying basis in financial theory and no empirical support, and he advises against these types of
adjustments, as they can undermine confidence that the resulting allowed ROE values are 1) just and reasonable
and 2) consistent with reasonable decision-making.

Previously in this decision, the Panel made certain determinations that are departures from, namely the 2013
and 2016 BCUC cost of capital decisions. One change worth highlighting is the Panel’s determination to use
North American proxy groups, based on a finding that using North American data, consisting of a reasonable mix
of both Canadian and US comparators, is superior to using either Canadian proxy groups or US proxy groups
alone.

Furthermore, the Panel accepts Mr. Coyne’s beta estimates, which are Blume-adjusted, noting that both experts
in this proceeding favour the use of Blume-adjusted betas and that none of the parties object to their use. The
Panel is also reassured to see that empirical evidence exists to show that the Blume adjustment is applicable to
all betas, ranging from a low of 0.50 to a high of 1.53. The Panel recognizes that the use of Blume-adjusted betas
is a departure from the previous two BCUC cost of capital decisions and has the effect of increasing the CAPM
ROE as the Blume-adjusted betas for Mr. Coyne’s North American proxy group average 0.86, compared to a
BCUC-accepted beta of 0.60 in the 2013 and 2016 Decisions.

Also, the Panel finds that it is appropriate to consider forward-looking estimates in determining the MRP and to
base that forward-looking MRP on the Constant DCF model, which has been given equal weighting to the
historical MRP. These determinations are also departures from previous BCUC decisions. In particular, the 2016
Decision placed more weight on historical MRP estimates than on the forward-looking ones and no weight on
the DCF estimates of the forward-looking MRP (constant growth or Multi-Stage DCF). The Panel acknowledges
that these determinations also increase the CAPM ROE relative to placing more weight on historical MRP or to
using the Multi-Stage DCF model to estimate the forward-looking MRP.

Beyond these findings, the Panel takes the approach of making determinations that have a sound basis in
financial theory, that are transparent and easily replicated, with minimal ‘subjective’ adjustments. The Panel
agrees with Dr. Lesser and finds it preferable to get the allowed ROE value right based on the models rather than
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adjusting the allowed ROE after the fact, such as adding adders for financial flexibility and flotation costs or
considering other adjustments as suggested by some interveners.

To balance the fact that pure market-based models like the DCF model and CAPM tend to get whipsawed by
volatile conditions in the market, which characterized much of the period during which evidence was filed in this
proceeding, the Panel finds that relying on more models than just the CAPM and Multi-Stage DCF is especially
important. Accordingly, the Panel determined earlier in this decision that considerable weight should also be
given to the use of the Risk Premium Model, instead of simply using it as a reasonableness check as Mr. Coyne
advocates.

Ultimately, the Panel finds that assigning an equal weighting to each of the three models is appropriate for the
following reasons: 1) the Panel sees merit in all three models, recognizing their respective strengths and
weaknesses, and behaviour under different market conditions; 2) the Panel would be hard pressed to say that
one model is fundamentally superior to the others; and 3) the Panel sees no compelling reason to give anything
other than equal weighting to each of the three models.

The following table summarizes the Panel’s previous individual determinations related to the ROE estimates
based on the CAPM, Multi-Stage DCF model, Risk Premium Model, and the flotation costs and financial flexibility

adders to arrive at its ROE determination for FEI and FBC, respectively.

Table 40: Allowed ROE for FEI and FBC

Models Revised North American Revised North American
Gas Proxy Group Electric Proxy Group

CAPM - excluding flotation costs and

0, 0,
financial flexibility adder (see Section 5.2.5) 9.90% 9.77%

Multi-Stage DCF model — excluding flotation
costs and financial flexibility adder (see 8.93% 8.99%
Section 5.3.3)

Flotation costs and financial flexibility
adders for the CAPM and Multi-Stage DCF 0.00% 0.00%
models only (see Section 6.2)

Risk Premium Model (see Section 5.4.3) 10.12% 10.16%

Average of all three models 9.65% 9.64%

From a purely mathematical standpoint, FEI would have an allowed ROE that is 1 bps higher than FBC. However,
the Panel does not view that such differentiation in allowed ROE is warranted. The difference in utility
characteristics is already reflected in the deemed capital structure for FEl and FBC. The Panel finds that an
allowed ROE of 9.65 percent for each of FEI and FBC will meet the Fair Return Standard based on the evidence
examined and submissions received in Stage 1.

For the reasons stated above, the Panel determines the following:
e For FEl, a deemed equity component of 45.0 percent and an allowed ROE of 9.65 percent; and

e For FBC, a deemed equity component of 41.0 percent and an allowed ROE of 9.65 percent.
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The Panel accepts that permitting requirements are changing, which may lead to higher costs related to FEI's
ongoing operating and maintenance activities and its larger construction projects. However, FEl did not present
evidence that these changing requirements have resulted in expenditures for which it has not received approval
to recover from its customers.

FEI also submits that other unexpected events, such as more frequent extreme weather events and increased
incidences of cyberattacks, can impact its ability to maintain and operate its system, thereby increasing
operating risk. The Panel agrees with FEl that it is not necessary to demonstrate that each risk factor will impede
FEI's ability to achieve its ROE. Rather it is incumbent upon FEI to demonstrate that investors perceive a long-
term risk of its ability to recover investments. FEI did not present evidence that demonstrates that investors
view these risks as being greater for FEIl than for other utilities, nor did FEI provide evidence demonstrating that
it has been unable to recover its incurred expenditures needed to address these operating risks. Based on the
foregoing, the Panel is not persuaded that FEI's overall operating risk has increased for its shareholder since
2016. The Panel finds that FEI's operating risk is similar to what it was in 2016.

Regulatory

FEI argues that its overall regulatory risk is higher than what was assessed in the FEI 2016 COC proceeding. FEl
submits that regulatory uncertainty gives rise to the risk that the allowed return or rates may not meet the Fair
Return Standard, or that necessary investments are not approved. However, FEl provides no evidence that
regulatory uncertainty has led to an increase of perceived risk from investors or rates being set at a level that
does not provide FEI an opportunity to earn its allowed return. The Panel agrees with the CEC that “the 'lack of
assured approval' should not be equated with significant risk.”

FEI submits that risk associated with regulatory lag and ultimate approval of cost recovery has also increased
since 2016 when considering increased requirements for stakeholder consultation, environmental reviews, and
Indigenous rights and title. While the Panel accepts that these requirements have become more onerous since
2016, FEl provides no evidence that these changing requirements have resulted in expenditures for which FEI
has not received approval to recover from its customers nor is this risk perceived by investors to be higher for
FEI than for other utilities.

With respect to FEI's submission that the BCUC's decision to consider that a more generic approach to deferral
account financing treatment results in increased regulatory risk, no decision has yet been reached. The Panel
agrees with BCOAPO that FEI (and FBC) will have a full opportunity to present their views in an open and
transparent proceeding before the BCUC before any decision is made. Therefore, the Panel is not persuaded
that FEI's overall regulatory risk has increased for its shareholder since 2016. The Panel finds that FEI's
regulatory risk is similar to what it was in 2016.

Overall Business Risk

Interveners generally agree with FEI that its overall business risk has increased, but to a lesser degree than
submitted by FEI. The CEC submits that FEI has a key risk in the Energy Transition, but that many of the other
risks are overstated,?®® and recommends that the BCUC find FEI’s business risk to be slightly higher than in

263 The CEC Final Argument, p. 9.
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2016.254 RCIA submits that the perception of FEI risk appears to be higher today than it was in 2016, but states
that FEIl exaggerates the magnitude of such differences.?®> RCIA submits that given the absence of clear,
objective evidence validating an absolute increase in business risk, RCIA opposes increasing FEI's equity
thickness to the level requested by FEI.2°6 BCOAPO agrees that FEI’s business risk has increased since the FEI
2016 COC proceeding; however, it does not view FEI's business risk as having increased to the degree suggested
by FEI.267

Given the findings discussed above associated with the changes in FEI's business risks to the shareholder, the
Panel finds that FEI’s overall business risk has increased since 2016. That increase is most significantly
attributable to the increase in political risks associated with the Energy Transition and the cumulative effect of
the perceived risks in Indigenous Rights and Engagement, energy price, and demand/market risks that could
shift the risk to the shareholder if the utility is no longer viewed as an attractive investment by investors.

The Panel will address the impact of the increased business risk on FEI’s capital structure and ROE, which are
also influenced by factors beyond business risk, in Section 6.3 below (Overall Capital Structure and ROE).

4.3 FBC Business Risk

Unlike FEI, FBC’s business risk was last assessed in the BCUC 2013 GCOC - Stage 2 proceeding.?®® In FortisBC’s
evidence, FBC provides an overview of its business risks across nine categories: four of which it considers to be
of similar risk-level since 2013, with four categories considered to be of higher risk and only one considered to
be lower.

FBC used similar categories as in the 2013 GCOC proceeding, other than the Indigenous Rights and Engagement
risk factor. It was previously subsumed under political risk but has now been promoted to its own risk category.
Additionally, the operating risk category has new risk factors: Project Resistance and Cybersecurity.?° FBC
summarizes its risk in the GCOC proceeding as “being similar to what was assessed in the 2013 Proceeding.”?”°
FortisBC prepared Table 10 below summarizing this risk assessment.

264 The CEC Final Argument, p. 28.
265 RCIA Final Argument, p. 31.

266 RCIA Final Argument, p. 31

267 BCOAPO Final Argument, p. 25
268 Exhibit B1-8, p. 2

269 Exhibit B1-8-1, Appendix B, p. 1.
270 | bid.
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Determination of the Cost-of-Capital Parameters in 2024 and Beyond

were addressed by the screening criterion, which excluded utilities from the comparator group if
less than 80 per cent of their assets are tied to rate-regulated activities.

103.  While the Commission finds that the U.S. companies have higher business risks than the
Alberta utilities, for the purpose of establishing the comparator group, the Commission accepts
the utilities’ evidence that it is appropriate to include U.S. utility holding companies. The reasons
for this are: (i) the relatively limited number of publicly traded Canadian utility companies;

(i1) the prevalence of U.S. business operations among many publicly traded Canadian utilities;
and (i11) investors’ tendency to consider utility investment opportunities in both the U.S. and
Canada.” Further, the Commission remains of the view that it is reasonable to consider the U.S.
market return data given the globalization of the world economy and integration of North
American capital markets.®® Notwithstanding these findings, none of the Alberta utilities raises
capital directly in the equity market, or operates outside of Alberta unlike a number of companies
in the comparator group, which are holding companies and can operate anywhere.

104.  After considering the evidence presented in this proceeding, the Commission
acknowledges the utilities in the comparator group are not identical to the Alberta utilities, but
concludes they are sufficiently comparable for use in various financial models. However, and as
set out in in this section and Section 6.4.5, the Alberta utilities are at the low end of the range of
risk present in the comparator group of utilities. Accordingly, the Commission retains the view
expressed in the 2018 GCOC decision that a significant amount of judgment must be applied by
the Commission when interpreting data from the representative utilities to establish the ROE
required by investors in the Alberta utilities.%®

6.3 Measure of the risk-free rate

105.  The risk-free rate is an important component of ERP models, such as the CAPM, and the
formulaic approach approved by the Commission in Section 5. ERP-based models are based on
the fundamental assumption investors require higher returns for bearing higher risk; or, in other
words, investors require a premium for bearing risk that exceeds the risk-free rate. The
Commission has accepted in the past that there is an inverse relationship between the risk-free
rate and the risk premium required by equity investors: as interest rates increase (decrease), risk
premium decreases (increases).

106. Consequently, given these fundamental relationships inherent in ERP-based models, the
risk-free rate of 3.10 per cent approved in this section is used for three purposes in this decision:
(1) as a base forecast long-term GoC bond yield (YLDpuse) against which future expected changes
in risk-free rates are measured to adjust the ROE in accordance with the approved formula; (i) as
a factor to determine the base ERP underlying the approved formula; and (iii) a measure of the
risk-free rate in the CAPM model used to estimate the notional ROE.

107.  Consistent with past GCOC proceedings, parties uniformly submitted that yields on long-
term government bonds are considered to be default free and therefore are an appropriate
measure of the risk-free rate. There was general agreement the 30-year Canada bond yield be

9 Exhibit 27084-X0937, Utilities reply argument, PDF page 12, paragraph 32.

% Decision 22570-D01-2018, paragraph 275; Decision 20622-D01-2016: 2016 Generic Cost of Capital,
Proceeding 20622, October 7, 2016, paragraph 302; Decision 2009-216, paragraph 200.

% Decision 22570-D01-2018, paragraph 275.
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used, as the 30-year term to maturity is consistent with the long-term character of the underlying
utility assets.

108. Parties were also consistent in the view that the bond yield used to approximate the risk-
free rate be forward-looking, in keeping with the forward-looking nature of a cost-of-capital
determination. However, there were differences in how the forecast 30-year Canada bond yield
should be determined and the data sources used. Submissions of parties as to the forecast long-
term GoC bond yield, term to maturity, and source of data are summarized below in Table 1.

Table 1. Risk-free rate recommendations

Witness

sponsoring ecommendation ata source ie

( . R dati Dat Yield
party) _ .

] - irel0l 102
(ATCO/Apex/Fortis) between 10-year and 30-year Canadian bonds 1% Economics November 7, 2022
Concentric Use 10-year bond yield forecast and add the
(ENMAX) average spread between 10- and 30-year Consensus Economics 3.59%%%4

government bond yields.1%3
D. D'Ascendis Use an average of three-month-out and 12-month- | RBC Financial Markets 9.89% as of

out forecasts of the 30-year Canada bond yield.1%° Monthly and TD

(AltaLink/EPCOR) | 105 Economics Forecast December 31, 2022

Use current 30-year GoC bond yield as this pointin

D. Madsen time observation is consistent with a number of RBC Financial Markets 2.95% as of

(IPCAA) published forecasts of the 30-year Canada bond Monthly, Kroll January 13, 2023
yield for 2023-2024.1%7

Dr. Cleary Use the actual prevailing 30-year government bond 2.85% as of

(UCA) yield at the time the initial (or base) ROE is set.'%8 i January 19, 2023%°

J. Thygesen No submission made on the rate or approach to i rgﬂtix;(r;uznazrflgjgzt

(CCA) quantify this variable. at 30,110

109. The Commission accepts the submissions of parties that the 30-year term to maturity best
reflects the long-term character or useful life of the underlying utility assets. The Commission

100 Exhibit 27084-X0469, PDF page 71.

101 Consensus Economics publishes long-term [10-year] interest rate projections twice a year, in April and in
October. Transcript, Volume 2, page 114, lines 2-6.

102 Exhibit 27084-X0469, PDF page 41. 3.85% represents the average of yield on a 10-year Canadian government
bond in February 2023 (3.5%) and November 2023 (3.4%) as reported by Consensus Forecasts on November 7,
2022, publication, adjusted upwards by Dr. Villadsen by 40 basis points to represent maturity premium for the
30-year over the 10-year Canadian government bond.

108 Exhibit 27084-X0315, PDF page 101.

104 Exhibit 27084-X0315, PDF page 61, Concentric evidence. While Concentric did not recommend a specific
numerical value for the base forecast long-term GoC bond yield, it used an average of the Canadian (3.59%)
and U.S. (3.87%) risk-free rates of 3.73% in its estimation of the notional ROE and implied ERP in its filed
evidence.

105 Exhibit 27084-X0390, PDF page 24.

106 Exhibit 27084-X0610, AML_EPCOR-AUC-2023FEB21-001, PDF pages 1-3.

107 Exhibit 27084-X0292, PDF page 14.

108 Exhibit 27084-X0320.02, PDF pages 6-7.

109 Exhibit 27084-X0605, UCA-AUC-2023FEB21-012, PDF page 31.

10 Exhibit 27084-X0713, paragraph 44.
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notes that parties provided various empirical and capital markets resources that supported the
rationale for matching the useful life of the asset and the term to maturity of the risk-free rate.''!

110. In keeping with the prospective or forward-looking nature of the determination of the
cost of capital and prior Commission practice, it is appropriate to use a forecast of the 30-year
Canada bond yield submitted on the record of this proceeding. The Commission finds that a
direct forecast of the 30-year Canada bond yield from Canadian major banks is simpler and more
transparent than the approach recommended by Dr. Villadsen and Concentric, which uses the
Consensus Economics forecast 10-year GoC bond yield and adjusts it by adding the average
spread between 10- and 30-year government bonds. The need for this adjustment arises from the
fact that Consensus Economics, on which Dr. Villadsen and Concentric rely, does not publish a
forecast for the 30-year Canada bond yield. Similar adjustments have been used by the OEB and
EUB for their formulas because of reliance on Consensus Forecasts.

111.  The 30-year Canada bond yield forecasts are published by large, reputable Canadian
financial institutions such as “the Big Six” banks. In the Commission’s view, these forecasts are
of comparable quality to the forecasts published by Consensus Economics. In fact, the
Consensus Economics forecast is an average of estimates from various sources, including
Canadian major banks. However, using direct forecasts of the 30-year Canada bond yield
eliminates the need to make additional estimates and adjustments to the 10-year forecast for
which there is no single, standardized approach. In addition, these forecasts are publicly
available without cost. For simplicity, the Commission considers that averaging the forecasts
from three banks, RBC, TD and Scotiabank, is sufficient. Should a forecast from one or more of
these banks be unavailable, there are three additional major banks from which a forecast may be
obtained as a substitute.

112. In addition to relying on bond yield forecasts published by the three banks, the
Commission accepts in principle the approach of D. Madsen and Dr. Cleary to use a naive
forecast,'? using the actual 30-year GoC bond yield to inform an estimate of the future 30-year
GoC bond yield. The Commission has relied on this approach in past GCOC decisions to temper
published forecasts because it accepted they tend to overestimate changes in interest rates. In this
proceeding, representatives of customer groups made a similar point.**®* However, the
Commission considers it is better to use the average actual long-term GoC bond yields for an
entire month rather than the yield that prevailed on any a single day in that month, as was done
by Dr. Cleary and D. Madsen, to smooth out the daily volatility.

113.  The Commission will use the bank forecasts published in February 2023 provided by
D. D’Ascendis, as they were the most recent bank forecasts of long-term GoC bond yields
provided on the record. For consistency, the Commission will use the average actual long-term
GoC bond yield in February 2023 for the naive forecast.

114.  For the reasons above, the Commission finds it reasonable to set the forecast risk-free
rate to be 3.10 per cent, equal to the average of the 30-year Canada bond yield estimates for the
forecast period Q1 2023 to Q4 2023 of RBC at 2.90 per cent, TD at 3.08 per cent, and

11 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 22-24.

12 An estimating technique wherein the actual values from the previous period are employed as the forecast for the
current period, without adjusting them or identifying causal factors.

113 Exhibit 27084-X0292, Evidence of Dustin Madsen, PDF page 14; Exhibit 27084-X0320.02, Evidence of
Dr. Cleary, PDF page 39.
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Scotiabank at 3.26 per cent as of February 20234 as well as a naive forecast of 3.16 per cent
representing the average actual long-term GoC bond yield for the period February 1 to
February 28, 2023.115

6.4 Notional ROE

115.  In this section, the Commission determines the notional ROE of 9.0 per cent using
current market data and considering results of well-known and widely accepted empirical models
to estimate the required return such as the CAPM, constant growth discounted cash flow (DCF),
and multi-stage DCF.

116.  Under the formulaic approach, the notional ROE serves as the base metric against which
future adjustments arising from changes in forecast long-term Canada bond yields and utility
bond yield spreads are made and captures the estimated forecast ERP that is commensurate with
the base forecast long-term GoC bond yield.!!® In turn, the notional ROE can be defined as the
sum of the base forecast long GoC bond yield (YLDpase in the formula) and the base forecast
ERP.

117. Parties recommended a notional ROE and estimated the ERP based on their respective
risk-free-rate submissions. Table 2 sets out the notional ROE and ERP recommendations by

party.

Table 2. Notional ROE and ERP recommendations by party

- - : 7
‘;\Q:Rf)ss (sponsoring Notlo(r(\,z; ROE ETOZ ) Empirical approaches used Comments
Dr. Villadsen 100 568 CAPM, DCF, M-DCF, Bond Recommended range for notional ROE is
(ATCO/Apex/Fortig)*® ' ' Yield Risk Premium Analysis 9.2% to 10.4%
. CAPM, DCF, M-DCF, Bond Recommendation reflects M-DCF and
Concentric (ENMAX) 950 567 | Vield Risk Premium Analysis | CAPM using historical MERP.129
CAPM/ECAPM, DCF, M-DCF,
D. D’Ascendis 1030 6.44 Predictive Risk Premium Model, | Recommended range for notional ROE is
(AltaLink/EPCOR) ' ' Adjusted Total Market 9.80% to 10.80%.1%°
Approach
Recommendation is simple average of
D. Madsen (IPCAA)*?? 7.70 4.75 CAPM, DCF and M-DCF CAPM and DCF models (7.51% and
7.90%)
CAPM, DCF, M-DCF and Utility
Dr. Cleary (UCA) 6.75 390 Bond Risk Premium Analysis

114 Exhibit 27084-X0610, PDF page 2 with reference to Exhibit 27084-X0611 providing supporting data.

115 This is a Commission calculation using the Bank of Canada website provided in Exhibit 27084-X0613, UCA-
UTILITIES-2023FEB21-008, PDF page 11.
https://www150.statcan.gc.ca/t1/tbl1/en/cv.action?pid=1010013901

118 Exhibit 27084-X0268.01, PDF page 3.

17 Includes 0.50% flotation allowance.

118 Exhibit 27084-X0921, PDF page 2. Recommendation also assumes 40% deemed equity for ATCO Electric
Distribution, ATCO Gas, ATCO Pipelines, with additional equity thickness for ATCO Electric Transmission
(42%), Apex (44%) and Fortis (43%). If deemed equity is set at 37%, then the ROE should be set 25 to 40 basis
points above the recommendation for 40% equity or 10.25% to 10.40%. Recommended notional ROE and
VAR3 include 20 basis point risk adder.

119 Exhibit 27084-X0315, PDF page 4. If deemed equity is set at 40%, then the ROE should be set at 10%.

120 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 9.

121 Exhibit 27084-X0292, PDF page 6.
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118.  As was the case in past GCOC proceedings, parties in this proceeding presented the
Commission with a wide range of recommendations for notional ROE and ERP. In addition,
there is significant variability in the results obtained by applying each of the empirical models,
all of which have been previously considered by the Commission.

119. Insections 6.4.1 to 6.4.4 the Commission briefly describes the empirical models,
including the key variables that must be specified and associated measurement issues. In
Section 6.4.5, the Commission considers the results of the models and exercises its judgment,
having regard to all of the evidence in this proceeding, to determine the notional ROE and ERP.
The Commission’s conclusion on the notional ROE for the formula takes into account that the
Alberta utilities are at the low end of the range of risk present in the comparator group of
utilities.

6.4.1 The CAPM

120. The CAPM is based on the relationship between the returns investors expect to receive on
their investments in an asset and the systematic (or non-diversifiable) risk faced by that asset.
The model is premised on a relationship where the required future return on the asset is
proportional to that asset’s risk relative to the market. This risk is measured by the asset’s “beta.”

121.  The CAPM can be represented by the following formula:
Rs = Rf +B[Rm-Rf]
where:

Rs is the required return on the common stock;

Rf is the risk-free rate;

Rm is the return on the market portfolio;

Rm - Rf is the market equity risk premium (MERP); and
B, or beta, is the risk measure for the common stock.

122.  Each of the variables in the CAPM equation must be estimated, and there are a variety of
different data sources and forecasting methods or approaches that could be used. The CAPM
recommendations of parties are summarized in the following table.

Table 3. CAPM recommendations by party

. . Flotation
Witness R'S"'f{ee MERP Beta allowance ROE (%)
(sponsoring party) rate (%) (%) (%)
, . 2.88 7.64 0.61 0.50 8.38 (Canadian utility group)
(DA|t2 Sﬁﬁfgggomm 403 7.80 0.79 050 | 10.88 (U.S. electric utlity group)
4.03 7.80 0.76 0.50 10.70 (U.S. gas utility group)
Dr. Villadsen 37% Raw: 0.6-1.72
(ATCOJApex/Fortis)!23 3.85 5.91-6.56 37% Blume: 0.51-1.54 9.81-11.76 (full comparator group)

122 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 86, 177-179. ROE results represent an average of
CAPM and ECAPM models.

123 Exhibit 27084-X0469.01 PDF pages 46-49; Exhibit 27084-X0460_C, BV-12(a) ROE Model - 40%; Exhibit
27084-X0461, BV-12(b) ROE Model - 37%; Exhibit 27084-X0689.01-C, ATCO/Apex/Fortis IR responses to
the AUC, PDF pages 1-4. If deemed equity is set at 40%, Dr. Villadsen calculated betas ranging from 0.56 to
1.61.
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. . Flotation
Witness Risk-free | MERP Beta allowance ROE (%)
(sponsoring party) rate (%) (%) (%)
37% Hamada: 1.01-1.21
Concentric (ENMAX)124 3.73 7.59 0.83-0.86 0.50 10.73 (full comparator group)
Dr. Cleary (UCA)*?° 2.85 5.00 0.45 0.50 5.7 (Canadian comparator group)
D.Madsen (IPCAA)2 | 2.95 6.08 0669 050 | [:51(Canadianand US. electric
utility group)

123. The Commission did not consider the empirical CAPM (ECAPM) approach to estimate
the notional ROE or ERP, consistent with the Commission’s previous approach.'?” The
Commission accepts Dr. Cleary’s concerns with the ECAPM!%® methodology, and that the
assumptions and variables used in the approach were not subject to adequate testing in this
proceeding.

6.4.1.2 CAPM inputs

Risk-free rate

124.  In considering the parties’ CAPM ROE results, the Commission took into account the
extent to which parties’ estimate of the risk-free rate differed from the 3.10 per cent rate that the
Commission found reasonable in Section 6.3.

Beta

125. Beta captures the sensitivity of a stock’s returns to the market’s returns. It is a measure of
systematic risk — general risk that cannot be diversified away. In effect, beta measures the
contribution made by an individual stock to the risk of the diversified market portfolio.

126. Considerable academic and empirical evidence has been filed on the record of this
proceeding to support the position taken by parties on how beta should be calculated. In general,
witnesses for the utilities used betas that:

e were sourced from established fee-for-service data providers widely used by the
investment community, in particular Value Line and Bloomberg;

e were based on weekly data on the premise that more frequent observations better capture
the contribution made by each individual stock in the comparator group of equities to the

124 Exhibit 27084-X0315, Concentric evidence, PDF pages 62, 64-65, 105. The betas used in Concentric’s CAPM
analyses for the entire comparator group are drawn from two sources: Value Line and Bloomberg. The MERP
value of 7.59 represents an average of Canadian and U.S., historical and forward-looking values.

125 Exhibit 27084-X0320.02, Cleary evidence, PDF page 61. Beta of 0.45% is raw/unadjusted. ROE of 5.7%
includes an A-rated Canadian utility bond yield spread adjustment of 0.095%.

126 Exhibit 27084-X0292, Madsen evidence, PDF pages 28-29.

127 Decision 20622-D01-2016, paragraph 199.

128 Exhibit 27084-X0759, Cleary evidence, PDF page 43-45.
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risk of the diversified market portfolio over the measurement period. Selected
measurement periods ranged from two'? to five-years;*°

e incorporated the Blume adjustment on the basis that it addresses the tendency of raw
betas to change gradually over time, transforms historical unadjusted or raw betas into an
expectational value consistent with the forward-looking nature of the cost of capital, and
partially corrects for the known deficiencies of the CAPM;**! and

¢ in the case of the evidence filed by Dr. Villadsen, used the Hamada adjustment to reflect
a 40 per cent deemed equity component to standardize the capital structure of the
comparable group of utilities and calculate beta'® on an equivalent basis, given the
relationship between financial leverage and equity returns.

127.  For the consumer groups, Dr. Cleary and D. Madsen used a different approach to
calculate beta:

e Dr. Cleary used weekly and monthly raw (unadjusted) betas for both the U.S. and
Canadian comparators data from Bloomberg to arrive at an estimated beta of 0.45.
Dr. Cleary did not support the use of either the Blume or Hamada adjustments to
calculate beta.?

e D. Madsen used raw and adjusted betas in his analysis. He included Blume adjusted
monthly betas on the basis that they are consistent with the forward-looking nature of a
cost-of-capital determination. D. Madsen used five-year monthly data provided by
YCharts and Yahoo Finance to determine an average adjusted beta of 0.669 for the
combined Canadian and U.S. Electric Utility segments of the comparable group of
utilities.’®* D. Madsen considered and then rejected the use of Blume adjusted, weekly
Value Line betas.

128.  In this proceeding, parties had much the same debates about beta as in past GCOC
proceedings. Consistent with its views in past GCOC decisions, the Commission considers that
there exists some room for legitimate differences of opinion among industry practitioners and
academic experts on what constitutes a reasonable range for regulated utility betas.

129.  For example, the Commission remains uncertain of the extent, if any, to which the Blume
adjustment is warranted in determining betas for regulated utilities that face less risk than an
average firm in the market. Indeed, there are ample reasons to question on what basis the

129 Transcript, Volume 5, page 973, lines 8-11 and 15, D’ Ascendis evidence. D. D’ Ascendis uses Bloomberg’s
default setting of two years to calculate beta.

130 Exhibit 27084-X0315, Concentric evidence, PDF page 62. Value Line publishes the historical beta for each
company based on five years of weekly stock returns and uses the New York Stock Exchange as the market
index. Concentric has computed Bloomberg betas using five years of weekly stock returns and using the S&P or
the S&P/TSX Composite as the market index, in the case of U.S. or Canadian comparable equities, respectively.

181 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 76-84; Exhibit 27084-X0315, Concentric evidence,
PDF pages 62-64; Exhibit 27084-X0047, Villadsen evidence, PDF pages 7-8; and Exhibit 27084-X0469.01,
Villadsen evidence, PDF pages 43-44.

132 Exhibit 27084-X0469.01, Villadsen evidence, PDF pages 43-44. Dr. Villadsen used weekly data from
Bloomberg over a three-year measurement period. A similar analysis was performed assuming deemed equity
of 37%.

133 Exhibit 27084-X0320.02, Cleary evidence, PDF pages 49-60 and Exhibit 27084-X0333, Cleary evidence.

134 Exhibit 27084-X0292, Madsen evidence, PDF pages 16-22.
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systematic risks faced by regulated utilities might ever be expected to approach, much less
exceed, those for the market as a whole, which is a central premise of the Blume adjustment.!*®
Nevertheless, the Commission acknowledges that adjusted betas are widely used by finance
professionals, as they provide useful information in certain circumstances.

130.  As expressed in several past decisions, the Commission remains unpersuaded that
adjusted betas are superior to raw betas in the context of regulated utilities. Rather, it finds that
both raw and adjusted betas can provide useful information with respect to utility risk.*
Similarly, the Commission continues to find that reliance on both weekly and monthly estimates
of beta is reasonable.**’

131. J. Coyne estimated beta to be 0.83 to 0.86,'%¢ while Dr. Villadsen calculated raw, Blume
and Hamada adjusted betas, producing betas ranging from 0.51 to 1.72. Within this range

Dr. Villadsen recommended for the Commission’s approval a range of Hamada betas from 1.01
to 1.21.2% The Commission finds these are unreasonably high given its findings regarding the
overall risk of the Alberta utilities. More generally, the Commission does not accept that betas
are understated for the utilities in the absence of the Hamada adjustment.

132.  The Commission concludes that utility stocks are appreciably less risky and volatile than
equities in the broader market, and therefore considers a reasonable range of betas for regulated
gas and electric utilities to be between 0.45 (representing Dr. Cleary’s unadjusted long-term beta)
and 0.75 (in the range of adjusted betas recommended by D. Madsen!*® and D. D’ Ascendis!*!).
The high end of Dr. Villadsen’s'*? beta estimates were well above this range.

Market equity risk premium
133.  Parties to the proceeding used a variety of approaches to quantify the MERP.

134. D. Madsen’s MERP of 6.08 per cent is an average of three MERP estimates: the implied
MERP provided by Kroll of 6.0 per cent, Dr. Damodaran’s implied MERP of 6.0 per cent as of
January 1, 2023, and the implied MERP calculated by D. Madsen of 6.23 per cent by applying a
Gordon Growth Model to the S&P500.14

135. Dr. Cleary adopted a MERP of 5.0 per cent, equal to the average of a commonly used
historical range of 4 to 6 per cent. Dr. Cleary relied on a series of surveys and reports from
academics, investment management firms, and actuarial service providers to establish historical
and forecast returns for the Canadian, U.S. and world developed markets.'*

136. Dr. Villadsen used the historical average premium of market returns over the long-term
GoC bond yields, as per Duff & Phelps, for both Canada and the U.S. The MERP is expressed as

135 For a discussion of the history of Blume’s adjustment and its limitations in the context of the regulated utility
industry, see paragraph 164 of Decision 20622-D01-2016.

136 Decision 22570-D01-2018, paragraphs 345-346.

137 Decision 22570-D01-2018, PDF page 80, paragraph 344.

138 Exhibit 27084-X0315, Concentric evidence, PDF page 62.

139 Exhibit 27084-X0469.01, Villadsen evidence at PDF pages 46-48.

140 Exhibit 27084-X0292, Madsen evidence, PDF page 29.

141 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 80.

142 Exhibit 27084-X0469.01, PDF pages 46-49.

143 Exhibit 27084-X0292, Madsen evidence, PDF pages 24-29.

144 Exhibit 27094-X0320.02, Cleary evidence, PDF pages 39-49.
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the arithmetic average and is 5.91 per cent for Canada (1935-2021) and 7.46 per cent for the U.S.
(1926-2021). By adjusting Bloomberg forecast MERP for the spread between a 10-year and
30-year government bond yield, Dr. Villadsen also calculated a forecast MERP for Canada of
6.56 per cent and a lower number for the U.S. using proprietary data.'%

137. D. D’Ascendis calculated a prospective MERP for both Canada and the U.S. by applying
a constant growth DCF model to the companies comprising each of the S&P/TSX and S&P 500.
The resulting total return for each index was then reduced by the forecast Canadian or U.S. long-
term government bond yield. This produced forecast MERPs for Canada and the U.S. of 9.92 per
cent and 7.03 per cent, respectively. D. D’ Ascendis also estimated historical MERPs by using a
regression analysis in which the MERP is expressed as a function of the long-term government
bond yield. The historical MERPs for Canada and the U.S. using this approach were 5.35 per
cent and 8.57 per cent, respectively.’* The Commission notes that overall, D. D’ Ascendis
recommended MERPs of 7.64 for Canada and 7.80 for the U.S. as summarized in Table 3 above.

138.  Concentric used the MERP ex-post historical arithmetic average based on data from Kroll
of 5.74 per cent for Canada (1919-2021), and 7.46 per cent for the U.S. (1926-2021). Concentric,
used an approach similar to that of D. D’Ascendis, to forecast MERPs of 9.22 per cent for
Canada and 7.93 per cent for the U.S.2*” Concentric’s recommended MERP, as set out in Table 3,
is 7.59.

139. Parties developed their MERP recommendations using three general approaches or a
combination of them. The first approach was to examine historical MERPs; that is, the difference
between historical long-term realized stock market returns and the risk-free rate (as measured by
long-term GoC bond yields) in Canada and the U.S. The Commission agrees that this approach is
informative as it captures a large number of economic and monetary cycles and minimizes the
risk that calculated MERPs reflect anomalous or transitory market conditions. The historical
MERP values were approximately 6.0 per cent for Canada and 7.50 per cent for the U.S.

140. The second approach was to estimate prospective or forward-looking MERPs by relying
on available market return estimates of investment management professionals and actuarial
service providers, as was done by Dr. Cleary to arrive at a 4 to 6 per cent estimate and by

Dr. Villadsen to arrive at a 5.91 to 6.56 per cent recommended MERP estimate.

141. The Commission recognizes that there may be pitfalls to relying on available forecasts of
market return. For example, these estimates may not be as robust as empirical studies, or be
amenable to ready analysis or testing, and may be prepared for different purposes; however, this
type of evidence does offer some indication of what market professionals believe the ROE may
be in the future. This can, and potentially does, affect investor expectations and subsequent
behaviour. That, in itself, can shed light on the limits or frontiers of the range of reasonable
estimates of the required ROE.

142.  Under the third approach, parties estimated prospective MERPs by calculating expected
market return. To do so, Concentric and D. D’ Ascendis employed forecast earnings growth rates
in excess of 9 per cent, which resulted in estimates for expected market returns ranging from

145 Exhibit 27084-X0469.01, Villadsen evidence, PDF pages 42-43. Exhibit 27084-X0458-C, Appendix BV-7
Bond Yields & MERP, tab “MRP calculation.”

146 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 85.

147 Exhibit 27084-X0315, Concentric evidence, PDF pages 64-65.
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10.4 per cent to 12.8 per cent for Canada and from 11.0 per cent to 11.8 per cent for the U.S.
This, in turn, produced MERP estimates in the order of 9 to 10 per cent. Consistent with the
findings in the 2018 GCOC decision, the Commission considers these estimates excessive, as
they are based on calculated expected market returns that reflect unrealistically high earnings
growth assumptions.

143.  Given the above observations, the Commission notes that when the MERP estimates in
the order of 9 per cent calculated by Concentric and D. D’ Ascendis are excluded, the remaining
MERP recommendations of the parties fall into what the Commission considers is a reasonable
range of 5.9 per cent to 7.5 per cent.

Flotation allowance

144. In past GCOC proceedings, the Commission has accepted a flotation allowance of

0.50 per cent in estimates of ROE obtained from the application of the various models, including
CAPM. The flotation allowance is normally included in the approved return to account for
administrative costs and equity issuance costs, any impact of underpricing a new issue, and the
potential for dilution.*® No party opposed the use of 0.50 per cent for the flotation allowance.
The Commission finds this flotation allowance continues to be reasonable for use in the financial
models.

6.4.2 Constant growth DCF model

145.  The constant growth DCF model assumes that the market price of a stock is equal to the
present value of the cash flows that the owners of the shares expect to receive. In general,
expected future cash flows are represented by the dividends paid per share. This pricing
relationship is generally expressed as:

b=t g D2 De
7 (14+k  (1+k)? (1+ k)™

where:
Py represents the current stock price;
D1 ... Ds represent expected future dividends; and
k (or K) is the discount rate or required ROE.**°

146. Each of the variables in the DCF approach must be estimated, and there are a variety of
different data sources and forecasting methods or approaches that could be used. The constant
growth DCF recommendations by parties are summarized in Table 4.

148 Decision 22570-D01-2018, PDF page 104.
149 The expression can be simplified and rearranged into annual and quarterly compounding DCF equations:
Exhibit 27084-X0292, Madsen evidence, PDF page 29.
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Table 4. Constant growth DCF recommendation by party

Witness ROE a"FOI \?v;ar:';r}so ROE including flotation allowance
(sponsoring party) (%)
D. D'Ascendis 10.21 (Canadiaq utili.ti.els) 10.71 (Canadiaq utili.ti.els)
( AltaLink JEPCOR)!S! 9.34 (U.S. electric utilities) 0.50 9.84 (U.S. electric utilities)

10.01 (U.S. natural gas utilities) 10.51 (U.S. natural gas utilities)
Dr. Villadsen 12.79 (Canadiaq utiIi.ti.els) 13.29 (Canadiaq utiIiltilels)
( A.TCO/ Apex/Fortis)152 9.38 (U.S. electric utilities) 0.50 9.88 (U.S. electric utilities)

9.66% (U.S. gas utilities) 10.16 (U.S. gas utilities)

9.88 (Canadian proxy group) 10.38 (Canadian proxy group)
Concentric 9.43 (U.S. electric proxy group) 0.50 9.93 (U.S. electric proxy group)
(ENMAX)153 9.84 (U.S. gas proxy group) : 10.34 (U.S. gas proxy group)

9.59 (N.A. combined proxy group) 10.09 (N.A. combined proxy group)
Dr. Cleary (UCA)™ 6.35 0.50 6.85
D. Madsen (IPCAA)!*S 7.31-9.14 0.50 7.81-9.64

6.4.2.1 Constant growth DCF inputs
Current stock price

147.  To estimate the current stock price input to the DCF model, most parties calculated the
average closing price over a period ranging from 15 to 90 trading days ending between late
December 2022 and late January 2023 to avoid biases that may arise over very short periods of
time from anomalous or transitory events.'%

148. The Commission accepts the use of an averaging period to calculate the current stock
price to mitigate the risk that a single date, point-in-time estimate may be biased by market
conditions on the pricing date. The averaging period should not exceed 90 days, as a longer
averaging period would likely violate the empirical assumption that the constant growth DCF
approach uses current stock prices. In addition, the Commission will accept the adjustment of the
current quarterly dividend by the chosen dividend growth rate, as submitted by D. D’ Ascendis,
Dr. Villadsen and Concentric. No party provided a contrary view that the adjustment was
inappropriate.’®

150 The constant growth DCF directly calculates ROE prior to the addition of the flotation allowance.

151 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 47. Average of the mean and median.

152 Exhibit 27084-X0469.01, Villadsen evidence, PDF pages 54-55. Exhibit 27084-X0460-C, BV-12a, Villadsen
evidence. ROE values are presented at 40% equity thickness.

153 Exhibit 27084-X0315, Concentric evidence, PDF pages 53-57. Exhibit 27084-X0490, Concentric evidence,
sheet JIMC-3 Constant DCF. ROE results represent mean values. Of note, Concentric’s recommended ROE of
9.50% is based on the average of the multi-stage DCF model (not the constant growth DCF model).

154 Exhibit 27084-X0320.02, Cleary evidence, PDF page 71. Dr. Cleary used only the Canadian utilities in his
recommendations.

155 Exhibit 27084-X0292, Madsen evidence, PDF pages 29-44. Exhibit 27084-X0304, Attachment 1, Madsen
evidence, Tab “DCF.” D. Madsen does not use the U.S. Gas utility comparable equities in his constant growth
analysis and excludes Algonquin Power & Utilities Corp. from his DCF calculations.

156 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 42; Exhibit 27084-X0471, Villadsen evidence, PDF
page 12; Exhibit 27084-X0315, Concentric evidence, PDF page 54; Exhibit 27084-X0320.02, Cleary evidence
PDF pages 65-69; Exhibit 27084-X0334.01, Sheet 1, Exhibit 27084-X0292, Madsen evidence, PDF page 32.

157 The Commission notes that the constant growth DCF formula set out at the beginning of the section is taken
from D. Madsen’s evidence and clearly shows the adjustment of the dividend by the growth rate (footnote 55).
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Dividend

149.  The experts adopted slightly different approaches to how they calculated dividends. Most
took the annualized dividend at year-end 2022 for each utility and then increased it quarterly or
semi-annually by a fixed percentage of the forecast growth rate.'*® Dr. Cleary’s approach was to
provide a number of dividend yield calculations, including trailing 12-month dividend yields
from December 2022 and average five-year and seven-year dividend yield averages.'*

Dividend growth rate

150. Several of the experts relied on analysts’ forecasts of company-specific dividend and
earnings per share (EPS) growth rates.'®® D. Madsen also considered data from other sources and
both he and Dr. Cleary*®* considered historical data. There was debate on whether dividend
growth rates in the constant growth DCF analysis can the exceed the growth rate of the overall
economy, as measured by the GDP growth rate. For example, D. Madsen said that, generally,
dividend growth estimates should be below forecast growth in nominal GDP, while

D. D’Ascendis did not agree with such limitation.

151. In past GCOC decisions the Commission rejected the use of dividend growth rates that
exceeded estimates of the nominal long-term GDP growth rate. In this proceeding, Concentric
filed evidence that earnings and dividend growth have exceeded GDP between 2007 and 2021 in
support of the proposition that analyst estimates of growth rates above GDP are reasonable.¢?

D. D’Ascendis indicated that the compound annual utility industry EPS growth rate of 6.53 per
cent exceeded the U.S. GDP growth rate over the 1947 to 2021 period.*®® While this supports the
view that utility EPS growth can exceed nominal GDP growth, the Commission notes that

D. Madsen provided evidence of the recent historical EPS growth rates of the Alberta utilities
and concluded that average growth was generally lower than his forecast nominal GDP.%*
Further, he noted that the Alberta utilities have a “natural barrier to growth” due to their inability
to expand into other jurisdictions.!®® On this point, the Commission notes that growth in
dividends can come from higher earnings, and not only from the expansion of company
operations.

152. Nevertheless, as in past decisions, the Commission remains concerned with the
aggressive dividend growth rates and forecasts relied on by some experts for the utilities, both
for utilities as a sector of the economy, and the economy as a whole. It notes Dr. Cleary’s
observation regarding high growth estimates put forward by experts for the utilities and for the
economy as a whole:

158 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 41; Exhibit 27084-X0471, Villadsen evidence, PDF
page 12; Exhibit 27084-X0315, Concentric evidence, PDF page 54; Exhibit 27084-X0292, Madsen evidence,
PDF page 32; Exhibit 27084-X0304, Madsen evidence, Sheet DCF.

159 Exhibit 27084-X0320.02, Cleary evidence PDF pages 65-69; Exhibit 27084-X0334.01, Sheet 1.

160 Exhibit 27084-X0391, D’ Ascendis evidence, Sheets 2.2-2.4 CGDCF. EPS estimates were from Value Line,
Zack’s, and Yahoo! Finance; Exhibit 27084-X0469.01, Villadsen evidence, PDF page 51; Exhibit 27084-
X0315, Concentric evidence, PDF page 54.

161 Exhibit 27084-X0320.02, Cleary evidence, PDF pages 64-65.

162 Exhibit 27084-X0315, Appendix 1, Evidence of Concentric Energy Advisors, PDF pages 56-57.

163 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 159, Schedule 3, and Exhibit 27084-X0665.

164 Exhibit 27084-X0292, Madsen evidence, PDF page 38.

185 Exhibit 27084-X0292, Madsen evidence, PDF page 38.
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The contradiction in these assumptions is obvious — i.e. if the economic environments are
expected to experience high-risk and slow growth conditions, how is it reasonable to
assume that corporate earnings and dividends (for the entire stock market of all publicly
listed companies) can be expected to grow indefinitely at these abnormally high rates?*¢®

153.  Inthe 2018 GCOC decision, with reference to Dr. Cleary’s evidence, the Commission
recognized that the utilities are essentially monopolies in mature markets and, because of this,
the use of long-term growth in excess of the long-term growth of GDP is unreasonable.’®” Indeed,
D. Madsen quoted in his evidence from a publication by Dr. Damodaran, who opined that it is
questionable whether any firm is able to sustain high growth in the long term as it will eventually
stop growing either due to limitations on size or to the effects of competition.¢®

154.  On the other hand, the sustainable growth rate Dr. Cleary used to estimate expected
dividend growth rates relied on historical seven-year average dividend yields and payout ratios
and used accounting data, rather than readily available, market-driven forecasts. The
Commission notes that this approach produces growth estimates that are less than actual
historical rates of dividend growth?® and less than inflation, resulting in negative real growth.
As a result, the Commission is concerned that Dr. Cleary’s sustainable growth rate produces
results that understate dividend growth.

155. The Commission will generally continue to consider forecast long-term nominal GDP
growth as a proxy for forecast dividend growth. Growth of the utilities will fluctuate over the
years but, overall, considering the business profile of the utilities, the Commission does not
expect the utilities will consistently achieve growth in dividends greater than the nominal GDP
growth rate.

156. In this regard, the Commission finds it reasonable to use in the constant growth DCF
model the minimum and mean analyst growth rates submitted in this proceeding; however,
maximum EPS growth rates appear to be unreasonably high. Despite its general criticism of
using high dividend growth rates, the Commission notes that analyst EPS growth estimates are
widely used by the investment community, and concerns relating to analyst EPS optimism bias
for large capitalization stocks like those in the comparator group may be overstated, at least
relative to estimates for small to mid-cap stocks of which there are not many in the comparator
group, in any event.!’® The use of analyst EPS estimates supplied by established data service
providers, such as Value Line, Zack’s, Yahoo! Finance, SNL Financial, and Thomson First Call
minimizes the opportunity for arbitrary adjustments and custom calculations for which there is
no broad support among parties to the proceeding.

6.4.3 Multi-stage DCF model

157.  The multi-stage DCF model reflects the premise that investors value an investment
according to the present value of its expected cash flows over time.}* It is an extension of the
constant growth DCF model, but the multi-stage DCF approach does not assume a single,

166 Exhibit 27084-X0759, Dr. Cleary rebuttal evidence (redacted), PDF page 3.

167 Decision 22570-D01-2018, paragraph 438.

1688 Exhibit 27084-X0292, D. Madsen evidence, PDF pages 34-35.

189 Exhibit 27084-X0304, Madsen evidence, Tab DCF, column “Growth forecast past 5 years (per annum).”
170 Transcript, Volume 3, pages 704-722.

171 Exhibit 27084-X0390, Concentric evidence, PDF page 53.
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constant estimate of dividend growth in perpetuity.'’”? In general, the multi-stage DCF assumes
that dividends grow at a constant rate over a short-term period, usually five years in length,
transition to an assumed long-term constant growth rate over an interim period, also usually
five years in length, and then grow in perpetuity at a growth rate usually equal to forecast
nominal GDP.

158.  The multi-stage DCF recommendations of parties are summarized in the following table.

Table 5. Multi-stage DCF recommendations of parties

Witness ROE ;:g\t’:;:):e ROE including flotation allowance
(sponsoring party) (%)
D. D'Ascendis 10.34 (Canadian utiIi.tile.s) 10.84 (Canadiaq utililti.e.s)
( AItaLink/EPCOR)173 9.21 (U.S. electric utilities) 0.50 9.71 (U.S. electric utilities)
9.39 (U.S. natural gas) 9.89 (U.S. natural gas)
Dr. Villadsen 11.81 (Canadiaq utiIi.ti.els) 12.31 (Canadian_ utililtile_s)
AfCO /Apex/Fortis)!™ 7.88 (U.S. e|eCtI’IF).l:ItI|ItIeS) 0.50 8.38 (U.S. e|eCtrI$).L.ItI|ItIeS)
7.62 (U.S. gas utilities) 8.12 (U.S. gas utilities)
9.42 (Canadian proxy group) 9.92 (Canadian proxy group)
, 8.28 (U.S. electric proxy grou 8.78 (U.S. electric proxy grou
Concentric (ENMAX)™"® 8.65 EU.S. Gas proiy g?o%p) P 050 9.15 EU.S. gas prof()y gr)égp) P
8.49 (N.A. combined proxy group) 8.99 (N.A. combined proxy group)
Dr. Cleary (UCA)' 7.01 0.50 7.51
D. Madsen (IPCAA)*"" 7.38-8.46 0.50 7.88-8.96

6.4.3.1 Multi-stage DCF inputs

159.  The variables that must be estimated in a multi-stage DCF equation are the same as those
set out in Section 6.4.2, except the assumed short-term and long-term dividend growth rates and
the length of the short-term and transition periods are expressed in years.

Dividend growth rate

160. Most of the experts calculated the multi-stage DCF in a similar manner, and many of the
variables are calculated in the same way as for the constant growth DCF calculations, other than
the dividend growth rate. As was the case for the constant growth DCF model, parties took
different approaches to forecasting the growth rate.!’® In forecasting nominal GDP growth rates,
parties used either the Canadian forecast, or a combination of the Canadian and U.S. forecast.

172 Exhibit 27084-X0390, Concentric evidence, PDF page 53.

173 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 50. Recommended M-DCF reflects average of mean
and median results.

174 Exhibit 27084-X0469.02, Villadsen evidence, PDF pages 54-55. ROE values are presented at 40% equity
thickness.

175 Exhibit 27084-X0315, Concentric evidence, PDF page 59. Exhibit 27084-X0490, tab “JMC-4 Multi-Stage
DCF.”

176 Exhibit 27084-X0320.02, Cleary evidence, PDF pages 70-71.

177 Exhibit 27084-X0292, Madsen evidence, PDF pages 29-44. Exhibit 27084-X0304, Madsen evidence,

Sheet DCF.

178 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 47-48. Exhibit 27084-X0391, D’ Ascendis evidence,
sheets 2.5-2.8, Exhibit 27084-X0469, Villadsen evidence, PDF pages 49-57. Exhibit 27084-X0471, Villadsen
evidence, PDF pages 10-13, Exhibit 27084-X0315, Concentric evidence, PDF pages 57-58. Exhibit 27084-
X0490, Sheet IMC-4 Multi-Stage DCF.
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161. D. Madsen also calculated the multi-stage DCF using the approach used by the U.S.
Federal Energy Regulatory Commission (FERC), applying it to several scenarios.!”® Using the
FERC approach led to similar growth rates. Dr. Cleary took a slightly different approach and
used a variation of the constant growth DCF called the H-Model. The approach assumes that
growth in dividends moves in a linear manner from a short-term growth rate toward a long-term
growth rate over a specified period of time, defined as the “half life.”

162. D. Madsen’s multi-stage DCF calculations included using current and one-year forecast
EPS growth rates as a proxy for a five-year forecast EPS growth rate or a one-year EPS growth
estimate in year one and the five-year EPS estimate in years two to five.’® D. Madsen also used
the FERC two-step DCF approach. He made adjustments to the FERC approach, including the
weights used for short- and long-term growth, and used a simple average of the short-term and
long-term growth estimates to adjust the dividend. These adjustments were criticized by

Dr. Villadsen and D. D’ Ascendis.®!

163. The multi-stage DCF approach used by Dr. Villadsen'®? models the first five years of
dividends at a growth rate specific to the company she is estimating, then tapered the growth
down towards that of the economy over the next five years. For year 10 onwards, Dr. Villadsen
used the GDP growth rate as the perpetual growth rate for dividends.

164. Regarding the results of Dr. Cleary’s H-Model DCF approach, the Commission is
persuaded by the concerns expressed by experts for the utilities who raised a number of
empirical and qualitative issues with Dr. Cleary’s approach. These included the use of sustainable
growth rates that are less than forecast inflation,' resulting in negative real utility growth,
sustainable growth rates that are less than historical actuals,'® and the need to consider growth
arising from both internally generated funds and from issuances of equity.'®

6.4.4 Other risk premium models

165. In addition to relying on CAPM and DCF models, some parties used the following risk
premium models to help inform their fair ROE estimates: (i) Concentric and Dr. Villadsen used
the government bond yield risk premium model; (ii) Dr. Cleary and D. D’ Ascendis relied on the
utility bond risk yield premium model; and (iii) D. D’ Ascendis used the predictive risk premium
model. The Commission determines that it will not rely on any of these models for the purposes
of the present decision.

179 Exhibit 27084-X0292, Madsen evidence, PDF pages 42-44. Exhibit 27084-X0304, Madsen evidence.

180 Exhibit 27084-X0304, Madsen evidence, Sheets DCF and Multi DCF Alt. FERC Scenario 1: nominal estimated
GDP of 3.77% is used for both the short-term and long-term growth rate; FERC Scenario 2: short-term growth
rate is the average of the current year forecast and next year’s growth rate and nominal estimated GDP of 3.77%
is used as the long-term growth rate; FERC Scenario 3: short-term growth rate is equal to analyst five-year EPS
growth rates and nominal estimated GDP of 3.77% is used as the long-term growth rate; and FERC Scenario 4:
the average the short-term growth rate in scenarios 1 to 3 is used as the short-term growth rate and the long-term
growth rate is nominal estimated GDP of 3.77%.

181 Exhibit 27084-X0761, Villadsen evidence, PDF pages 26-27, Exhibit 27084-X0750, D’ Ascendis evidence, PDF
pages 32-36.

182 Exhibit 27084-X0471, Villadsen evidence, PDF pages 9-10.

183 Exhibit 27084-X0750, D’ Ascendis evidence, PDF page 29.

184 Exhibit 27084-X0743, Concentric evidence, PDF page 41.

185 Exhibit 27084-X0761.02, Villadsen evidence, PDF page 61.
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166. The government bond risk premium approach estimates the ROE as the sum of the ERP
and the yield on the 30-year U.S. Treasury bond. The ERP was calculated as the difference
between authorized returns from U.S. electric and gas utilities and the then-prevailing quarterly
30-year U.S. Treasury yield. Consistent with prior GCOC decisions,'® the Commission continues
to be of the view that the approved ROEs from other jurisdictions are not, strictly speaking,
wholly market-based data and therefore, will not place any weight on the results of the
government bond risk premium model.

167.  Under the utility bond risk premium approach, a required ROE is calculated by adding an
equity premium to a utility bond yield. In past GCOC decisions, the Commission accepted the
bond yield and utility bond yield approaches to be valid tools in estimating the cost of equity, as
they are simple to use and conform to the basic principle that investors require a higher return for
assets with greater risk. Although the Commission still considers the empirical basis of the utility
bond yield methodology to be valid, for the purposes of this decision the Commission will not
rely on the utility bond yield risk premium approaches used by Dr. Cleary and D. D’ Ascendis.

168. Dr. Cleary’s recommended risk premium of 2.50 per cent is subjective, not supported by
any analysis and does not take into the account the changing market environment.

D. D’Ascendis’s risk premiums are estimated in a more rigorous manner; however, they have
1ssues of their own. For one of his models, D. D’ Ascendis used the authorized ROEs from
litigated cases in other jurisdictions to estimate the utility bond ERP.2" As stated earlier, the
Commission prefers not to use authorized ROEs as a proxy for market data. For the other two
models, D. D’ Ascendis relied on market data; however, they require the Commission’s
determinations on a number of new variables such as the expected utility bond yields and
expected returns for an index of U.S. utilities.?® Variables and calculations in D. D’ Ascendis’s
bond yield risk premium models were not explored in depth in this proceeding, and in the
Commission’s view, the merits of the utility bond risk premium approach do not outweigh the
additional burden and empirical difficulties associated with measuring the ERP to utility bond
yield, given the presence of the more widely accepted CAPM and DCF models.

169. Finally, the predictive risk premium model is based on the ARCH/GARCH?*® models that
use historical volatility to predict future volatility, which can then be translated to a predicted
ERP. The predictive risk premium model estimates the ERP directly, by predicting volatility or
risk.’®® In the Commission’s view, this analysis is similar in concept to the technical analysis of
market data that relies only on historical time series data for a single indicator, for example,
returns on a stock, to predict future returns for this stock. The Commission is not persuaded that
this approach is superior to the CAPM and DCF models that use a variety of inputs to estimate
the ERP and/or required return, especially as the predictive risk premium model approach is not
used widely, if at all, by other regulators.

186 Decision 22570-D01-2018, PDF pages 88-91.

187 Exhibit 27084-X0390, D’ Ascendis evidence, PDF page 64.

188 In Exhibit 27084-X0390, PDF page 63, D’ Ascendis explained, “As done for the S&P TSX Composite and the
S&P 500, using dividend and EPS growth rate data from Bloomberg, | calculated projected total returns of the
S&P/TSX Capped Utilities.”

189 The Autoregressive Conditional Heteroskedasticity (ARCH) and Generalized Autoregressive Conditional
Heteroskedasticity (GARCH) models are based on the premise that the volatility of prices and returns clusters
over time and is therefore highly predictable.

190 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 54-60.
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6.4.5 Notional ROE and base forecast ERP

170.  In this proceeding, the Commission was presented with a wide range of notional ROE
and base ERP recommendations that were based on a variety of approaches, models and
directional indices. The Commission rejected many of these approaches and instead focused on
the results of the well-known and widely used models (CAPM, constant growth DCF, and multi-
stage DCF) in GCOC proceedings. The Commission determines the notional ROE to be 9.00 per
cent and the base forecast ERP to be 5.90 per cent.

171.  Table 6 illustrates the ranges of notional ROE (including 0.50 flotation allowance) based
on the results of the financial models submitted by the parties and reflects the resulting ERPs
after subtracting the Commission’s 3.10 per cent risk-free rate.

Table 6. Notional ROE and base forecast ERP from financial models

" : : ;

Financial model ROE (%) range Base forecast :EI?(I)’; I(e/;)srg:%; u::::(u#zg :::La;tlon allowance
Low High Low High

CAPM 5.7 11.76 2.6 8.66

Constant growth DCF 6.85 13.29 3.75 10.19

Multi-stage DCF 7.51 12.31 4.41 9.21

172. Itis obvious from the table above that the Commission was presented with a wide range
of results from the experts using the CAPM, constant growth DCF, and multi-stage DCF models.
The model results are subject to a high degree of variability given the range of data sources,
forecasts and assumptions that parties choose to use, and the judgment and experience of the
expert doing the modelling. These models provide some guidance to the Commission, but, as
evidenced by the wide range of results, they do not produce a single correct number for the fair
return that the Commission should choose.

173.  In assessing the results of the models, the Commission is mindful of its concerns
expressed in sections 6.4.1 to 6.4.3, including:

e CAPM results using a forecast risk-free rate that differs significantly from the 3.10 per
cent rate the Commission found reasonable in Section 6.3.

e CAPM results using betas that were close to or exceeded one.

e CAPM results using MERPs based on excessively high earnings growth rates in
estimating market return.

e Constant growth DCF results using dividend growth rates that are too high (e.g., exceed
long-term nominal GDP growth) or too low (e.g., near or less than inflation).

174. The Commission has set the base forecast ERP and resulting notional ROE towards the
lower end of the ROE ranges calculated in the financial models given its finding that the risk
profile of the Alberta utilities is at the low end of the comparator group of companies.

175. D. D’Ascendis calculated a low CAPM ROE of 8.38 per cent, a constant growth DCF
ROE 0f9.84 to 10.71 per cent and a multi-stage DCF ROE of 9.71 to 10.84 per cent. Some of
D. D’Ascendis’s DCF ROE estimates are based on excessively high earnings growth rates, which
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the Commission rejects. The notional ROE of 9.00 per cent is closer to the lower end of
D. D’Ascendis’s three calculations, namely the low 8.38 per cent CAPM ROE.

176.  The low end of Dr. Villadsen’s calculated ROEs was the 8.12 per cent for the multi-stage
DCEF. Dr. Villadsen’s CAPM ROE of 9.81 to 11.76 per cent uses a high beta and high risk-free
rate. Concentric’s CAPM ROE of 10.73 uses a lower beta and risk-free rate than Dr. Villadsen,;
however, Concentric’s risk-free rate is 3.73 per cent. The low end of Concentric’s calculated
ROEs is 8.78 per cent for the multi-stage DCF. Dr. Villadsen and Concentric’s constant growth
DCF ROEs range from 9.88 to 13.29 per cent, and 9.93 to 10.38 per cent, respectively. Some of
Concentric’s constant growth DCF estimates are based on excessively high earnings growth
rates, which the Commission rejects.

177.  The high end of Dr. Cleary’s three ROE calculations was 7.51 per cent for the multi-stage
DCF but even that high-end estimate is too low. It is approximately 100 basis points lower than
the current approved ROE, and the Commission finds no compelling reason to decrease the
currently approved ROE. D. Madsen calculated a CAPM ROE of 7.51 per cent, a constant
growth DCF ROE range of 7.81 per cent to 9.64 per cent, and a multi-stage DCF ROE range of
7.88 per cent to 8.96 per cent. Given the Commission’s finding that there is no compelling reason
to decrease the currently approved ROE, the Commission considers the higher end of

D. Madsen’s constant growth DCF and multi-stage DCF ROEs to be more helpful. D. Madsen
uses long-term nominal GDP growth rates in his DCF models. The notional ROE of 9.00 per cent
is lower than D. Madsen’s 9.64 per cent constant growth DCF ROE, and slightly higher than

D. Madsen’s 8.96 per cent multi-stage DCF ROE.

178. In addition to the various factors outlined above, the Commission’s reasoning in setting
the base forecast ROE and notional ROE on the lower end of the ROE ranges developed by
parties in this proceeding includes the considerations set out below.

179. A great deal of evidence (and supporting argument) was filed in this proceeding by the
utilities in an effort to persuade the Commission that the macroeconomic changes (and related
systematic risks) confronting them compared to what they faced in 2018, together with other
business, market, regulatory, competitive and related operating risks they deal with on a daily
basis, warrant a significant increase in both their approved ROEs and deemed equity ratios
commencing in 2024. After considering the full record of this proceeding, the Commission finds
that, on balance, there are reasonable grounds for the notional ROE for Alberta utilities to be
raised above the 8.5 per cent ROE approved for 2023, but not to set it as high as the utilities have
been requesting.

180.  Utilities are regulated monopolies. They supply essential, highly price-inelastic, services
to captive customers, with few, if any, competitively available substitutes. Aside from
fluctuations attributable to short-term extremes of weather, natural disasters, pandemics and the
like, demand for their services is highly predictable from one season to the next, and one year to
another.

181. In exchange for being cloaked with a legislative “duty to serve” or “supplier-of-last-
resort” obligation as it is sometimes called, public utilities have long been the beneficiaries of a
statutory guarantee, enforced by regulation and a century or more of appellate level
jurisprudence, of a legal right to a reasonable opportunity to earn a fair return on their prudently
invested capital. As leading credit rating agencies have noted on more than one occasion, utilities
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under the Commission’s jurisdiction face a favourable regulatory environment that excludes
some or all of volumetric, counterparty and commodity price risks,** and allows for the
flowthrough to customers of most, if not all, cost increases that are outside the utility’s direct
control.

182.  Alberta utilities are also the beneficiaries of a concerted effort in recent years to eliminate
regulatory lag and to reduce unnecessary regulatory burden, plus numerous incentives to cut
costs and earn supra-normal returns (i.e., earnings in excess of their approved rate of return)
between rate cases under cost-of-service (COS) regulation for transmission utilities or
performance-based regulation (PBR) terms for distribution utilities.'*? Together, these conditions
have the effect of significantly reducing the overall level of risk faced by Alberta utilities relative
to the market as a whole. As noted in Section 4 above, while many competitive industries
endured considerable economic and financial duress attributable to pandemic-related disruptions
in the past few years, Alberta utilities appear not only to have avoided any lasting economic
harm but have also exhibited, overall, very robust financial results throughout. Moreover, the fact
that no evidence was presented by utilities attesting to undue hardship in raising new debt or
equity capital on competitive terms at any time since the 2018 GCOC proceeding reinforces the
overall conclusion that they operate in a lower risk and relatively more supportive regulatory
environment than that of the comparator group.

6.5 Other variables of the formulaic approach

183.  The approved notional ROE of 9.0 per cent will serve as a base ROE to which the
approved formulaic approach will be applied each year:

ROE, = 9.0% + 0.5 X (YLD, — 3.10%) + 0.5 X (SPRD; — SPRDgs.)

184.  This section explains how the Commission arrived at each remaining variable to be used
in the approved formulaic approach. Specifically, Section 6.5.1 deals with the adjustment factors
for changes in GoC bond yield and utility bond yield spread. Section 6.5.2 deals with the base
and test year values for long GoC bond yields. Section 6.5.3 deals with the base and test year
values for utility bond yield spreads.

6.5.1 Adjustment factors for changes in GoC bond yield and utility bond yield spread

185. In future test years, risk-free rates (approximated by long-term GoC bond yield) and
utility bond yield spreads will continue to vary as financial and economic conditions evolve. The
approved formulaic approach accounts for fluctuations in both of these factors relative to their
base values approved in this decision.

186. The adjustment factor for the 30-year GoC bond yield (denoted as w; in the formula)
expresses the relationship between changes in the forecast long GoC bond yield and the ROE for
the test year. The adjustment factor for utility bond yield spread (denoted as w; in the formula)
expresses the relationship between changes in the utility bond yield spread and the ROE for the
test year. The theoretical basis behind these adjustment factors is that the ROE (and underlying

191 Exhibit 27084-X0897, IPCAA-ATC-4, Extract from Proceeding 28174, Exhibit 28174-X0011, SP Rating
Results for AltaLink, L.P., PDF pages 4 and 6.

192 The Commission recognizes that utilities subject to COS regulation do not have the same incentives and returns
as utilities subject to PBR. Notwithstanding that, the Commission observes that some Alberta utilities under
COS regulation do achieve returns over approved ROE.
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ERP) do not change one-for-one with the change in risk-free rate and bond yield spread; rather,
they change to some lesser degree in response to fluctuations in those variables.

187. Ideally, the values for these adjustment factors should be determined through an
empirical exercise based on the strength of the relationship between interest rates and ERPs
observed by analysing historical data. To that effect, the Commission asked parties to comment
on the extent of the relationship between changes in the forecast long GoC bond yield and the
forecast ERP, and whether this relationship is sustainable and statistically significant with a high
coefficient of determination.

188. In the Commission’s view, the results of the statistical analyses presented in this
proceeding were not conclusive. Although there were some statistical analyses showing that the
0.5 adjustment factors for both w; and w2 were in the range of reasonableness,'*® with the
exception of Concentric, parties did not rely heavily on their statistical analyses and, instead,
appeared to defer to the OEB adjustment factors of 0.5 for both w; and w», the latter of which is
also used by the California Public Utilities Commission (CPUC). This was the approach taken by
Dr. Villadsen,*** D. D’ Ascendis*® and D. Madsen.*%

189. Concentric’s regressions showed a statistically significant, sustained relationship between
changes in risk-free rates and authorized ROEs as well as between changes in utility bond yield
spreads and authorized ROEs.?” Based on these regressions, Concentric recommended the 0.5
adjustment for both factors in the formula.® However, the Commission will not rely on this
analysis given its determination, expressed throughout this decision, not to use authorized ROEs
as a proxy for market data.

190.  An alternative to the adjustment factors used by the OEB was presented by Dr. Cleary
who recommended adjustment factors of 0.75 for both w; and w,. The Commission is not
persuaded that a 0.75 adjustment factor is warranted. Although of limited usefulness, the
statistical analyses on the record of this proceeding (not including Concentric’s) do provide
general support for the 0.5 adjustment factors; at least more so than for the 0.75 adjustment
factor. In addition, both the OEB and the EUB found that the 0.75 adjustment factor with respect
to changes in GoC bond yield resulted in unduly heightened sensitivity to GoC bond yield,
contributing to the demise of their formulas that were in place pre-2009.*® The Commission
agrees with the approach taken by the majority of parties that it is preferable to use the
adjustment factors used by the OEB and CPUC whose formulas have been in place for a number
of years.

198 Exhibit 27084-X0900, Madsen undertaking No. 1. D’ Ascendis: Exhibit 27084-X0399, Morin approach; Exhibit
27084-X0408, Harris approach; Exhibit 27084-X0411, Harris and Marston approach; Exhibit 27084-X0413,
Brigham, Shome and Vinson approach; Exhibit 27084-X0440, Maddox, Pippert and Sullivan approach.

Dr. Cleary: Exhibit 27084-X0605, UCA-AUC-2023FEB21-005, PDF pages 14-15.

194 Exhibit 27084-X0469, Villadsen evidence, PDF page 79.

195 Exhibit 27084-X0390, D’ Ascendis evidence, PDF pages 105, 112.

196 Exhibit 27084-X0292, Madsen evidence, PDF page 50.

197 Exhibit 27084-X0490, tabs “JMC-7.1 Risk Premium — Electric” and “JMC-7.2 Risk Premium — Gas.”

19 Exhibit 27084-X0315, Concentric evidence, PDF page 109. Exhibit 27084-X0743, Concentric reply evidence,
PDF page 51.

199 Exhibit 27084_X0678, EDTI-AML-CCA-2023FEB21-003 Attachment (OEB Report), PDF page 3.
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191. The Commission approves a 0.5 adjustment factor for both changes in the 30-year GoC
bond yield (w;) and changes in the utility bond yield spread (w?) in the formula.

6.5.2 Base and test year values for long-term GoC bond yield

192.  As set out in Section 6.3, the risk-free rate of 3.10 per cent will serve as the base long-
term GoC bond yield (YLDgpuse) in the formulaic approach. The updated risk-free rate forecast for
each test year will be measured against this base value.

193. Regarding the 30-year GoC bond yield forecast for the prospective test year (YLD;),
parties recommended that methodologies be employed consistent with the methods they used to
arrive at their respective base risk-free rate estimates (these methodologies are summarized in
Table 1 from Section 6.3). Parties’ choice of which forecast publication date to use was based on
their assumptions as to when the Commission will calculate the ROE for the upcoming test year;
on that basis parties presumed the Commission will rely on either September or October data.

194. The Commission agrees with parties that it is beneficial to maintain consistency in
forecasting methods between base and test year values and therefore will use the same method
for forecasting the risk-free rate. In Section 6.3, the Commission determined that it will base the
calculations for a test year on the data from October of the preceding year. Consistent with these
determinations, the Commission finds that forecast long-term GoC bond yield will be calculated
as the weighted average of (i) the 30-year GoC bond yield forecasts published by RBC, TD and
Scotiabank in October, or the most recent month prior to October, preceding the test year for the
forecast period spanning from Q1 to Q4 of the test year (0.75 weight); and (ii) the naive forecast
representing the average long-term GoC bond yield?® over the period October 1 to October 31
each year preceding the test year (0.25 weight).

6.5.3 Base and test year values for utility bond yield spread

195. In general terms, the utility bond yield spread is calculated as a difference between the
utility bond yield and GoC bond yield of the same maturity.

196.  Consistent with her recommendations to use the 30-year GoC bond yield for the forecast
risk-free rate, Dr. Villadsen recommended calculating the spread against the yield on 30-year
utility bonds. Dr. Villadsen also advised that the utility bond yield spread should be estimated
using a bond index that measures the market-based yields on a broad portfolio of Canadian
utility bonds. She recommended the 30-year A-rated Canadian Utility Bond Index from
Bloomberg (Series C29530Y) for this purpose. The spread can then be calculated as the current
yield on 30-year A-rated Canadian utility bonds minus the current yield on the 30-year GoC
bond, as of the same valuation date that the other “base” inputs are established in the formula.
Dr. Villadsen stated the Commission may consider using the average yield over a historical
period (e.g., the prior 15 days) to account for any potential one-day pricing effects.?** In her
evidence, Dr. Villadsen noted that the base spread at the end of November 2022 was 1.63 per
cent.?0?

197.  Other parties generally followed the same methodology as Dr. Villadsen for calculating
the base utility bond yield spread, but differed in certain aspects. In Concentric’s view, the utility

200 Bank of Canada CANSIM Series VV39056.
201 Exhibit 27084-X0469.01, PDF page 82.
202 Exhibit 27084-X0469.01, PDF page 33 at Figure 6, PDF page 80.
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bond yield spread should consider both A-rated and Baa-rated utility bonds because not all of the
Alberta utilities have an A rating. Further, Concentric suggested that if the A and Baa-rated bond
yield spreads differ, the Commission could average them or differentiate the resulting ROE
separately for the A and sub-A rated utilities. Concentric stated that the base utility bond spread
should be calculated based on market data at the end of December 2022.2° D. D’ Ascendis
recommended setting the base spread using the average utility bond yield spread for the month of
December 2022 in the amount of 1.64 per cent.?* Dr. Cleary recommended using the actual,
prevailing A-rated 30-year utility bond yield spread at the time the base ROE is set. For example,
Dr. Cleary observed that the 30-year GoC bond yield of 2.85 per cent as of January 19, 2023,
implied an A-rated utility yield spread of 1.58 per cent versus the spread of 1.31 per cent as of
January 2020, and the average spread of 1.39 per cent over the January 3, 2003, to January 19,
2023 period.?®

198. Regarding the utility bond yield spread for the upcoming test year, parties preferred to
use the same methodologies they recommended for calculating the base value of the spread. The
only difference was to use data from either September or October, i.e., at the same time the
Commission computes the other parameters of the formulaic approach.

199. The Commission agrees with the mechanics of the utility bond yield spread calculations
as described by Dr. Villadsen and used by most parties. The Commission also agrees with the
selection of the 30-year A-rated Canadian Utility Bond Index from Bloomberg given the
Commission’s continued recognition of the importance of maintaining a target credit rating for
the Alberta utilities in the A-range, as discussed in Section 7.3. As well, the Commission agrees
with Dr. Villadsen that the base utility bond yield spread should be set based on data from the
same time period that is used to establish the other “base” inputs in the formula. Therefore, the
Commission will use the average utility bond yield spread for the month of February 2023 for
the base value in the formula to be consistent with the time period selected for the data used to
set the risk-free rate in Section 6.3.

200. The record of this proceeding includes some monthly data for the base utility bond yield
spread but the average daily spread for February 2023 is not available on the record and its
calculation requires proprietary data (Bloomberg Series C29530Y). Therefore, the Commission
directs the ATCO Ultilities, who sponsored the evidence of Dr. Villadsen, to calculate the average
utility bond yield spread for the period from February 1 to February 28, 2023 using the
calculation steps described in her evidence. The ATCO Utilities are further directed to provide
these calculations and the resulting utility bond yield spread value as a post-disposition filing to
this proceeding by October 18, 2023. Once confirmed by the Commission, this value will be
used as the base utility bond yield spread (SPRDpuse) in the approved formula.

201. Regarding the utility bond yield spread for the test year (SPRD;), as was recommended by
the majority of parties, the Commission will calculate the average difference between (1) the 30-
year A-rated Canadian utility bond yield*® and (ii) the long-term GoC bond yield®” over the
period October 1 to October 31 of the year preceding the test year.

203 Exhibit 27084-X0315, PDF page 111.

204 Exhibit 27084-X0390, PDF page 9.

205 Exhibit 27094-X0320.02, PDF page 20.
206 Bloomberg Series C29530Y.

207 Bank of Canada CANSIM Series VV39056.
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Independent expert report for the Generic Proceeding on
cost of capital and other matters (EB-2024-0063) LI

prepared for the Ontario Energy Board (“OEB” or “the Board”) by London —
Economics International LLC (“LEI”) ECONOMICS

June 21st, 2024

LEI was engaged by OEB Staff to assist their participation in the generic proceeding on cost of
capital and other matters (referred to as “Generic Proceeding” or “EB-2024-0063"), and file
evidence, testify and provide an independent analysis of the relevant matters pertaining to
utilities and the Ontario energy sector.

In this report, LEI was asked to review the 22 issues (primarily related to matters associated
with cost of capital) identified in the OEB’s Final Issues List for the Generic Proceeding. LEI has
evaluated precedents, practices followed in North American and global jurisdictions, current
landscape, and potential alternatives, and made recommendations based on the following
principles: (i) meeting the Fair Return Standard (“FRS”); (ii) simple to administer relative to the
status quo; (iii) transition from status quo only if the benefits of transition are material; (iv)
fairness in approach to consumers and utilities; and (v) predictability and transparency.

Overall, LEI proposes evolutionary rather than revolutionary changes in response to the issues
identified in the Generic Proceeding. LEI has recommended that several aspects of the status quo
(such as adjusting the deemed capital structure only when there is a significant change in risk
profile, not considering the ownership structure of the utilities in the cost of capital
determination, and the updating frequency of key cost of capital parameters) be retained.
However, the findings suggest that Omntario utilities and consumers may benefit from
modifications to the current approaches, such as determining base return on equity (“ROE”), debt
interest rates, and carrying charges allowed for the cloud computing deferral account.
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term index”), and the OEB, under contract, obtains this yield rate from PC Bond Analytics,
a business unit of FTSE 45

The rates are reviewed quarterly, and updated only if the formulaic approach results in a change
in interest rates of 25 bps or more.4647

2.5.6 Cloud computing deferral account

Effective December 1st, 2023, per the Accounting Order (003-2023), the OEB implemented a
generic deferral account that records the incremental costs, net of savings, of cloud computing
implementation. The recorded costs are subject to OEB’s approval in the utilities” respective
subsequent rate proceedings for each utility.#8 Incremental costs are costs outside of what is
embedded in rates i.e. when amounts are recorded, they should represent impacts that are more
than what utilities are already compensated for.+

Prior to the cloud computing accounting order, the OEB did not distinguish the accounting
treatment for cloud computing related operating/ capital expenses and general operating/ capital
expenses.

To compensate for the additional risks and benefits (if any) associated with the change in
methodology, the OEB aims to determine in this Generic Proceeding what type of interest rate, if
any, is warranted for the above deferral account.

2.6 Historical context and timeline of key relevant events
Since 2006, there have been a number of key events related to cost of capital issues.

With regards to setting prescribed interest rates for DVA and the CWIP account, the current
methodology has been in place since 2006.5

45 OEB. EB-2006-0117. Approval of accounting interest rates methodology for regulatory accounts. November 28th, 2006.
46 Tbid.

47 For instance, the approved deferral and variance accounts (“DVA”) interest rate of 5.49% for Q4 2023 was retained
in Q1 2024 and Q2 2024, as interest rate was relatively stable during that period and had not changed by 25
bps or more.

48 OEB. Accounting Order (003-2023) for the Establishment of a Deferral Account to Record Incremental Cloud
Computing Arrangement Implementation Costs. November 2nd, 2023.

49 OEB. Q&A: Cloud computing implementation. Costs generic deferral variance account. February 15t, 2024.

50 In June 2020, the OEB decided to set the 2020 Q3 prescribed interest rates for DVA using a different approach from
the methodology approved in 2006. This was done without consultation to expeditiously respond to the
unprecedented state of emergency arising from the COVID-19 pandemic. The OEB used the average of the 2020 Q2
DVA interest rate and the 2020 Q3 DVA interest rate, both calculated with the OEB’s approved methodology
in 2006, as the final 2020 Q3 DVA interest rate. The decision was expected to smooth the impact of the COVID-
19 pandemic, and align with the average of AA-, A-, and BBB-rated Canadian Corporate bond yields since
May 2020.50 However, following the decision, the OEB received comments from several intervenors against
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As for setting cost of capital parameters, the OEB continues to utilize the methodology approved
in 2009. In 2016, a review>! by OEB staff concluded the methodology continues to work as intended.
With regards to deferral account for cloud computing costs, the accounting order for
establishment of a generic deferral account to record incremental cloud computing costs was

issued by the OEB in November 2023.

The timeline is summarized below in Figure 6.

Figure 6. Timeline of key events relevant to the Generic Proceeding

November 2006 January 2016 March 2024

OEB approved the methodology for The OEB staff reviewed the 2009 cost Start date for OEB Generic
automatically updating prescribed of capital methodology and made no Proceeding
interest rates for DVAs and CWIP changes as it concluded that the
accounts quarterly methodology had worked as intended
OEB confirmed the key cost of capital OEB issued an accounting
policy principles and approved the order establishing a generic deferral
methodology for updating ROE, account for recording incremental
DLTDR and DSTDR annually cloud computing expenses

The subsequent sections briefly discuss key developments associated with this timeline.
2.6.1 Approval of accounting interest rates methodology for regulatory accounts (2006)

In May 2006, the OEB announced its plan to implement a formulaic approach for setting interest
rates used by Ontario natural gas utilities and electricity distributors for regulatory accounts
under the USoA.

The OEB Staff proposed a prescribed one-year interest rate for deferral and variance accounts
based on the one-year Canada treasury bill and a two-tier approach for CWIP. For CWIP, the OEB
Staff stated that some utilities who use short-term financing during the construction phase, replace it with
mid-term financing when the completed asset is placed in service, while other utilities finance construction
as part of their general borrowing program or from equity.52

Staff noted that calculating a blended rate on a utility-specific basis is burdensome for utilities to
constantly determine this rate for their utility, and monitoring all regulated utilities” individual rates

the decision. Considering the comments, in July 2020, the OEB decided to re-establish the 2020 Q3 DVA
interest rate using the methodology approved in 2006 and continued this practice since. Source: OEB. 2020 Q3
Prescribed Interest Rates. June 16th, 2020.

51 OEB. OEB Staff report EB-2009-0084. Review of the cost of capital for Ontario’s regulated utilities. January 14t», 2016.

52 OEB. EB-2006-0117. Board Staff Proposal Paper. Interest Rates for Regulatory Accounts of Utilities. May 26th, 2006.
Page 8.
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is not practical for the Board.5® As such, the OEB Staff proposed to use two market-based proxy
rates, depending on the length of the construction period. Specifically, the OEB Staff proposed
interest rates for construction projects for:

(1) up to one year to be based on the one-year Canada treasury bill rate, and

(if) more than one year to be based on the FTSE mid-term index5

The OEB opted for different proxy rates in its decision.> As mentioned earlier, for DVAs, the OEB
approved an interest rate equal to the three-month bankers” acceptance rate plus a fixed spread
of 25 bps. The OEB linked the interest rates for DVAs to a short-term interest rate due to the
temporary nature of the accounts to which they relate and disposition of account balances in rates over a
relatively short period of time. 56

For CWIP, for ease of administration and record keeping by users,*” the OEB approved an interest rate
equal to the FTSE mid-term index, applicable to all projects under construction, regardless of the
construction period.

As described above in the summary of the status quo, the two prescribed rates are reviewed
quarterly and updated if the change is 25 bps or more.58

2.6.2 Review of cost of capital policies for Ontario (2009)

In the Report of the Board on Cost of Capital and 2nd Generation Inventive for Ontario’s Electricity
Distributors, dated December 20th, 2006 (“2006 Report”), the OEB adopted a modified capital asset
pricing model (“CAPM”) methodology using an equity risk premium (“ERP”) approach.? The
formulaic approach resulted in ROE being determined based on a Long Canada Bond Forecast
(“LCBF”) rate plus an ERP.®

53 Ibid.
54 OEB. EB-2006-0117. Board Staff Proposal Paper. Interest Rates for Regulatory Accounts of Utilities. May 26th, 2006.
5 OEB. EB-2006-0117. Approval of accounting interest rates methodology for regulatory accounts. November 28th, 2006.

5 OEB. EB-2006-0117. Board Staff Proposal Paper. Interest Rates for Regulatory Accounts of Utilities. May 26th, 2006.
Page 3.

57 OEB. EB-2006-0117. Approval of accounting interest rates methodology for regulatory accounts. November 28th, 2006.
Page 9.

58 Ibid.

5 The OEB also considered other ROE estimates from participants based on CAPM, discounted cash flow (“DCEF”)
approach, and Comparable Earnings (“CE”) approach. However, it decided to retain its existing ERP-based
approach, which resulted in a return sufficient for distributors to continue to attract capital. Source: OEB. Report
of the Board on cost of capital and 2nd generation incentive regulation for Ontario’s electricity distributors.
December 20th, 2006.

60 OEB. Report of the Board on cost of capital and 2nd generation incentive regulation for Ontario’s electricity
distributors. December 20th, 2006.
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The formulaic approach for determining the cost of capital parameters, i.e., ROE, DLTDR, and
DSTDR, was selected given the significant number of regulated utilities under the OEB’s
jurisdiction.e? The OEB noted that the formula-based approach reduces the need for complex, annual
risk assessments, while still reflecting major changes in the capital markets, and hence is a practical
necessity in Ontario, given the large number of rate requlated entities.o?

In February 2009, the OEB initiated a consultative process in reviewing its cost of capital policies
as set out in 2006,% which culminated in a policy report issued in December 2009. The report set
out the OEB’s updated approach and methodologies to determine the cost of capital. In particular,
the report refined the OEB policies in five ways, as shown in Figure 7 below.

Figure 7. Key components of 2009 cost of capital report

2009 cost of capital report

Refinement of
long-term debt

DLTDR

Refinement of the

Establishment of

Reset and Migration to = an annual update
refinement of the common capital guidelines and the approach to rocess, periodic
ROE formula st-rucl-urle) approach to determine the I;eview, fnd ke

determining the DSTDR ’ y

principles

Source: OEB. EB-2009-0084. Report of the Board on the cost of capital for Ontario’s regulated utilities. December 11th, 2009.

The five approaches are briefly discussed below.

Reset and refinement of the ROE formula:

In 2009, the OEB concluded that in order to ensure that on an ongoing basis changing economic and
financial conditions are adequately and appropriately accommodated in the Board’s formulaic approach for
determining a utility’s equity cost of capital, the Board has determined that its current formula-based ROE
approach needs to be reset and refined.o*

The OEB determined that the LCBF continues to be an appropriate base as set out in the 2006
Report to begin the ROE calculation. Based on the ERP recommendations derived from multiple
approaches that were provided by participants in the consultation, the OEB determined an initial
ERP of 550 bps, which include