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Chapter 4 

Adjustment Mechanism and Re-examination of 
Cost of Capital 

4.1 Adjustment Mechanism 

The recommendations made by the expert witnesses in this proceeding in regard to a simplified procedure 
for effecting adjustments to the allowed rate of return on common equity are summarized in Table 4- 1. 

Table 4-1 
Summary of Adjustment Mechanism Recommendations 

TransCanada 
Westcoast, 

Foothills & ANG 

‘I 
I COFVMethanex/ ’ 

Cominco 
IPL and 
TMPL 

Ontario 
and IGUA TQM CAPP 

Bond Yield 
Forecasting 
Method 

Average of 3-months- Average 30- 
out and 12-monthssut Y= 
IO-year Government of Government of 
Canada bond yield Canada bond 
forecasts in the October yields in 
Consensus Forecasts. September. 
plus actual lo- to 30- October and 
year spread in third November of 
quarter. the current year. 

Apes with the mechanism set 
fonh by TransCanada 

II 

Westcwt, Foothills and Ah’G 

Average of 
August, 
September and 
October 12- 
months-out and 
October 3- 
months-out IO- 
year bond yield 
forecasts in 
Consensus 
Forecasts plus 
the actual lo- 
year to long- 
term bond 
spread. 

Average of 
June, August 
and October 
12months- 
out and 
October 3- 
months-out 
lO-year bond 
yield 
forecasts in 
Consensus 
Forecasts 
plus 25 basis 
points. 

Consensus 
Forecasts or 
alternate 
consensus- 
based fortcast, 
if available. 

Ii _ 

i 
II 

Adjustment 
Factor 

One-to-one while bond 
yields arc ktweon 7.0- 
10.0%. 0.5 outside that 
range. 

0.5 to one. 0.8 to one. 0.75 to one. 0.5 if bond yields arc greater 
than 10%. one-to-one if bond 
yields arc less than 10%. 

one-to-one over 
the bond yield 
range 7.5-9.59 
and 2/3 outside 
that range. I! _ 

Minimum 
change in 
Fomcast 

Pius or minus 25 basis 
points. 

Plus or minus 
25bKis 
points. 

Agrees with the mechantsm <et 
forth by TransCanda 
Westcoast. Foothills and Ah’G. I j- 

Mechanism 
Boundaries 

Bond yields outside the 
7.0-12.096 nngc. a 
maximum three to five 
year duration. 

Bond yields 
plus or minus 
250 basis points 
from the current 
1CVCl. 

Bond yields 
ofpbtsor 
minus 200 
baait points 
lkomcumnt 
kvels or 
*yeuS. 

Agrees with the mechanism SCI 
forth by TransCanadr 
Westcoast. Foothills and AhE 

Dr. Sherwin and Ms. McShane concluded that the only appropriate adjustment mechanism would be 
one based on the equity risk premium method. Examining the historical relationship between interest 
rates and risk premiums, they found that for every 1% change in interest rates there was an 
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approximately 0.5% change in the risk premium in the opposite direction. However, because the 
Board has decreased rates of return in lock step with interest rates in recent years (i.e. 1991 to 1994), 
these witnesses argued that the adjustment mechanism should allow for symmetrical treatment within 
some range. With this in mind, Dr. Sherwin and Ms. McShane recommended a mechanism which 
would adjust the approved rate of return on common equity on a one-to-one basis with changes in 
forecast interest rates as long as interest rates stayed in the 7.0 to 10.0% range. Outside this range, 
approved rate of returns would be adjusted by one-half the change in forecast interest rates. 

For the forecast of interest rates for the test year, Dr. Sherwin and Ms. McShane recommended using 
the average of the 3-months-out and 120months-out 10-year Government of Canada bond yield forecast 
published in the October Consensus Forecast, plus the actual lo-year to 30-year bond yield spread 
observed in the third quarter of the current year. This figure would be compared to the interest rate 
forecast used in the previous year and differences larger than 25 basis points would then be used to 
determine the change in approved rate of returns. Finally, Dr. Sherwin and Ms. McShane 
recommended that the mechanism operate for no more than three to five years before a review. 
However, in the event that long-term Government of Canada bond yields go outside the 7.0 to 12.0% 
range, they recommended that a hearing to examine the fundamentals of cost of capital should be held. 

Dr. Morin recommended that the Board adopt a mechanism that would automatically adjust the 
approved rate of return on common equity to reflect changes in capital market conditions. This 
mechanism would be based on the equity risk premium method using the average yield on 30-year 
Government of Canada bonds in September, October and November as a forecast of the next year’s 
interest rates. The risk premium used would start at 4.0% and be adjusted 50 basis points downwards 
(upwards) for every 1.0% increase (decrease) in interest rates. A 20 basis point adjustment would be 
made to the risk premium to account for flotation costs. Dr. Morin recommended that his mechanism 
operate for three years and within a range of interest rates plus or minus 250 basis points from current 
levels before being reviewed. 

Dr. Evans also recommended using an equity-risk-premium-based adjustment mechanism. This 
mechanism would rely on an average of the Consensus Forecast’s 120months-out forecasts in August, 
September and October and the 3-months-out forecast in October of W-year Government of Canada 
bond yields plus the spread between lO-year and long-term Government of Canada bonds (using data 
from the Bank of Canada). Approved rates of return would be adjusted on a one-to-one basis as long 
as interest rates stay within a 7.5 to 9.5% range and by a factor of two-thirds of the changes in 
forecast interest rates outside this range. 

IPL and TMPL both requested that the Board modify the current toll adjustment procedures for oil and 
products pipelines. Currently, changes to a company’s cost of debt and quity are examined under the 
Class 3 toll adjustment procedure and normally require an oral hearing. Both companies requested 
that the Board revise this process so that changes in the cost of debt and changes in the approved rate 
of return on common equity arising from the adjustment mechanism could be examined in a Class 2 
toll adjustment procedure, which would not normally require an oral hearing. 

Drs. Booth and Berkowitz recommended that approved rates of return be adjusted each year if the 
forecast interest rate changes by between 50 and 200 basis points. This forecast would be calculated 
by averaging the Consensus Forecast’s June, August and October 120months-out and October 
3-months-out l&year bond yield forecast plus a 25 basis point spread. A smaller change would yield 
no adjustment and a larger change would lead to a new hearing. The adjustment made to the 
approved rates of return would be 80% of the change in fomcast interest rates. The mechanism would 
stay in place for three years. 
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Dr. Cannon stated that, although he would prefer to use both the comparable earnings and equity risk 
premium methods in his adjustment mechanism, he could find no simplified, generally-accepted way 
of doing so. Therefore, he recommended that the equity risk premium method should be used. For 
the interest rate forecast, Dr. Cannon recommended using the Consensus Forecast, or another 
consensus-based forecast, should it be available. If the interest rate forecast for the test year differs 
from that set at the hearing by more than 25 basis points, Dr. Cannon’s mechanism would result in an 
adjustment to approved rates of return by 75% of the difference. In Dr. Cannon’s view, a new hearing 
to examine cost of capital issues should be held every three years. 

.i 

t 

Dr. Waters asserted his general agreement with the adjustment mechanism set out by Dr. Sherwin and 
Ms. McShane. However, he disagreed with using the one-half to one adjustment factor when interest 
rates are less than 7.0%. Dr. Waters stated that if the market is calling for lower rates of return, 
regulatory boards should not second guess the market. 

Mr. Parcell, on behalf of C.W. Amos, presented his view that no one method could adequately 
measure the changes in cost of capital over time. His analysis of the relationship between interest 
rates and rates of return on common equity showed that changes in interest rates were not the only 
explanatory variable that should be considered. Mr. Parcel1 recommended that the Board adopt an 
adjustment mechanism that would require the Board to undertake yearly analyses using a variety of 
methods to determine the changes in the cost of capital. These studies would then lead to changes in 
the approved rate of return on common equity for the pipelines under the Board’s jurisdiction. 

4.2 Re-examination of Cost of Capital 

All parties in this hearing held similar views as to the frequency of review of the pipelines* cost of 
capital. They agreed that if an adjustment mechanism is in place, no hearing to review cost of capital 
matters would be needed for three to five years, barring unexpected financial market disruptions. IPL 
suggested that interim reviews should be held only on a complaint basis and provided a list of 
circumstances that would provide a party with cause to request an interim hearing. 

4.3 Views of the Board 

Most parties recommended adjustment mechanisms based strictly on the equity risk premium method. 
However, one witness recommended an adjustment mechanism that would require the Board to 
conduct studies of the change in the cost of capital based on various methods of cost of capital 
determination. The Board believes that this latter type of adjustment mechanism is not consistent with 
the goal of improving the efficacy of the toll setting process, as set out in the heating order. The 
Board agrees that an adjustment mechanism based on the equity risk premium method is appropriate. 
Therefore, the Board has decided to implement a rate of return on common equity adjustment 
mechanism based on changes in forecast long-term Government of Canada bond yields. 

, 

Each year, the Board will determine the bond yield forecast for the coming test year by examining the 
November issue of Consensus Forecasts (Consensus Economics Inc., London, England). The 
3-month-out and 120month-out forecasts of lo-year Government of Canada bonds will be averaged. 
To this figure will be added the average spread between HI-year and 30-year Government of Canada 
bond yields. The Board will calculate this coverage using the l&year and 30-year Government of 
Canada bond yields published daily in The Financial Post throughout October of the current year. 

30 RH-2-94 
- ,t 



The Board is not attracted by the idea of adjusting the approved rate of return on common equity on a 
one-to-one basis with changes in forecast bond yields. The Board has had regard for the view 
expressed by several parties that as interest rates change, the risk premium changes. The Board 
believes that an adjustment mechanism based on this proposition should produce fair results and prove 

durable during the target period for at least three years. The expert witnesses in this hearing estimated 
this ratio as between 0.5 to 0.8. The Board finds that an adjustment mechanism using a 0.75 ratio for 
changes in forecast bond yields is appropriate. 

The adjustment mechanism for the rate of return on common equity for the pipelines will be based on 
the following calculation. Each November, the Board will subtract the bond yield forecast for the 
coming test year from the bond yield forecast used in the previous test year. The difference in these 
two forecasts will be multiplied by 0.75, and rounded to the nearest 25 basis points, to determine the 
change in the approved rate of return on common equity for each of the Group 1 pipelines. The 
Board will then publicly notify each of these pipelines of its new approved rate of return on common 
equity and direct each company to file new tolls for the coming test year. 

The oil pipelines requested that the Board modify the current toll adjustment procedures so that 
changes in the cost of debt and changes in the cost of common equity caused by the adjustment 
mechanism could be dealt with in the context of a Class 2 toll adjustment procedure. It is the view of 
the Board that toll adjustments that are caused by the rate of return on common equity adjustment 
mechanism can be implemented outside the Class 1, 2 and 3 toll adjustment procedures set out by the 
Board in its December 1990 decision. Because the adjustment mechanism has been examined 
thoroughly in this procedure, toll adjustments arising from this mechanism will not need further 
examination as they arise. Accordingly, the Board does not find that a formal toll adjustment 
procedure need be followed when changes in tolls occur due to the operation of the adjustment 
mechanism. The Board is not convinced that any changes to the Class 2 and 3 toll adjustment 
procedures need be implemented to take account of the decisions taken in this proceeding. 

The following table shows results produced by the adjustment mechanism over an illustrative range of 
interest rates. The upper and lower interest rate forecasts shown in the table are not intended to 
indicate boundaries beyond which the adjustment mechanism will not operate. 
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Table 4-2 
Illustrative Results Produced by the Adjustment Mechanism 

Interest Rue 
Forecast 

7.00% 

7.50% 

8.00% 

8.50% 

9.00% 

9.25% 

9sO% 

10.005+ 

10.50% 

11.00% 

11.50% 

12.00% 

12sO% 

13.ooG 

Rate of return on Rounds To Implied All-In 
Common Equity Approved Rae of Equity Risk 

RCttUll Premium 

10.56% 10.50% 3.56% 

10.94% Il.0096 3.44% 

11.31% I 1.25% 3.31% 

11.69% 1 I .7S% 3.19% 

12.06% 12.00% 3.06% 

12.2s% 1225% 3.00% 

12.44% 1250% 2.94% 

12.81% 12.75% 2.81% 

13.19% 13.25% 2.69% 

13.56% 13.50% 2.56% 

13.949 14.00% 2.44% 

14.31% 14.25% 2.31% 

14.69% 14.75% 2.19% 

15.067r 15.00% 2.06% 
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\’ 
Al 
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The Board expects that this adjustment mechanism will prove robust over a wide range of interest 
rates. Accordingly, the Board does not find that it is necessary to specify a bond yield range outside 
of which the mechanism would not operate. The Board is not setting a limit on the life of the 
mechanism and it does not expect to reassess the rate of return on common equity in a formal 
for at least three years. The Board has confidence that the adjustment mechanism adopted will 

hearing 

provide an appropriate balance between the interests of pipeline company shareholders and those of 
shippers. 

‘ 

The Board also expects that the capital structure set in this hearing for each of the pipelines will 
endure for an extended period of years. The Board will be prepared to consider a reassessment of 
capital structures, likely on an individual basis, in the event of a significant change in business risk, in - 
corporate structure or in corporate financial fundamentals. The Board does not favour routine 
reassessments of capital structure. For these reasons, the Board has not set out a specific date or any 
criteria for capital stmcture re-evaluation. Any reassessment of capital structure, for reasons such as 
those expressed above, must be at the request of the pipeline itself, its shippers or some other 
interested party. It would then be for the Board to assess the merits of such a request. 
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Decision 

The Board has decided that, subsequent to the 1995 to11 year, allowed rates of return on common 
equity will be adjusted annually using the equity risk premium technique described above. 

The Board has further determined that it is not appropriate to preset time limits or other 
boundaries for either the adjustment mechanism or the capital structures set out in Chapter 3. 
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Chapter 5 
4 
7 
, 
; 

Disposition 
‘T 
i 

The foregoing chapters, together with Order TG/TO-1-95 constitute our Decisions and Reasons for 
Decision on this matter. 

The Board reserves judgment on all Decisions respecting IPL. 

R. Priddle 
Presiding Member 

Member 

Calgary, Alberta 
March 1995 

Member 

Member 
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Appendix I 

Order TG/TO-l-95 

ORDER TGR’O-l-95 

IN THE MATTER OF the National Energy Board Act (“the Act”) and the Regulations made 
thereunder, and 

IN THE MATTER OF the RH-2-94 proceeding held pursuant to Part IV of the Act which 
considered the capital structure effective 1 January 1995 and the rate of return on common 
equity for the 1995 test year, for all Group 1 pipelines falling under the Board’s jurisdiction 
with the exception of Interprovincial Pipe Line (NW) Ltd. and Cochin Pipeline Ltd. (“the 
applicant pipelines”). 

Before the Board on 16 March 1995. 

WHEREAS the applicant pipelines filed their submissions with the Board on 20 June 1994, as 
amended, dealing with cost of capital issues for orders determining the appropriate capital structure 
and rate of return on common equity that the applicant pipelines could include in their tolls for service 
rendered commencing 1 January 1995; 

AND WHEREAS Trans.Northern Pipelines Inc. (“TNPI”) submitted a settlement at the commencement 
of the oral phase of the hearing which was accepted by the Board after having heard all parties who 
wished to be heard on it; 

AND WHEREAS TNPI was then exempted from any further participation in the proceeding as an 
applicant pipeline electing, however, to retain intervener status for the remainder of the proceeding: 

AND WHEREAS a public hearing commenced on 24 October 1994 pursuant to Hearing Order RH-2- 
94, as amended, in the City of Calgary in the Province of Alberta, during which time the Board heard 
the evidence and arguments presented by the applicant pipelines and all parties; 

AND WHEREAS Interprovincial Pipe Line Inc. (“IPL”) and the Canadian Association of Petroleum 
Producers (“CAPP”) filed on 1 February 1995 a joint application requesting that the Board reserve the 
portion of the RH-2-94 decision respecting IPL-specific issues, pending the Board’s consideration of a 
proposed toll settlement; 

AND WHEREAS the Board by litter &ted 9 February 1995 provided an opportunity for all parties to 
express their views on the joint application before making a determination on it; 

AND WHEREAS the Board, having heard all parties who wished to be heard on this joint request, on 
3 March 1995 discharged IPL from Hearing Order RH-2-94 and from any further participation in the 
proceeding as an applicant pipeline; 

AND WHEREAS the Board’s decisions on the applicant pipelines* submissions are set out in its 
Reasons for Decision dated March 1995, and in this Order; 
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IT IS ORDERED THAT: 
?? 
-* 

.; 
.r* 

1. Alberta Natural Gas Company Ltd (“ANG”), Foothills Pipe Lines Ltd. (“Foothills”), 
TransCanada PipeLines Inc. (“TransCanada”), Trans Mountain Pipe Line Company Ltd 
(“TMPL”), Trans Qutbec & Maritimes Pipeline Inc. (“TQM”), and Westcoast Energy Inc. 
(“Westcoast”) shall for accounting, tollmaking and tariff purposes, implement the decisions 

2. 

outlined in the Reasons for Decisions dated March 1995 and in this Order; 

ANG shall respect a capital structure of 30% deemed equity ratio effective 1 January 1995 and 
i? 

a rate of return on common equity of 12.25% for the 1995 test year. 

3. Foothills shall respect a capital structure of 30% deemed equity ratio effective 1 January 1995 
and a rate of return on common equity of 12.25% for the 1995 test year. 

4. TransCanada shall respect a capital structure of 30% deemed equity ratio effective 
1 January 1995 and a rate of return on common equity of 12.25% for the 1995 test year. 

5. TMPL shall respect a capital stmcture of 45% deemed quity ratio effective 1 January 1995 
and a rate of return on common equity of 12.25% for the 1995 test year. 

6. TQM shall respect a capital structure of 30% deemed equity ratio effective 1 January 1995 and 
a rate of return on common equity of 12.25% for the 1995 test year. 

“L 

7. Westcoast shall respect a capital structure of 35% deemed equity ratio effective 
1 January 1995 and a rate of return on common equity of 12.25% for the 1995 test year. 

8. The National Energy Board will adjust the rate of return on common equity for each applicant 
pipeline subject to this order as of the first day of January 1996 and again as of the first day 
of January in each subsequent calendar year according to the following: 

7 : : : 

- 
. . 

a) a bond yield forecast for the test year will be derived by calculating the average of the 
3 months out and 12 months out l&year Government of Canada bond yield forecast 
published in the November issue of Consensus Forecasts (Consensus Economics Inc., 
London, England) and adding thereto the currult l&year to 30-year Government of 
Canada bond yield spread derived by calculating the daily average difference between 
the 10 year and the 30 year Government of Canada bond yields as published in the 
Financial Post (Financial Post) in the month of October in the current year; and 

__ 

. 7 

. ; 

W the bond yield forecast calculated in (a) shall be subtracted from the test year bond 
yield forecast for the immediately preceding test year and the difference multiplied by- 
a factor of 0.75 to determine the adjustment to rate of return on common quity; and 

cl the product derived in paragraph (b) shall be added to the rate of return on common 
equity applicable in the preceding test year, and 

-. 
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d) the sum resulting from paragraph (c) shall be rounded to the nearest 25 basis points. 

e) each applicant pipeline shall file a mised tariff of tolls in accordance with the 
calculation issued by the Board to be effective on the first day of January in each 
calendar year. 

NATIONAL ENERGY BOARD 

J. S. Richardson 
Secretary 

TGmO-l-95 
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the Utilities Commission Act 
S.B.C. 1980, c 60, as amended 

and 
; . 

IN THE MATTER OF 3 

Return on Common Equity 
BC Gas Utility Ltd. 

Pacific Northern Gas Ltd. 
West Kootenay Power Ltd. 

DECISION 
June lo,1994 

BEFORE: 
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EXECUTIVE SUMMARY 

On April 5, 1994, the Commission began a pub&c hearing into the appropriate rates of return on common 
equity and capital stnscturc for BC Gas, WKP and PNG. In addition, the Commission heard evidence on 
future processes or mechanisms that might be c@~ycd to improve the determination of ROE and capid 
SEUC~UXS in future years, including the holding of generic hearings. 

After extensive review of the evidence presented by four panels of expert witnesses on behti of the 
Applicants and Inte~enors, the Commi&on ckcrmines that the required rate of return on quity for a low 
risk, high grade utility is 10.5 to 10.75 perc~~~t. FOG tht purposes of c&dhng rates, the Commission 
establishes IO.75 percent as the benchmark ratt ofrcrunl, This return a~sumts that the yield on long-term 
-a& bonds will average 7.75 percent in 1994. Bt addition, this return incorporates a 50 basis p&t 
cushion which the Commission expects to be sufiiciently generous to cover the risk of dilution and cost of 
new share issues in other than exaaordinary market circumstances. 

The Commission finds that the evidence before it does not warrant a reconsideration of its June 9.1993 
Decision with respect to the ape capital m for WKP. Theref0rc, the Commission d&cts that 
for the purposes of denzminin g rates, WKP is deemed to have a common equity component at year-end. - 
1994 of 38 percent and at yearend 1995 of 35 percent, The Commission understands that these tran&te 
into m&year common equity components of 39.0 percent and 365 percent, respectively. With respect 
to the appropriate rate of return on equity, the Commission finds that the appropriate ROE for WKP is 
11.0 percent in 1994. 

The Commission has seen no evidence to change the judgment contained in the 1992 Decision that 
33 percent is an appropriate common quity component for BC Gas. In addition, the Commission holds 
the view that there is very little difference in risk for BC Gas with no RSAM or witi the RSAM 
(5 percent) option. The Commission also b&eves that the reduced level of revenue volatility resulting 
Erorn the RSAM (0 percent) and decoupling options are similar in their impact on utility risk and should 
lead to a modest reduction in the dlowcd ROE Therefore, if the Panel of the Commission charged with 
determining the desirability of the RSAM proposal accepts the proposal as put forward by the utility or 
rejects the proposal completely, this Panel of the Commission finds that the appropriate rate of return on 
common equity for BC Gas is 10.75 percent in 1994. If RSAM (0 percent) or full decoupiing is 
determined to be appropriate. this Panel finds that the appropriate rate of return on equity should be 
reducai by 10 basis points. 

The Commission accepts the capital structure put forward by PNG in its application as constituting a 
reasonable basis on which to detemSne rates. In addition, the Commission fn& that the appropriate rate 
of return on common equity for PNG is 11.5 percent for 1%~. 
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In a Decision dated March 11, 1994, the Commission accepted the proposal that the apptopriate ROE to 

be allowed Centra-FSJ would be the simple arithmetic average of the ROES allowed PNG and BC Gas. 
Based on the determinations contained in this Decision with respect to those utilities, the Commission 
finds that the appropriate ROE for Centra-FSJ is 11.125 percent for 1994. 

For the purpose of setting the 1995 rate of return on common quity for the Applicant utilities, &i&g 
Centra-FSJ, the Commission accepts an automatic adjustment mechanism, based on long-term Canada 
bond yields, as outlined in Chapter 4 of this Decision. The Commission wiu monitor the fluctu&ons in 
long-term Canada bond yields, other market factors, and the general experience with the adjustment 
mechanism to assess its ongoing appropriateness. If the Commission judges the mechanism to have 

performed favourably, and capital market conditions so warrant, the Commission may choose to extend 
the automatic adjustment mechanism for a further one or two years. 

The Commission’s pzdisposition is to continue to hold generic hearings which wU set the ROE for a set 
of low risk, high grade benchmark utilities. However, the Co mmission is unwilling at this time t0 make 
an irxcversible decision with respect to the timing and or scope of future generic hearings and intends to 
monitor similar reguktory initiatives that are taking place in other jurisdictions. The Commission may 
make fkrtherdetemkati onswithrespecttothisissuelaterintheyear. 



1.0 BACKGROUND AND APPLICATION 

1.1 Background 

On November 22, 1993, BC Gas Utility Ltd. (“BC Gas”) filed with the British Columbia Utilities 
Commission (“the Commission”, “BCUC”) an appiication to increase the rates, on an interim and 
permanent basis, of captive customers in the Lower Mhhnd, IAnd and Columbia Divisions, The 
appfication, based on a two-year test period MS for Ul hcrtast Of 9.21 percent On a @‘c&s margin b&s 

effective jaw 1, 1994, and a further increase of 13.69 percent on a LOSS margin basis effective 
January 1, 1995. The application CdCUiattd the Ud@‘S WUhi JmUq 1, 1994 increases based on a 

pmpo~ed 33 percent common a@ty component of its ca&ai structure and a 12.25 percent rate of return 
on common equity (“ROE”), the S~~IIC ~&WC awaxdcd fo~owing the 1992 revenue requirements he&g. 

h mtion, he applicant propostd a method of adjusting the allowed ROE for 1995. 

By Order No. G-120-93, the Commission approved an interim increase which had been &just4 

downward to incorporate an ROE of 11.20 percent to reflect a general decline in interest rates and the 
reduced field on Government of Canada Long-Term Bonds (“long-term Canada bonds”) from the time of 
the withdrawal of the BC Gas 1993 Appiication in May, 1993 to the date of the Order. 

On November 30.1993, West Kootenay Power LtcL (‘WKP”) f&d with the Commission, an application 
requesting a rate increase of 7.6 percent ~nifonniy to all C~SSCS of SQyi~e tffkctive with consumption on 
and after January 1, 1994, along with a further increase of 5.6 percent on January 1, 1995. WKP’s 
application calculated its required January 1, 1994 interim increase based on a proposed 44.04 percent 
common quity component of its capital structure and an 11.5 percent return on common quity. 

By Order No. G-125-93, the Commission approved for W an interim rate increase to ail customers of 
5.7 percent that reflected an ROE of 11.2 percent and a deemed capital structure with a 39 percent equity 
component. The interim increase WAS adjusted downward by the Commission to reflect a general decline 
in interest rates and the reduced yields on long-mm Canada bonds from the date of the 1993 Commission 
Decision on WKP’s 1993 Revenue Requirements to the date of the Order and the targeted mid-year 1994 
capital structure of 39 percent common equity determined by Order No. G-41-93. 

On December 2, 1993, Pacific Nonhem Gas Ltd. (“PNG”) applied to the Commission for approval to 
amend its gas tariff rate schedules on an interim and pcxmanent basis by 6.66 percent on a gross margin 
basis effective January 1, 1994. PNG calculated its required interim and permanent 1994 rate increases 
based on a proposed 13.25 percent return on common equity, which was the same figure awarded 

1 
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fohving the last revenue requirements hearing, and a common equity component of its capitai structut. - 
3 1.4 1 percent. 1 

BY Order No. G-121-93, the Commission approved for PNG an in&m rate increase of 4.36 percent 01~: 
gross rnafgin that included an ROE of 12.20 percent to reflect a general decline in interest rates and the’ 
yields on long-term Canada bonds. x 

In adjusting the applied for rates of return on common equity on an interim basis, the Com&sior-v 
in&ad that the lower T~~UIII on common quity for interim increase purposes did not prejudice the caseL i 
of BC Gas, WKP or PNG in the permanent applications for revenue x@rements. - + 

By o&r No. G-121-93, the Commission requested submissions from all interested parties with xspect 
to the holding of a joint hearing to deal with the rates of return on common equity for PNG and BC Gas. 
e Jamary 14.1994, a pre-hearing conference was held with intexcsted parties who expressed the view 
that a joint hearing would be beneficial. Subsequently, \KKp asked the &nmission to be included in the 
joint hearing. 

_- 

By Order No. G-4-94, the Commission set down a public hearing to be held into the appropriate mtes , 
return on common equity and capital structure for BC Gas, WKP and PNG (“the Applicantf) to-.- 
commence at 8:30 a.m., April 5, 1994 in the Commission’s Hearing Room Further, the Commission, s 
imbued that it wished to hear evidence on future processes or mechanisms that might be employed toa ( 
improve the de termination of ROE and capital ~~~~turcs in future years. In particular, the Commission -- 
identified the following questions on which it wished to hear evidence: 

(0 
(ii) 
(iii) 

(iv) 

w 

-, 
(vi) 

: ’ : 
i 

what is the appropriate rate of return on common quiy to be awarded each utility; .a 

what is the appiopriate capital stmcturc for each utility; 7 

should future joint hearings set the capital structure and rate of return on equity for individual 
utilities or should it be set for a phantom “low risk” utility only, 

if the rate of return far the individual utilities are to be set, for what time period shouid the premium 
awarded each utility apply, i.e. should the premiums be detetmined annually or for a longer period 
of time: 

if the premiums are to last for more than one year, how should the rate of return on the phantom 
utility be adjusted to reflect changes in the financial climate, i.e. changes to the long term bond 
rate; and 

when should the joint hearing on ROE and capital structures be held, e.g. late fall of the precaii~~ 
year. _ ’ 
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In a pm-hearing conference held February 14.1994, it was ag=d that the hearing should be segment& 
into two phases. The fust segment, Phase A, would consider the development of a rate of return on 
equity for a benchmark set of low risk, high grade utilities. It would also explore the possibility of an 
automatic adjustment mechanism to vary, over time, the ROE’s awarded individual utilities. Finally, this 
portion of the hearing would consider the future scope and timing of generic ROE proc&ngs. The 
second segment, Phase B, would ~xamint the specific risk ~r~fik~ of the three utilities, determine the 
appropriau pmium off the benchmark ROE and determine the appropriate capital structure of each utility. 

. 

, 

me hearing commenced April 5,1994 with the evidentiary portion terminating April 15.1994. Written 
fma argument f&m the Appiic~~~ WAS filed on April 21,1994 with final argument from the Irttervenm 
filed on April 26,1994. Reply argument from the Applicants was filed on April 28.1994. 

The decisions reached as a result of this hearing will also affect the rates of Centra Gas - Fort St. Job 
District (“Centra-FSJ”) and the British Columbia Power and Hydra Authority (“B.C. Hy&&‘). In a 
Decision dated March 11, 1994, the Commission accepted the premise that the appropriate ROE to be 
allowed Centra-FSJ would be the simple arithmetic average of the ROEs allowed PNG and BC Gas. Ln 
the case of B.C. Hydra, Special Direction #8 to the Commission rapim the Commission to set a rate of 
return on equity for B.C. Hyde which allows B.C. Hydro to achieve an annual rate of return on equity 
equal to that allowed on a pie-income tax basis by the most comparable investor-owned energy utility 
regulated under the Utilities Commission Act (“the Act’!). By Decision dated December 7, 1993 the 
Commission found the most comparable utility to be either WKP or BC Gas and indicated that it wished 
to hear further evidence as to comparability at the next B.C. Hydro Revenue Requirements Hearing. 

1.2 The Applicants 

BC Gas was formed as a result of the acquisition by Inland Natural Gas Co. Ltd. of the British Columbia 
Hydto and Power Authority Lower Mainland Gas Division in 1988. Following the acquisition, in July 
1989 the four gas distribution companies of Inland Natural Gas Co. Ltd., Columbia Natural Gas Limited 
Fort Neison Gas Ltd. and B.C. Gas Inc. were amalgamated under the new company name of BC Gas 
Inc. In July 1993, BC Gas Inc. was reorganized to create a holding company which holds all of the 
shares of the company owning the gas utility assets. The utity company changed its name from BC Gas 
Inc. to BC Gas Utility Ltd. and the holding company took the name BC Gas Inc. 

BC Gas provides gas distribution services across much of the province to over 666,000 customers, of 
which 596.000 are residential. 69.000 are commercial and 1,000 are industrial customers. Its centres of 
operations include Fort Nelson. Prince George, Katnloops, Kdowna, Cranbr&c and the Lower 
.bhi.nhld. 
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PNG transmits and distibutes natuA gas in the west central portion of British Columbia. The 350 mii , 
system begins at Summit Lake, near prince George, where it interconnm with the Westcoast Energy ~nc., 
(“Wesm&‘) pipeline system and terminates at the deep wat= ports of Kitimat and Prince Rupm. It i : 
p-y a industrial gas transmission system. For 1994, volumes delivered to midential custom a 
expected to comprk qproximatciy 5 percent of PNGS lOad while VOlurnts t0 commercial Customers T an 
expected to co-e an additionai 5 paent of load. The balance is taken by industrial customers of’ 
w&h be Me&m Corpo&Fn (“M~thanc~“) plant at E&at takes approximately 73 percent. *a 

\NKP pmvides eicctricai power to approximately 116,000 customers in the south east C~U of thr a 
Province. Approximatdy do percent a StrvCd hdk’CdY *l@l the Sdt Of POWcr to municipa : 
distribution utilities in Grand Forks, Nelson, Kclowna, Penticton, Summerland and through Princeton 
Light and Power Company, Limited, a private company serving Princeton and vicinity. Power is suppliec 
from Ws four plants on the Rootenay River, purchases f&m Cominco Ltd., and purchases from 
B.C. Hydro. 

i - 
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I 2.0 RATE OF RETURN ON EQUITY FOR 
A BENCHMARK SET OF UTILITIES 

2.1 Introduction 

The Commission received evidence with respect to the appropriate rate of return on quity for a benchma& 
set of utilities from several expert wimesses. For the Applicants, Dr. Robert Evans appeared on behalf of 
WW, Dr. Stephen S hcrwin and Ms. Kathleen McShane appeared on behalf of BC Gas, and 
Ms. M&hme appeared on behalf of PNG. For the Interveners, Dr. WiUiam Waters appeared on behalf 
of a group of wholesale electricity and industrial customers (“Wholesale Customers”) while 
~rs. Lawrence Booth and Michael Berkowitz appeared on behalf the Consumers’ Association of &ada 
(B.C. Branch) and several other senior citizen or low income groups [“UC(X) et al”]. 

2.2 Economic Forecast 

d-. 

All the expert witnesses presented a foxltcast of economic conditions for 1994 and 1995 ag&t which their 
specific return recommendations could be ASSESS&. Although there weft SO= dif’fffnc~ b expectations 

with respect to items such as longer term inflation rates, there was substantial unanimity with respect to the - 
interest rate expectations over the next two years. Dr. Evans indicated that the yield on long-term Canada 
bonds was expected to be in the order of 7.25 percent to 7.75 percent for both 1994 and 1995, with &e 
emphasis on the upper end of the range, i.e. 7.75 percent (Exhibit 1 lC, page 2). Similarly, 
Dr. Sherwin and Ms. McShane projected the yield on long-term Canada bonds at 7.5 percent to 
8.0 percent for 1994 (Exhibit 17, Tab 4, page 40). Dr. Waters suggested that yields on Government of 
Canada ten-year and over bonds would tend to concentrate around 7.75 percent (Exhibit 39, page 10) 
while Drs. Berkowitz and Booth projected long-term Canada bond yields averaging in the range of 
7.75 percent to 8.32 percent, with rates in 1994 at the lower end of the range and at the upper end in 
1995 (Exhibit 47A, page 10). 

i ~’ I 

For the purposes of establishing the rate of return on equity for both a benchmark set of 

low risk, high grade utilities and for each of the Applicant utilities, the Commission 

accepts that the forecast yield on long-term Canada bonds wiil average 7.75 percent in 

1994. in making this determination, the Commission is mindful of recent movements in capital markets, 
particularly the increase in long-term Canada bond yields from just over 7.0 percent at the beginning of 
the year to current levels which are in excess of 8.70 percent The Commission expects that these relatively 
high levels will not be maintained over the year. 
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3.3 Rate of 

2.3.1 

Return on Equity Tests 

*. 

i .L 
2.3.1.. 1 The Comparable Earnings Test 

Dr. Evans indicated that for the ~tturn on equity to &c consid& fair it must met he scan-. It” 1 

must: (i) pemit the attraction of new connnon equity capital on reasonable tams; (ii) maintain the financiai-: 
integrity of the utility; ad (iii) bt cmmensurate with returns being earned by other enterprises of ear - 
risk (Exhibit 1 lA, page 21). - -3 

. . 

To evaluate the appropriate rate ofmtum on common quity, Dr. Evans used three methods: 

(0 The comparable earnings test, which measures the return on book equity, over a ~1~~ he 
period, achieved by a group of non-regulated companies bdieved to be of similar risk to uuues; 

(ii) The discounted cash flow (“DCF”) test, which estimates the investors’ required rate of return on . 
quity as the sum of the dividend yield plus the expected annual rate of growth in per-share 
dividends; and 

(iii) The risk premium test, which ~timatm the necessary premium over and above the risk free interest 
rate, usually as measured by long-term government bonds, which must be paid by the utility to --- 
amact investor. 0.A 

l 

Dr. Evans applied the comparable eegs test to two groups of unregulated companies, one of which ” 
included and one of which excluded ~~SOUGC companies, which he judged to be of similar risk to utilities. --* 
To obtain his sampie, he followed the following proctdurt. First, he selected all companies listed on the V !. 
Toronto Stock Exchange (“‘TSE”) 300 share index for which data was available for at least the past ten ’ 
years. Second, he exciuded companies which he believed had unusually high rates of capital tumover (eg. 
real estate, finance companies) and those which were subject to different accounting conventions (eg. oil 
ad gas production comptit~). Third, he excluded any company having either a negative quity in any of 
the past ten years, a negative ten-year average return on equity, or a negative ten-year average pre-tax 
mum on investment. Fmtiy, he ranked the remaining 87 companies according to certain risk measures, 
including the coefficient of variation in pre-tax, pm-interest rate of return on investmenC common equity 
ratios; and the coefficient of variation in rate of return on book common equity. He indicated these 
measures respectively reflected business risk, financial risk and investment risk (Exhibit 1 lA, page A2- 
AS). His sample was comprised of those cbmpanies with the lowest composite risk measure. 

t I_ 

After choosing his sarnpl~, Dr. Evans estimated the rate of return on book equity earned by these - ( 
companies over the period 1983 to 1992 and found that the initiai indications were for a rate of return on . 

. a 
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t equity for high quality, low risk unregulated companies of 13.5 percent to 14.0 percent. Dr. Evans 

djustd this finding downwards to 12.25 percent to 12-75 percent to reflect such judgmental factors as 
expected lower corporate profits and lower inflation expectations (Exhibit 11 A, pages 38 and 39). 

Dr. Evans agreed that the comparable emhgs test WAS based on historical data, that over time there could 
be changes in the risk profile of the sampie companies, and that there was an element of judgment in he 
seiection of a time period ovtr which to apply the test (Exhibit 47A, Appendix C, page 1). However, he 
also indicated that these problems couid be overcome through judgment (T. 152456). Similarly, he 
amed &at the comparable earnings test did not mcasuff the opportunity cost of capital but argued that it 
ws not intended to do so. Instead, he contended that it prwkicd a method of dire&y exami&g rates of 
return in relation to book value (‘I’. 157 and 158). Dr. Evans agreed that accounting data did not 
necessarily reflect tfre me economic status of corporations but indicated that it was not being used to 
&t&e the market cost of money (T. 169). Finally, he agreed that thcrr: we~c diffances in accounting 
tftamens among companies that might affect the rates of return on book value and that changing price 
leveis did complicate the application of the test u- 170). 

Dr. Evans disagreed with suggestions that his sampie seiection procedure, particularly the use of the 
coefficient of variation in book retum~, led to the inclusion of firms with market power (Exhibit 47A, 
Appendix C, page 1). He indicated that there was no evidence of market power in the returns eamed by 
the companies in his sample since they had all suffered due to economic restructuring (T. 107). Further, 
he indicated that one would expect to see a high achieved rate of return on low risk fums fl. log and 
109). 

2.3.1.2 TheDCFTest 

The DCF test is based on the proposition that investors purchase common equity shares with the 
expectation of receiving an infimite stream of dividend payments. As a result, the price paid for the shares 
can be viewed as the present value of the dividend stream, that is the sum of the dividend stream 
discounted by the investors’ required rate of return. Assuming a constant expected rate of growth in 
dividends, the present value fotmula can be manipulated to show that the investors’ required rate of return 
can be expressed as the sum of the current dividend yield, i.e. the current dividend divided by the current 
share price, and the expected annual rate of growth in per share dividends. Under the assumptions of the 
DCF model, the expected rate of growth in dividends per share is equal to the expected percentage growth 
in share price. 

i -- 

Dr. Evans applied the DCF test to the same set of sample companies used in the comparable earnings test. 
He indicated that recent spot dividend yields had been in the order of 2.25 percent while an assessment of 



experienced earnings, dividend and book value ‘@oath rates. all of which arc sometimes ustd a~ prep, ~ 

for share price growth, indicated growth expectations of 9.25 to 10.0 percent. This suggestd an ’ 
investors’ required rate of return of 11.5 per#nt to 12.25 percent. Dr. Evans stated that this result, 
which measures the return on market share. had to be adjusted upwafil before it could be applied to a book: 
value rate base, to allow the utiiity to issue new common share financing without diluting the book value 

P 

of existing shares (Exhibit 11A. page 32). Thatforc, he inmased the investors’ required rate of return? 
by a flotation cost allowance which produces a mdrd market to book ratio of 110 to 120 percent. ’ 
Dr. Evans stated that tht allowanct WAS inccrrdtd TV COVE the out-d-pocket expenses a~- with new - 
share issues, and to compen~atc invite for the risks associattd With market PtWSurt, i.e. the discount - - 
from current trading values necessary to enstm that new shares are absorbed by the market, aud mket I 
&aks, i.e. declines in share prices ut~~lated to the partim of the new issue. With the ad&ion of the i 
flotation aUowance, he estimated the rquircd rate of return on book WAUC to be in the range of 
12.4 percent to 13.3 percent (Exhibit 1 lA, page 41). 

Although Dr. Evans provided the results of the XF test, he cautioned that investor growth expectations 
and experienced growth performance had been subject to fairly erratic trends and, therefore, the I>CF _ 
approach was less useful and reiiable than it might otherwise have been (Exhibit 1 IA, page V‘ 
Consequently, Dr. Evans placed little reliance on the results of this test when determining his fin& 
tuznmendations. . 

2.3.1.3 The Risk Premium Test 

Dr. Evans examined the results of three st~dks which estimated the historical differentials between 
achieved market retums on common equity and loug-term debt securities: The Task Force on Retirement : j : 
Income Policy study (“Task Force study”); the Canadian Institute of Actuaries study (“the CIA study”); ’ 
and a study conducted by Professors Hatch and White of the University of Western Ontario (“the Hatch . 
and White study”). 

I. 

The Task Force study, which covers the period 1920 to 1992, indicates that the quity risk premium fell 
within a range of 3.0 to 3.3 percentage points, depending on the specific time p&xi examined and the 
calculation used. The CIA study, which covers the period 1924 to 1992 for Canadian data and the period 
1943 to 1992 for U.S. data, indicates that the equity risk premium is approximately 4.25 to 
4.5 percentage points based on Canadian data and 7.0 to 7.25 percentage points based on U.S. data. 
The Hatch and White study, which covers the period 1950 to 1987 and calculates the premium for both ti 
whole period and several sub-periods, indicates that the risk premium ranges from 3.36 percentage points 
to 5.93 percentage points, except for the most recent sub-period which showed a negative risk premium. ’ 
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Based on these studies, Dr. Evans indicated that a not untzasonabk point estimate of the ma&et risk 
p=Aum was 6.0 percent (Exhibit 12, Tab 2, Question 9). 

&. Evans evaiuated the resdts of these studies using SCVen qualitative factors such as changes in tax 
@icy, recent downturns in corporate profits and the reiative risk of low risk utilities versus the market as 
a whole. Based on this evaluation, he determined that the risk premium appkable to low risk, high we 
utilities was 3.5 to 4.0 percentage points for a mid-point Of 3.75 pcrcemagc points. When add& to the 
m&pint of his forecast for long-term Canada bonds (7.5 percent), he adulated the resulting investors’ 
required rate of return at 11.25 percent, Dr. Evans agreed that he had not quantified the judgments he 
m&e but that they reflected studies carried out over a number of years fl- 65). 

Dr. Evans did not agree with the proposition that it was inappropriate to reiy, in pan, on U.S. &m h 
determining the risk premium since he bdimxi that restricting his attention to studies that focused solely 
on Canadian data did not tiow for an assessment of ti the investment akrnatives available and would not 
reflect the actual flow of investment dollars (I’. 93). However, he did agree that the measured risk 
pxdum was very sensitive to the time period over which it was measured (T. 60). 

As with the DCF test, the risk premium test measures the return on market shares. ‘Ikefore, Dr. Evans 

applied his flotation cost adjustment and determined that the appropriate rate of return on book equity for a 
low risk, high grade utility was 11.9 percent to 12.5 percent. He disagreed with the suggestion that 
flotation costs need not be paid where there: is only one shareholder, stating that the costs are incurred by 
the parent company, even if not diructly by the subsidiary utility. Further, he suggested that not allowing 
the flotation costs would make the cost of capital dependent on the ownership of the utility and would 
violate the “stand alone” principle (T. 135). 

Dr. Evans indicated that he had plactd ptest emphasis on the risk premium test, lesser empha& on the 
comparable earnings test. and little emphasis on the DCF test (T. 47). As a result, he found that the 
appropriate ROE for a low risk, high me utjlity was 12.4 to 12.9 percent. 

2.3.2 

2.3.2.1 The Comparable Earnings Test 

i -- 
Dr. Sherwin and Ms. McShane agreed with Dr. Evans as to the three principle standards which should be 
satisfied in setting the ROE and the three tests which should be used to estimate the ROE (Exhibit 17, 
Tab 4, page 1). 



Dr. Sherwin and Ms. McShane applied the c~mgarabl~ tarnings test to a sampie of 26 companies WL. ~ 
they judged to be of similar risk to low risk, high grade utilities. The initial group of companies was, 
selected from consumer oriented industries, which they indicated had reiativeiy greater stability than 

d! exmctive industries. In addition, the initial group WAS limited to those firms which had sufficient&. 
historical and market data to cover the pericxi 1984 - 1992, a common tquity component of $50 won or 
more, and l25,OOO common shares or more traded ~IUNU.U~. Fi which had cut dividends more than7 
25 percent or had not paid dividends within the period wert tx~htkd. The 52 finas which remained - 
after the initiai selection procedm were ranked by fourrisk IIXWUCS: (i) coefficient of variation of book’- 
nn;lms; (ii) coefficient of variation in earnings befort interest and taxes; (iii) the five year beta (1988 - - 
1992); and (iv) the five-year standard deviation of market returns. The 26 companies which had the. , 
lowest mf.nposite risk raelg formed the sample. 

Based saictly on historical data for the 1984 - 19% time period, which Dr. Shenvin and Ms. M&hane 
characterized as a normai cycle, they found that the achieved equity return by low risk industri& was 
12.9 percent (Exhibit 17, Tab 4, page B-4). HOW~WG the witnesses exprcs~ed concern that the current 
cycle was not normal and that this level of earnings would not be achieved due to massive indusbd - 
rtstruc&ng and an economic downtum at the start of the cycle (Exhibit 17, Tab 4, page B-5). & 
muit, they made a forecast of expected earnings per shart based on estimates pmvided by the Institution, 
Brokers Estimate System (“IBES”) for 1993 and 1994 and an assumption that earnings per share growth -- 
for the succeeding years would reflect the pattern of the last business cyck. Based on this forecast, which .- j 
the wimesses agreed contained a great deal of spccuMon (T. 2%). they estimated that returns to low risk . 
industrials for the current CYC~C would be in the OW of 11.75 percent, Therefore, they estimated the .- 
achieved return on book equity at 11.75 to 13.0 percent (Exhibit 17, Tab 4, page B-6). . . 5 

After determining the return for low risk industrials, Dr. Sherwin and Ms. McShane compared the risk of - a 
the sample group to that of low risk, high grade utilities. Using a discounted cash flow approach, they .- 
indicated that a downward adjustment of SO basis points would be warranted for a Low risk, high grade ’ 
utility. Therefore, they indicated that the comparable earnings test indicated an ROE on book equity for 
10~ risk, high grade utilities of Il.25 to 12.5 percent. 

Dr. Sherwin and MS. McShane agreed that the comparable earnings test did not measure the cost of 
attracting capital but indicated, as did Dr. Evans, that it was not intended to do so. Further, they agreed 
that the use of historical earnings to dettnnine the appropriate rate of return on book equity was only 
appropriate if past economic conditions were expa%d to be reasonably similar to prospective condition 
hence their use of forecast earnings in the application of the test (Exhibit 18, Appendix G, page 1). Ir 
addition, they agreed that accounting data did not reflect the true economic status of the corporation and c ’ 

that there were differences in the accounting treatment accorded different companies which affected the : 
2-e 
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c&ulation of book return (T. 391). However, they rejected the suggestion that the use of the coefficient 
of v&anon on book returns as a sample screen led to the inclusion of fm with market power, Instead 
they stated that. as their direct evidence showed, they had tested the sample to insure that this ad not occur 
(Exhibit 18, Appendix G, page 2). Finally, they defended the continued USA of the comparable emties c 
test on the grounds that reguiation continues on an original depreciated COSI basis (T. 394). 

2.3.2.2 The DCF Test 

similar to the approach taken by Dr. Evans, Dr. Sherwin and MS- McShane also applied the Dm test to 
their sample of 26 low risk industrials. Based on a dividend yield of 2.5 percentage points and an 
estimated dividend per share growth rate of 9.5 percent, they found that the investors’ required rate of 
return, or “bare-bones” retum, was 12.0 percent. This estimate was adjusted downward by 50 basis 
pints 10 &kt the lesser risk of utilities as discu~scd above. 

Dr. Sherwin and Ms. McShane agreed with Dr. Evans that this result, which reflects return on market 
value, needed to be adjusted upwards to allow the utility the opportunity to issue new common share 
equity without risk of dilution to existing capital. Therefore, the witnesses increased the investors’ 
ftquired rate of return by a flotation cost allowance which produces a nominal market to book ratio of 
115 percent. This resulted in a rate of retum on book equity of 12.6 percent. 

Although the wimesses presented the results of the DCF test, they indicated that they placed lide reliance 
on it due, in part, to the difficulty of obtaining objective measurements of investor growth expectations 
(Exhibit 17, page 8). 

2.3.2.3 Risk Premium Test 

In addition to the comparable earnings and DCF tests, Dr. Sherwin and Ms. McShane undertook three risk 
premium studies. The fmt study measured the risk premium as the difference kween the DCF cost of 
attracting equity for a sample of high grade utilities and the corresponding yield on long-term Canada 
bonds for the period 1976 to 1993. The wimesses estimated the DCF cost of attracting equity as the sum 
of the quarterly dividend yield adjusted for growth for each period plus a weighted average of achieved 
five and ten year dividend growth rates and retained earnings growth for the high grade utilities. Different 
weighting aitematives were used to give a range of DCF costs (Exhibit 18, page A-4). 

Dr. Sherwin and MS. McShane stated that the study indicated an inverse relationship between interest rates 
and risk premiums (see Chapter 4.0 for a more complete discussion of this issue) but showed a risk 
premium of 1.3 percentage points when interest rates were below 9.0 percent. The wimesses then 
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regressed the quarteriy risk premiums estimated under the various growth scenarios against . . . 
corresponding quarterly long-term Canada bond yields with and without the addition of a seconf 
independent variable, quarttriy five year betas. Assuming long-term Canada bond yields at 7.75 pmxnt,, 
these regressions indicated a rquired risk premium in the range of 3.75 to 4.5 percent. As a resuh- ’ 

Dr. Sherwin and Ms. McShane indicated that the appropriate risk premium for high grade utilities was 
4.0 percent (Exhibit 18, page A-10). 

- 

The wimesses rejected the proposition that the DCF based risk premium study sflered from upward ’ 
biased estimates of expected growth, stating that the five- and ten-year dividend growth rates reflecta 
factually experienced growth ~SL~CS (Exhibit 18, page 16). Further, although they recognized thei- t 
tstim;ut of the retained earnings growth rate of 5.5 percent had not been achieved on an annual basis *CC 

the mid-1980s. they stated that this was only one of seven scenarios (Exhibit 18, page 18). 

Similar to the risk premium study undertaken by Dr. Evans, the second study measured the risk premium 
for the stock market as a whole and then made adjustments for the lower risk of utilities. To estimate &C 
risk premium, Dr. Sherwin and MS. McShane utilized the Task Force study, the CIA study and the Hatch - 
and White study used by Dr. Evans, although the time periods studied were not identical, as well as 0’ 
lbbotson and Sinquefield study of U.S. security returns. These studies indicated risk premiums fro. 
3.1 to 6.9 percentage points depending upon the time period examined and the holding period assumed - 
When these results were assessed against a variety of considerations that the witnesses indicated may have I 
aHWed the achievement of past returns or could affect the achievement of future returns, they concluded . 
that a conservative estimate of tht market risk premium was 5.0 percent (Exhibit 18, page A-17). ; 

. . 
After establishing their estimate of the market premium. the wimesses adjusted it to reflect the lesser risk of ! . I 
utilities as measured by utility betas, the standard deviations of utility market returns, and the historic 
market performance of gas and electric utilities relative to that of the market as a whole (Exhibit 18, 
page A- 17). Their data indicated that the beta for the sample of high grade utilities was 0.44, that the 
standard deviation for the TSE gas/eiectricity utility index was approximately 85 percent of the TSE 300 
values, and that the gas/electricity utility index has outperformed the TSE 300 (Exhibit 18, pages A-l 8 
and 19). As a result, Dr. Sherwin and Ms. McShane concluded that the appropriate risk premium for a 
high grade utility was 3.5 percentage points. 

The witnesses did not accept the proposition that data from the pre-1956 period was of limited value in 
assessing the equity risk premium (Exhibit 18, page 12); nor did they accept that U.S. data on quS 
premiums should be ignored. Instead, thev stated that U.S. data was relevant since a significar! 
fwyuv+~~ cf igr_?rmrntal in-r*c~-n* &an 4---m--.-- w.. . \I”--‘--... . ds *i*cre being channeled into foreign investments (Exhibit 18, * ’ 
page 13). 



13 

‘& w study calculated the achieved differentials between utiiit~ stock rttt~~~~ and the yield on long-t- 

Canada bonds. The study found that over the period 1956 to 1993, the achieved risk premium on the TSE 
utility index was 3.4 percent and 4.5 percent on the gas/electric utility sub-index. 

Taking the three risk premium studies together, Dr. Sherwin and Ms. McShane indicated that he U~QI 
risk prttium was in the range of 3.5 to 4.0 percent, with emphasis on the upper end of the range. When 
combined with their forecast of long-term Canada bond yields, this suggested a bare bones investors’ 
rtquirtd rate of return on 11.5 to 11.75 percent or a mid-point estimate of 11.625. 

As with the DCF test, the risk premium test measures the return on market shares. Therefore, he 
witnesses applied their flotation cost adjustment mechanism and determined that the appropriate mte of 
rem on book equity for a low rilrk, high grade utility was 12.7 percent, 

Based on the three tests, Dr. Shtrwin and MS. McShane indiated that the appropriate rate of return for a 
high grade, low risk utility falls within the range of 12.25 to 12.75 percent. Irr tiving at this conclusion, 
the witnesses gave 60 percent weight to the risk premium tests, 30 percent weight to the comparable 
earnings test, and 10 percent weight to the DCF test (Exhibit 17, Tab 4, page 2). 

2.3.3 &i&p of Dr. Watr;rs 

Dr. Waters indicated that he relied upon the same three basic principles enunciated by Drs. Evans and 
Sherwin and Ms. McShane when making his determination of the appropriate rate of return on qtity to be 
awarded utilities. However, unlike the witnesses appearing for the Applicants, Dr. Waters did not 
undertake a comparable earnings test because, in his views, (i) the concept of comparable earnings does 
not necessarily have any relationship to the concept of a fair return, and (ii) the measurement of 
comparable earnings, which are based on accounting Dada, provides results which are difficult to compare 
meaningfully across companies and across time periods (Exhibit 39, page 100). 

2.3.3.1 The Risk Premium Test 

As the starting point to his risk premium test, Dr. Waters considered five studies: the CIA study for the 

period 1924 to 1992; the Hatch and White study for the period 1950 - 1987; the Task Force study for the 
period 1920 - 1978; a study by MJ. Gordon and L.I. Gould (“the Gordon and Gould study”) for the 

f . . period 1956 - 1982; and the 1992 Investment Returns publication by Scotia l’&Leod Inc. (Exhibit 39, 
page 73). In addition, Dr. Waters made reference to the Ibbotson and Sinquefield study. Based on these 
studies. he found that the achieved market risk premium was 4.4 percentage points for the 1950- 1993 
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period and 3.8 percentage points for the 1926-1993 period. As a result, Dr. Waters estimated . ~ 
required market risk premium at 4.0 to 4.5 percent and used 4.5 pe=ent in his application of the risl , 
premium test 

-i 

Dr. Waters indicated that he considered the 4.5 perunt value to overestimate the required equity & 
premium since he believed it was greater than the value which investors had anticipated on a pr~spactivi~ 
basis. Specifkally, he indicati that unforeseen large inflation driven increases in interest rates in me 
1970s and 1980s had resulted in bond holders failing to achieve the return on bonds they ha+ 
prospectively anticipated (Exhibit 39, page 76) SO that the historical spread between equity and deb, i 
CC~UXIIS was wider than had been anticipated prospec&ly. - -* . 

x 

Dr. Waters indicated that unanticipated inflation had led to the inclusion of a purchasing power risk -- 
premium, which he estimated at 70 to 100 basis points (Exhibit 39, page 78), in the yield on long-t- 
bonds. In contrast, he indicated that investors in utility shares enjoyed the potential of having their return 
subject to timely review and adjustment to offset the effects of inflation (Exhibit 39, page 71). As a ’ 
result, he indicated that an argument could be made fat reducing the estimate of base bond yields to which - 
the risk premium was applied (Exhibit 39, page 76). However, he indicated that the purchasing PO*- - 
risk premium could be offset by the amount contained in achieved rates of return on bonds for havlr, 
borne this risk and the prospective compensation, if any, required by equity investors for bearing this risk-- 
As he ~8s unable to estimate the amount of these two items, he made no quantitative adjustment for,, 
purchasing power risk in his estimate of the market equity risk premium (Exhibit 39, page 79). . \ 

Having established the risk premium for the equity ma&et as a whole, Dr. Waters estimated the relative _a 
risk of low risk, high grade utilities using five risk measures: (i) beta; (ii) standard deviation of achieved’: 
rates of return; (iii) maximum drop in share price over 12 months: (iv) maximum percentage decline in ’ -’ 
per share earnings; and (v) deviation around the trend in per share earnings. Based on these measures, he. y 
determined that the risk exposure of low risk utilities was no mart than one-half that of the equity market - 
as a whole (Exhibit 39, page 83) or 2.3 percentage points (Exhibit 39, page 88). In addition, ’ 
Dr. Waters used the same set of risk measures to estimate the relative risk for a sample of low risk 
industrial companies which he found to have approximately two&irds the risk of the market as a whole. 
or 3.0 percentage points. 

When combined with Dr. Waters’ estimate of the yield on long-term Canada bonds, this suggests that the 

i - 
investors’ required rate of return for low risk high grade utilities is 10.0 percent. However, Dr. Watf 
added to this estimate a 50 basis point cushion which he indicated was a margin of safety intended TV 
cover the underwriting and issue costs associated with new issues of common equity and to minimize the . * 
possibility of dilution of existing shareholders’ equity (Exhibit 39, page 4). Dr. Waters rcjecttd the 
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notion that the cushion should b+ large enough to pennit new shms to be issued without risk of dilution 
even in the face of severe market b& or market pressure since he indicated that compensation for these 
risks W= &&y cap& in the investors’ rquirtd rate Of RXWL 

Dr. Waters agreed that the estimate of the equity market risk premium given in his current testimony W= 

150 to 190 basis points lower than that given in testimony before the BCUC dated February 1992. He 
statd that this reflected the inclusion of data for the period 1988 to 1993 in the currtnt testimony as well as 
a change to the use of geometric rather than arithmttic means in calculating the premium (T. 707). 
Further, he aped that he had made other adjustments to his methodology, primarily rtiating to the use of 
qufimtive rather than quantitative adjustments for purchasing power risk (T. 709-714). Finally, he 
in&at& that, despite these changes, his estimate of the utility risk prtmium had not changed substantially 
(T. 714). 

2.3.3.2 The DCF Test 

In addition to the risk premium test, Dr. Waters undertook a DCF analysis based upon a sample of 
utilities. In order to avoid the problem of circularity, he did not rtiy on historical utility dividend growth 
rates but instead made an explicit forecast of the rates of return which investors could expect Canadian 
utilities to earn over the near future. This was used in turn to derive a growth rate which he plugged into 
the DCF model. Based on annual rates of return of 12.0 percent, which he characterized as optit&& 
and an earnings retention rate of one-third, Dr. Waters estimated a growth rate of 4.0 percent. When 
combined with the estimated dividend yield of 5.4 percent, this suggests an investors’ required rate of 
refurn of 9.4 percent. As with the risk premium test results, Dr. Waters added a cushion of SO basis 
points to obtain a foal result of 9.9 percent. 

Based on these two tests, Dr. Waters found that the required rate of return for a low risk high grade utility 
was 10.0 to 10.5 percent, 

2.3.4 
. 

we of Drs. Berkowlt& ~o~fh 

Drs. Berkowitz and Booth developed their estimate of the required rate of return on equity through 
applications of the DCF and risk pzmium tests. They did not use the comparable earnings test which they 
characterized as being extremely sensitive to sample selection procedures (Exhibit 47A, page 14). 
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2.3.4.1 The Risk Premium Test 
; 
A 

TWO types of risk premium assessments we= made. First, the wimesses examined data from the CLQ 
jl study and from the Scotia McLcod Handbook of Debt Market Indices to determine the difference it :i 

achieved return between equities and long term debt. Although they identified a number of problem tirh;’ 

the data and with various ~thticai methods of calculating the equity premium, they estimated that @ 
market risk premium was 3.5 to 4.0 percent (Exhibit 47A, Appendix D, page 6). ms estimate was noi ’ 
derivai mechanically from any of the studies. 

. -1 

me wimesses used two mtm to establish the risk of utilities relative to the ma&et: betas, which they Y 
i&cated measured the incrtmtntai risk of holding a stock in a diversified portfolio, and be sa&d 
deviation of ROE (Exhibit 47A, page 17). They stated that utility betas had fluctuated in a range of 
0.35 to 0.65 and were currently about 0.45 to 0.5. III addition, they estimated the standard deviation of 
ROE of the regulated sector as being 30 percent as variable as that of unregulated firms. Based on these 
measures, they indicated that the appropriate risk premium for utilities was 1.58 to 2.00 penxxage 

pints, giving rise to an investors’ required rate Of rttum on 9.33 to 10.25 percent, with a best estimate of - 

9.8 1 percent. 

The witnesses wtrt aware of the viewthat the Capital Asset Pricing Model, of which their model is a- - 
variant, tends to underestimate the cost of capital for low beta fums; however, they indicated that the . 
empirkal studies which led to this I&W WCIC based on Treasury Bill yields whereas their model used long- , 
term Canada bond yields Cr. 969). 

Although the witnesses provided an estimate of the premium that equity holders require over long-term i 

debt. they indicated that a preferable method would be to estimate the premium between common and ’ 

prefentd shares since this eliminated certain distortions that arose because of the changing tax features of 
debt versus equity securities (Exhibit 47A. page 21). Using the Moss Lawson and Bums Fry Referred 
Share indices, they found that the premium over preferred shares required by common share investors in 
telephone utilities was 1.0 to 2.5 percentage points. Assuming that preferred shares maintained the - - 
relationship to long-term Canada bonds found over the period Febmary 15 to August 15, 1993, this : 

impiitd that the investors’ required rate of return was 9.43 to 10.56 percent, with a midpoint of _ i 
10.0 percent The model was not applied to energy utilities since Drs. Berkowitz and Booth found only a 
weak link between equity prices and earned return for these companies. The wimesses posti that this 1 i 

- reflected the fact that the discrepancy between allowed and actual return on equity was caused primarily t 
weather deviations from normal to which, because it was random, investors did not react strongly ’ i 
(Exhibit 47A. page 23). 

A 
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2.3.4.2 The DCFTest 

In ad&eon to the risk premium tests, DIS. Berkowitz and Booth undertook two DCF tests: a components 
of growth model and an inflation adjusted growth model. Both methods cakuiated the investors’ qua 
rate of return using samples of telephone and energy utilities. Depending on the make-up of the sample 

and the particuiar model used, these studies indicated that the investors’ required rate of return ranged &om 
9.25 to 12.42 percent, with an ovexakl DCF estimate of 10.23 percent (Exhibit 47A, page 32). 

h. Be&w& and Booth disagreed with a suggestion that their DCF tests contained circukity problems 
since hey wm estimating the growth rate over a long period of time, which ~~t~tained diffemt business 
cycles, interest watts and inflationary environments. In addition, they indicated that to ignore utility data 
&ms of he &ularity concerns was to ignore the information most relevant to utilities (T. 1045). 

A sim@e arithmetic average of the results of all the tests indicated that the investors’ required rate of return 
was 10.07 percent. However, the wimcsses stated that a fair rate of return for a generic average risk 
regulated utility would be in the range of 10.0 to 11 .O percent with a recommended point tstimm of 
10.5 percent. For iow risk utilities a reduction of 10 basis points was recommended (Exhibit 47B, 
page 11) Drs. Berkowitz and Booth indicated that the premium in their recommendation over the 
arithmetic estimate reflected concerns that the estimates were subject to error, the existence of flotation 
costs associated with new fmancings, and changes in business risk, especially with respect to telephone 
utilities, which might not be reflected in the historic Aara. 

2.4 Commission Determinations 

The Commission has reviewed the evidence placed before it and agrees with those witnesses who 

indicated that a DCF test based on a sample of low risk industrial customers is of limited use in the current 
economic climate. IXI addition, the Commission is concerned that DCF tests based on historical utility data 
may be subject to circularity problems. Equally, the Commission shares concerns expressed by 
Dr. Waters and by Drs. Berkowitz and Booth that the comparable earnings test does not measure the 
opportunity cost of capital. While the &nmission recognizes that Dr. Evans, Dr. Sherwin and Ms. 
McShane have stated that this is not the objective of the comparable earnings test, the Coession notes 
that the opportunity cost principle encompasses the three regulatory standards referred to by several 
witnesses as important in determining the appropriate rate of return on common equity (Exhibit 17, 
page 1). 

Therefore, in this Decision, the Commission has placed primary reliance on the various risk premium tests 
presented. (with the exception of the preferred share approach), in making its determination of the 
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-- 
8 appropriate rate of return on equity for a low risk, high grade utility. The comparable earnings and JJL 

test results have been used primarily as checks upon reasonableness. with respect to the preferred sh$. I 
approach espoused by Drs. Berkowitz and Booth. the Commission is concerned about the apparent limited 
applicability of the mode1 to energy utilities but is willing to entertain new evidence on this approach - ir .-z 6 
future proceedings. 

T 
The Commission notes that the detezmination of the appropriate quity risk premium to use in setting the”i; 
ROE for the set of low risk, high grade utilities mpi.re~ the exercise of informed judgment. Althougk*r 
his&& sm&es can be used to establish a starting point for the estimate of the market risk premium, the= ; 
studies show a wide dispersion of results depending on the time period and measurement techniques used-. l 

In addition, the mcasud market risk premium estimates must be adjusted to reflect concerns about tht., I 
applicability of past time periods to future time periods. On balance, the Commission finds that these _ 
concerns suggest that the measured market risk premium OV~-&IEUCS the market risk premium which 
investors currently anticipate. The Commission finds that the market risk premium is approximately 
4.5 to 5.0 percent. 

. . Judgment must also be applied to determine the risk premium required by investors in utility St& 
vi+a-vis that of the market as a whole. DiEant witnesses used different techniques to estimate t.& vd~ 
ranging from a strictly qualitative approach to assessments of relative risk based on various statisticd - v 

measures. Although the Commission recognizes that no one statistical measure of risk may adequately , 
cap= investors’ perceptions of the risk of utilities relative to the market, the Commission finds that the . 
combination of the various statistical measures indicate that utiiitit~ are approximately one-half as risky as 
the market as a whole. 

Therefore, the Commission determines that the required rate of return on equity for a i 
low risk, high grade utility is 10.5 to 10.75 percent based on a long-term Canada bond 

yield of 7.75 percent. For the purposes of calculating rates, the Commission 

establishes 10.75 percent as the benchmark rate of return, recognizing that bond yields 

have recently been above 7.75 percent. This return incorporates a 50 basis point cushion which. - 
the Commission expects to be sufficiently generous to cover the risk of dilution and cost of new share ( 
issues in other than extraordinary market circumstances. b 

‘? 

: 

i 

J 

Li 
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I - 3.0 UTILITY RETURN ON EQUITY AND CAPITAL STRUCTURE 

3.1 WKP Capital Structure and Return on Equity 

3.1.1 won of WKP 

WKP has applied for a rate of return of 11.5 percent on a common equity component of 43.96 percent 
for 1994 and 11.75 percent return on a common equity component of 38.76 percent for 1995 
(‘I’. 15044505). In the original application WCP had applied for a common quity of 44.04 percent in 
1994 and 41.6 pemcnt for 1995; however, this ~8s subsquentiy rtdUCCd to reflect changes in &e 
company’s Capital Plan, The applied for ROES are IOWA than the 12.0 to 12.5 percent rtcommenti by 
Dr. Evans (Exhibit 1 IA, page 3) and reflect a desire by the company to iknit the size of the rate increase 
to customers (T. 530). The common quity components requested by WKP are also higher than those 
specified by the Commkion in its June 9, 1993 Decision in which it directed WKP to undertake the 
necessary steps to achieve a common quity component of approximately 38 percent by yearend 1994 
and approximately 35 percent by year-end 1995. By letter dated March 14, 1994 (Exhibit 1). WKP 
applied for a Eonsideration of the capital structure decision on the basis that the information put forward 
in the 1993 hearing was insuffkient for the Commission to reach its decision on this item. In par&&, 
the 1993 hearing record did not include an Exhibit showing the impact of a 35 percent common eq&y 
component on the interest coverage ratios of the utility (T. 532). 

By way of Order No. G-125-93, the Commission established interim rates for WKP which reflected a 
rate of return on common quity of 11.2 percent and a common equity component of 39.0 percent. The 
Commission stated that these determinations did not prejudice the utility’s application. 

In order to establish the appropriate capital smcture and return on equity for WKP, the utility provided 
evidence regarding the specific risks and circumstances facing the company. Dr. Evans identified three 
general types of risk to which a utility is exposed: business risks which relate to the physical, market and 
regulatory environment, i.e. risks which affect the assets of the utility; financial risks which relate to the 
manner in which the assets of the utility are financed; and investment risks which are the combination of 
the two (Exhibit 1 lA, pages 4 and 5). 

.’ . 1 

In his primary evidence, Dr. EVES did not discuss WKP’s business risk since he in&at& that he had 
undertaken a detailed assessment in the evidence prepared for the 1993 WK.P Revenue Requirements 
hearing and did not believe circumstances had changed significantly (Exhibit 1 IA, page 6). As a result. 
he stood by his previous assessment that WKP required a common equity component of 40 to 45 percent 
(Exhibit 1 IA. page 6 and 7). 



20 

In contrast, Mr. Ash, Senior Vice-Resident and Chief operating Officer for m, indicated that bus&s 1 
risks had increased. In particular, he noted that B.C. Hydra’s obligation to sewe W had been cap@- 
at 200 MW so that WKP had to find other options to meet demand (Exhibit 35, page 1); that there wer . : 
prescheduling risks associated with the limited B.C. Hydra supply Cl”. 575); that capital expenditures- 
were predicted to cause the rate base to double in five years (Exhibit 35, page 2); and that there waq 

& potential instability with WKP’s customer base (Exhibit 35, page 3) in that several major wholesale 
customers had not renewed contracts with WI@ and might have the ~~~rtunity of contracting witJq 
B.C. Hydro for service (T* 571). -A 

- t 

Dr. Evans warned that if the q&y component were reduced to the levels contemplated in the prcviou! _ 
Commission De&ion, then WCP’s debt ratios would increase and interest coverage ratios would de&,ne _ 
from the 2.4 tics he estimated based on the application. He indicated that a decline from this level co& 
result in a downgrading of WKP’s debt (Exhibit 1 lA, page 15) which could severely limit the utility’s 
access to capital markets at a time when it was important to ensure that WKP was able to finance its 
construction program (Exhibit 1 IA, page 12). However, Dr. Evans agreed that bond ratings agencies do ’ 
not look at interest coverage ratios alone or at a single year only when determining a bond’s rat? 
(T. 646). Mr. Ash also indicated that a downgrade in WKP’s bond rating and a weak capital structu 
could lead to higher financing costs for capital expansions (T. 581). Further, he noted that, in light of-- 
m’s capital expansion program, it would not be padent at this time to pay out equity to their- ,- 
shareholder in order to achieve the lower equity component specified in the Commission Decision . 
(T. 548). 

Despite his assertion that the common equity components contained in the application were appropriate. ’ 
Dr. Evans indicated that he had adjusted the ROE that he would otherwise have recommended downward 
by 25 basis points to reflect the thick equity components which WW wished to maintain to preserve its 
current debt rating (Exhibit 1 lA, page 16). He showed that the increase in revenue requirement 
assuming his recommendation and the application capital structure versus his recommendation plus 
25 basis points and a common equity component of 36.5 percent was approximately $200,000 - 
(Exhibit 44, page 2). In addition, he noted that the company had applied for an ROE which was less than . 
he had recommended. . . i 

-. 
Dr. Evans compared the financial risk faced by WKP to that faced by four comparison Canadian electric 

- utilities and concluded that they faced similar risks (Exhibit 1 lA, page 11). To make this assessment, b 
compared the debt components, interest coverage ratios and fixed charge coverages contained in the 
application with the 1992 data for the comparison utilities. He found that Ws application contained a 
higher c’.ebt component (51.5 and 56.7 percent versus 37.0 to 43.2 percent) and lower interest coverage 



21 

ratios (2.4 times versus 2.7 to 3.8 times) than the comparison utilities, but enjoyed higher fixed charge 

coverage ratios than ail but one of the other utilities (2.4 times VC~SUS 1.9 to 2.3 times) (Exhibit 1 IA, 

page 11). This reflects the low level of preferred shares in WKP’S capital structure versus the other 
utilities. Nonetheless, Dr. Evans indicated that, fn>m a bondholdeis perspective, interest coverage ratios 
weft the mart important indicator of risk (Exhibit 1 lA, page 11). 

.- 
Dr. Evans also compared WKP’s investment risks to those of a high grade, low risk utility and to those of 
the unregulated companies that he used in undertaking the cmprable tarnings and DCF tests discussed in 
Chapter 2 of the Decision. Based on a comparison of stock and bond ratings, Dr. Evans stated that 
investors were Likely to consider WKP to be of greater risk than a high grade, low risk utility such as 
TmsAlta or the mguiated companies saxnpk. As a muk, b. EWUS indicated that the ROE fm WKp 
should be adjusted upward by 25 basis PO~IHS from that which he would recommend for a high grade, 
low risk utility. 

Finally, Dr. Evans indicated that he had adjusted the flotation costs tiowanct he would normally 
recommend downward by 40 basis points (See Section 2.3.1.3) to account for the fact that WIQ mvef~ 
its out of pocket financing costs directly from its customers in its cost of service (Exhibit 1 lA, page 33). 

3.1.2 &&pn of v 

Dr. Waters indicated that the fundamental risks assoc&d with the operations of a utility d&v& from the 
markets for its services and its input resources (Exhibit 39, page 33). With respect to WKP, Dr. Waters 

stated that the possibility of operating revenues falling short of operating and financing costs was minimai 
since the absence of competition from other suppiicrs and the limitation on substitution of other energy 
tvpes meant demand forecasting was relatively easy; most of WKP’s costs were fixed in advance or 
subject to only smaii quantity variations; and WKP enjoyed some discretion with respect to the timing of 
some of its expenditures (Exhibit 39, pages 62-63). He indicated that WKP’s focus on distribution of 
electricity and declining industtiai load meant that it would not be subject to the same kinds of competitive 
issues that other utilities might face (T. 86-47). Similarly, he stated that fuel substitution in the core 
market was uniikeiy to occur without ample warning to WKP (T. 848). In addition, he indicated that the 
fact that WKP purchased some of its power rather than generating ail of it meant that it couid modify its 
generation in response to demand changes, which he characterized as a positive development (T. 852). 
Finally, Dr. Waters indicated that the supply uncertainties faced by WKP were primarily related to the cost 
of supply, not the existence of supply (Exhibit 39, page 64). He stated that the issue of what supply 

would be utilized was not important to investors as long as costs were passed through in rates 
(Exhibit 39, page 65). 
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As a result. Dr. Waters stated that he believed a common equity ratio of 35 percent (based on a cap, 
?J structure inclusive of deferred taxes) was appropriate for WKP (Exhibit 39, page 66). He suggesta& 

that, for the purposes of setting rates, the excess equity be treated as ten year debt at a cost rate of 
?II 8.0 percent, and that no tax allowance for the excess equity be included in the revenue requkment$ 

Whiie rejeaing the entirety of Dr. Waters’ proposal, WKP indicated that it would fmance long-lived utility 
assets with 20.year debt, which Dr. Waters indicated would cost ap~ximately 8.75 percent (Exhibit 377 
Question 5). < 

‘S 

Bati on his assessment of risk, Dr. Waters indicated that the required rate of return on equity for m 
l 

was 10.25 to 10.75 percent versus 10.0 to 10.5 percent for a iow risk, high grade utility. Dr. Watt= t 
stated that his ROE rtcommtndation when combined with his capital structure recommendations would 1 
result h WKp’s interest coverage ratios falling below 2.5 times. Nonetheless, he stated that he believed 
ms debt would still be regarded as a high quality investment by institutional investors (Exhibit 39, 
page 68). 

3.1.3 &&ionofCAWChtd 
-. 

DIS. Berkowitz and Booth indicated that they placed WKP at the upper end of the utility risk specuum dL 
to its small size, the relatively small portion of intemally gcnmted power and the need to make some - 
resource option decisions in the near term (T. 1183). Of these risks, they indicated that WKP’s most . 
significant risk was its resource acquisition risk and suggested a preference to see it move to a situation 
more akin to a gas distribution utility (T’. 1185;. 

In addition to the qualitative assessment, the witnesses attempted to infer a beta estimate for WKP using an 1 
instrumental variables model. The model, which uses total asset growth and the debt/equity ratio, 
indicated that WKP had an inferred beta of 0.51. Based on both the qualitative assessment and the 
instrumental variables model, they indicated that the appropriate ROE for WKP would be 10.8 percent 

Drs. Berkowitz and Booth suppartd a 35 percent common quity component for WKP. They indicated -_ 
that this quity component would piace it at the low end of the range for electric utilities, but noted that . 
WKP’s capital structure contained approximately 6 percent in deferred taxes (Exhibit 47A, page 14-15). ,i 
As did Dr. Waters, they recognized that this equity level, when coupled with their ROE recommendation. r. 
would lead to a decline in 1NKp's interest coverage ratios. In addition, they supported the proposal made 1 L 
by Dr. Waters with respect to the treatment of the excess quity (T. 1186-87). 
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The Electric Consumers Association (“ECA”) supported the commission’s June 9, 1993 Decision with 
respect to WKP’s capital structure and urged the Commission to deny WKp’s request for a diffexnt 
capital structure (T. 1859). They noted that a 38 percent common quity component was not outside the 
range of common equity components enjoyed by other clectricai utilities. Fuxther, they disagreed that such 
a common equity component would prevent WKP f&m issuing new debt (T. 1861). 

3.1.5 -Detf l -* 

The Commission finds that the evidence before it does not warrant a reconsideration of 

its June 9, 1993 Decision with respect to the appropriate capital structure for WK~. 

Therefore, the Commission directs that for the purposes of determining rates, WKP is 

deemed to have a common equity component at year-end 1994 of 38 percent and at year- 

end 1995 of 35 percent. The Commission understands that these translate into mid-year 

common equity components of 39.0 percent and 36.5 percent, respectively. For the 
purposes of establishing rates for 1994, the excess equity will be treated as debt and 

assigned a cost of 8.75 percent as a proxy for the cost of long-term debt, For 1995, 

the cost assigned to the excess equity, if any, will be varied to reflect the change in the 

Commission’s forecast yield on long-term Canada bonds for 1995 vis-a-vis the forecast 

for 1994. 

The Commission rccogniz~~ that a thicker equity component, all else being qua& translates into higher 
interest coverage ratios and a greater ability to meet any trust covenants, which, in turn, may lead to easier 
access to capital markets. These are benefits not t0 be dismissed lightly since they may aansiate into lower 
capital costs to the utility and rcsuiting lower rates to customers. Nonetheless, the Commission is also 
aware that these potential benefits must be weighed against the certain costs imposed by incxeased equity, 
both in terms of direct COSTS and in ~CXIIIS of tax implications. 

In the specific circumstances of w, the Commission recognizes that the lower common equity 
component of capital SUUC~UTC will lead to a reduction in its times interest coverage. However, the 
evidence before this timmi~si~n is that ratios in both years will remain in excess of 2.0 times. while it is 
likely that the actual interest coverage ratios may be slightly below the trust covenant restriction of 
2.25 times, the Commission is aware that this restriction is more onerous than that enjoined on many 
utilities and was imposed at a time when WKP’s common equity component was significantly lower than 
that contemplated by the 1993 Commission Decision (T. 582). As a result, he Co&ssion believes this 
will not unduly restrict ‘WKp’s access to capital markets. 
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with respect to the apprOpr& rate Of return on quity, the COmtkSSiOn notes comments that the risk. i 
faced by WKp are somewhat more akin to those faced by a distribution utility than to a utility which 

+* 3 generates most if not ail of its OWN power. At the same time, the Commission agrees with Dr. Evans tha i 
the relatively small size of WKp limits its financial strength (Exhibit 1 lA, page 18) and imposes’ 
restrictions on its ability to access capital markets. Further, the Commission agrees with Dr. Evans thaeq 
the appropriate ROE for WKP, inclusive of an appropriate flotation cost, must be determined on a stand& 
alone basis. As a result, the Commission finds that the appropriate rate of return or? 

equity for WKP is 11.0 percent in 1994. For 1995, the appropriate rate of return ow 
equity is determined as outlined in Chapter 4 of this Decision. --E 

3.2 Capital Structure and Return on Equity of BC Gas 

32.1 &&Q& BC Gas 

BC Gas has applied for a rate of return on common equity of 12.25 percent on a common equity 
component of 33.0 percent for the year MM. For 1995, the utility has asked that the ROE be adjusted in 
accord with a mechanism discussed in Chapter 4 of this Decision. 

Dr. Sherwin and Ms. McShant testified as to the business and financial risks to which BC Gas was-- 
subject. The wimesses stated that BC Gas’ business risks fell within the areas of market demand risk, t ‘, 
supply and deliverability risk, cost recovery risk, by-pass risk and regulatory risk (Exhibit 17, Tab 4, 2 
page 1 I). With respect to market demand risks, they stated that BC Gas had a relatively favourabie 
customer mix with approximateiy 30 percent of deliveries made to the residential class and 21.2 percent : 
made to the commercial class (Exhibit 17, Tab 4, page 15); however, these customer classes tend to be 
weather sensitive. In addition, nearly 25 percent of the lower Mainland industrial load was taken by 
institutional customers which also tended to be weather sensitive (Exhibit 17, Tab 4, page 16). BC Gas 
indicated that volatility in revenue due to weather had been recognized by the Commission in its 1992 
Decision and that the change to seasonal rates since that Decision had increased the magnitude of the 
weather winter impact (Exhibit 59, Tab 19, page 5). Dr. Sherwin and Ms. McShane also identified risks . _ 
attributable to the industrial sector which they described as resource oriented and subject to considerable : 
cyclical volatility. Although industrial volumes in the Inland Division Senrice area tended to be covered by z 3 
demand charges. the industrial volumes in the Lower Mainland tended to be interruptible. Overall, they . T 
stated that they viewed BC Gas’ market demand risks as being somewhat greater than the least risky i 
Canadian gas distribution utility (Exhibit 17, Tab 4, page 16). 

. 
With respect to gas supply and deliverability risks, the witnesses noted such factors as the increase in 
competition within the gas industry, the fact that most of BC Gas’ supply depends on a few Westcoast 
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plants, and the lack of adquate storage or peak shaving facilities (Exhibit 17, page 4, page 19-20). In 
ad&eon, Dr. Sherwin and MS. McShane noted that the majority of BC Gas’ base load supply contracts 
contained demand charges. Although they recognized the existence and benefit of the Gas cost 
Reconciliation Account, they indicated that it did not reduce the fitndatnentai longer term supply risks to 
the level of a low risk, high grade utility (Exhibit 17, Tab 4, page 22). 

. 

In assessing the risks of cost rtcovery and by-pass, tht witnesses ~~copnilrrl the benefits of a number of 
def& accounts to mitigate cost risks and the existence of the &nmission’s by-pass policy but did not 
consider that these policies ‘IEductd risks over the long-term Fiiy, with qxct to re@atory e&s, be 
imesses indkatai that they were concerned with certain recent trends in regafatory awards &at appeartd 
to rtf’iect demands that utility rttmns be dud in timts of prolonged recession in order to “sham the 
misery” (Exhibit 17, Tab 4, page 24). 

*. 

Dr. Sherwin and Ms. McShane sratrd that therr: WCE two inter-related aspects to financial risks: the degree 
of leveraged financing in the capital SUUC~UE, and the degree to which rcg&tory return awards permitted a 
utility to maintain financing flexibility. With respect to BC Gas, the witnesses stated that the opw 
structure would contain a 35 percent common equity ratio. Based on the most recently approved 
regulatory awards, the applied for 33 percent common quity component was shown to be approximately - 
5.5 percentage points lower than the median figure for 29 gas, electric and telephone utilities which 
ranged from 25.0 to 60.26 percent. The range for gas distribution utilities was 29.0 to 40.96 percent 
(Exhibit 17, Tab 5, Schedule 1). The witnesses agreed that there was a somewhat tenuous relationship 
between quity levels, interest coverage ratios and bond ratings although this did not suggest the impact of 
interest coverage ratios on bond ratings could be disregarded (T. 1489 and 1491). 

The wimesses noted that BC Gas indenture provisions contained a 2.0 times interest coverage new issue 
test. Based on the application, the interest coverage ratio on the utility rate base would be 2.3 times and 
2.0 times for the corporate BC Gas Utility. The diffhence reflects the impact of the Lower Mainland 
acquisition premium (Exhibit 17, Tab 4, page 30). Ms. Lambert, Vice-President/rrtasurer of BC Gas 
indicated that a 25 basis point increase in the ROE leads to a 0.025 times increase in the interest coverage 
ratio (T. 1393). 

To offset some of these risks, particularly those associated with weather, BC Gas has applied for a 
Revenue Stabilization Adjustment Mechanism The mechanism will allow BC Gas to recover any over or 
under collection of the delivery margin (excluding basic charges) on sales to residential and commercial 
customers for the months of November through March, subject to a 5 percent plus or minus deadband on 
the customer use rate (Exhibit 59, Tab 19, page 17). BC Gas sm &a m MA&l w&i be designed to 
remove any amount of annual revenue risk. The utility indicated bat the E&AM (5 percent) proposal 
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would stabilize the earnings of BC Gas to the point where its volatility of earnings would be comparaL. - 
to industry norms for a distribution utility without seasonal RWS. BC Gas stated that to more fully protec, . 
the utility from risks through a mechanism such as Wl decoupling or an RSAM with a 0 percent deadband, 
would act to impose those same risks on customers through more frequent and larger adjustments in rate 1 
(Exhibit 59, Tab 19, page 6). 

&. Sherwin stati that the position of BC Gas with respect to RSAM (5 percent) was “take it or leave it” 
(T. 1414) and that an RSAM (0 percent) was viewed as unacceptable (T. 1421). He indicated thal” 
investors would react negatively to either an RSAM (0 pement) mechanism or full decouplingr- 

Dr. Sherwin used his experience to draw t.k COnChSiOn that hfe~tors believe that ti~m is m upsi& T 

EW& potential that would be eliminated with these options. He stated: i 

“Because the weather is ako relatal to the customer USC and that, the two combined’ are 
related to opportunities for achieving higher than allowed returns as weU as incurring he 
risk of having less than the dowed returns.” r. 1417) 

Although Dr. Sherwin strongly held the view that investors perceive an upside potential on taking weather 
risk, he qually strongly resisted any inference that utilities might “game” the determination of custor 
USC per account statistics. He stated: 

“No utility to my knowledge would be so foolish as to &liberately underestimate when 
much is at stake, because the price of what - I how you didn’t say it but what you are 
implying of manipulation of customer USC figure would come to haunt them in the next 
case. It goes to the credibility of management it goes to the credibility of the professional 
people that work on this, and I don’t think anybody would deliberately do it’ at least not 
utilities in this country that I’ve been associatcxi with.” (‘I’. 1422) 

_ , 

-. 

Dr. Sherwin and Ms. McShane indicated that their ROE recommendation was based on the Commission’s 
acceptance of the RSAM (5 percent) propod. Commission counsel queried Dr. Sherwin about the 
impact that retention of the stata quo, i.e. no RSAM, would have on his recommendations with respect 
to the appropriate ROE for BC Gas. He responded that the status quo, with or without seasonal rates, 
would result in a requested increase in ROE of 40 to 50 basis points (T. 1471-1473). He stated that . 
investors would not be significantly influenced by the seasonal rate structure and commended the 
Commission for implementing the 1993 Rate Design Decision. In addition, Dr. Sherwin and . k 
MS McShane stated that in the absence of the revenue stabilization mechanisms, a higher common quity . . 
ratio would be needed for BC Gas to achieve an adquate degree of financing flexibility. I 

In addition to its applications with respect to ROE and capital structure, BC Gas applied to change thf -i 
approved unfunded debt rate from 6.0 percent to 5.0 percent effective January 1, 1994 and to accrue any 
variations between the approved unfunded debt interest rate and the actual rate in a deferral account. As ’ 

-4 
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well, BC Gas applied to create a defemi account effective January 1, 1994 to reco& (i) the difference 
between the forecast long-term rate of 8.0 percent (effective cost of 8.14 percent) and the effective rate 
achieved upon financing, and (ii) the difference between the fortcasted principal and timing of the issue 
and that actually achieved upon financing. BC Gas proposed to amortized these amounts over wo years 
commencing January 1, 1996. 

ln order to assess the risks to which BC Gas is subject, Dr. Waters stated that he exam&d previous 
Commission decisions related to BC Gas, bond rating reports, other investment indusw reports, the 
utility's Annual Report and a document entitled Annual Insights 1993 also produced by the utility 
fl. 1547). Dr. Waters stated that in the BC Gas 1992 Annuai Report, the utility indicated several 
business risks all of which could be divided into three categories: risks with respect to the predictability of 
year-over-year income; risk with respect to the fairntss of the allowed level of rates; and risks rcspccting 

the long-term profitability of BC Gas (Exhibit 39, page 36). 

Dr. Waters identif%d three items which act to reduce the risks associated with the predictaM@ of income. 
These were the introduction of a mechanism to shelter BC Gas’ income from the effects of weather (i.e. 
the RSAM); the inaoduction of a mechanism to reduce BC Gas’ exposure to under recovery of demand 
charges [i.e. the Gas Cost Reconciliation Account (%CRA”)]; and the introduction of a deferral account 
for differences between projected actual unfunded and funded debt costs (Exhibit 39, page 36). 

With respect to the fairness of the dowed level of rates, the wimess indicated that investors had not seen 
the Commission’s 1992 Decision with respect to BC Gas as being unfair. In support of this position, he 
noted that the “A” bond ratings for the long-term securities of BC Gas were confirmed after the 1992 
Decision and that the market to book ratio for BC Gas Inc., of which BC Gas is the largest component, 
stayed above 1.0 (Exhibit 39, pages 40-N). Dr. Waters agreed that subsequent to the Decision the share 
price of the utility had fallen vis-a-vis the TSE Utilities Index, the Gas and Electric Utilities Sub-index and 
the 300 Index (Exhibit 63) but noted that the Decision had been comprehensive and dealt with a number of 
uncertainties which would have influenced investor expectations (T. 1532.1534). 

With respect to the long-term demand for the services offered by BC Gas, Dr. Waters indicated that the 
information provided in BC Gas’ Annual Insight 1993 publication indicated that the long-term profitability 
of the utility appeared bright (Exhibit 39, page 38). 

As a result, Dr. Waters indicated that the 33.0 percent common equity component contained in the 
application was reasonable and should be combined with a rate of return on common equity of 10.0 to 
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10.5 percent. If this were adopted, he indicated that it would give rise to an interest coverage ratio I 7 
approximately 2.0 times (Exhibit 39, page 45). The witness indicated that in making this B 

recommendation he had regard to BC Gas’ capital expenditure plans and that in the absence of these plan: , 
his recommended ROE would have been less (T. 1566). 

Similarly, Dr. Waters indicated that his return recommendation assumed the approval of the RSA$ 
(5 percent). In response to a questions as to the impact the RSAM (5 percent) proposal should have on 
the appropriate rate of return on equity, Dr. Waters stated that in a world of simply random events whicl*~ 
were subject to no bias in forecasting, but oniy uncertainty as to the actual outcome, the proposal would” 
have little effect on the return to shareholders. AS a result, he suggested that the most significa,nly 

contribution of the RSAM might bt to 
I 

minimize short-tcnn revenue shortfalls that make it difficult for the’” 
utility to issue additional debt (T. 1556-1557). in addition, he indicated that he did not think the RSAM- - 
would result in a large reduction in the required rate of return because he believed that the bulk of the risk , 
premium that an investor in a utility required was for the long term uncertainties associated with the 
investment (T. 1558). Nonetheless, he indicated that if the deadbands were removed so that the 
possibility of earning the allowed return became more certain, it would have the effect of shifting his return 
recommendation from the mid-point to the IOW point of his recommended range fl. 1559) since investr 
would be subject to less exposure than ifit were not the case (T. 1560). 

Consumers Packaging Inc., Crestbrook Forest Industries Ltd., Elkview Coal Corporation, Fording Coal * 
Ltd. and Hiram Walker & Sons Limited (“the Gas User Group”) supported these views (T. 1877). . 

3.2.3 

Drs. Berkowitz and Booth indicated that the major risks facing a naturai gas distribution utility stem from 
the loss of customers through the possibility of direct purchases, combined with the installation of a 
private distribution system, and the need to forecast demand (Exhibit 47B, page 3). If volumes are lost 
through by-pass of the utility’s system or demand fails to materialize as forecast for some other reason, the 
utility will be unable to recover all operating and financing costs and will be prevented from earning its 
allowed rate of return on equity. The witnesses indicated that by-pass risk had been eliminated for 
BC Gas through the introduction of by-pass rates (Exhibit 47B, page 3). 

-. I 

Although the vagaries of weather meant annual demand forecasts were subject to uncertainty, they UT 
indicated that investors understood that weather risk was random and that it could be diversified away bv - 
including the utility stock in a portfolio of shares (Exhibit 47B, page 4). As a result, Drs. Berkowitz ar. : 

Booth indimted that weather risk should have no impact on investors’ assessments of the riskiness of the ; 

firm cT. 1169). 
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Because of their view that investors could diversify away the weather r&ted risk in a ba,Iand PortfoIio of 
stocks, the wimesses held the view that the RSAM should not lead to an adjustment to the ROE, &though 
they indicated that a minor benefit of RSAM with a IUIXW deadband would be to remove my “subtle 
biases” in forecasting customer COnSumptiOn. Tht witnesses qualified their position to state that a utility 
could face financing problems if ~everaj ~uc~tssi~e warm whcrs r~sukd in depressed earnings. Further, 
they smtd that full decoupling, which tie~ts more than ~e&er-rhted risks, would decrease the risks of 
the utility and should lead to a decline in the appmpbe ROE (T. 1172-l 173). 

Overall, the witnesses stated bt BC &S ratljts a~ OIIC of the largest Canadian gas distributors and that 
this would cause it to be seen as one of the least risky gas distributors. 

As with WKP, Drs. Berkowitz and Booth ah u~ai the instrumental variables modei to infer a beta value 
for BC Gas. Using data from the utility’s 1993 draft financial statements they indicated that the infed 
beta was 0.44. The witnesses deemed it more approphe to infer a value rather than use actual historical 
values because of the rcctnt corpaatc rc -organization of BC Gas. However, the witnesses assessment of 
BC Gas was that it was a below average risk utility and thmforr: a beta estimate of 0.425, the actual 1992 
beta value, was recommended. 

Based on the above, the wimesses recommended that BC Gas be allowed a rate of return on equity of 
10.4 percent, some 10 basis points iess than for the benchmark set of utilities. The wimesses accepted the 
33.0 percent common equity component for BC Gas. 

3.2.4 a 

In this Decision the Commission must consider the extent to which the proposed Revenue Stabilization 
Adjustment Mechanism (“RSAM”) and other mechanisms increase or decrease the appropriate return on 
equity (“ROE”) for BC Gs. This Panel recognks that the final determination regarding implementation 
of a weather stabilization factor, R%kM at any level of deadband, or Ml decoupling will be considered by 
the panel hearing the 1994/95 Revenue Requirement Application of BC Gas. The final determination of 
BC Gas’ RSAM proposal, in response to the directions given to it in the Commission’s 1992 Revenue 
Rqkement Decision, will reflect not only the impact of various revenue stabiIization mechanisms on the 
appropriate ROE of the utility, but the other impacts resuIting from a review of sales forecast volatility, 
support for conservation measures and potential revisions to O&M and capital forecasts due to weather. 
This Decision can contribute to the final determination by indicating the range of impacts that various 

measures would have on the appropriate risk and ROE of BC Gas. 
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The range of options that can be considered with respect to revenue stabilization include the following f0L.T 

alternatives: *b 

l Status Quo - The existing rate structure, including seasonal rates for residential customers, could’ ’ 
be maintained. In this option the impacts of colder or warmer than normai weather on sales 
volumes would flow ciirectiy to the bottom line of utility earnings. The impact would be p&y7 
offset by the existence of the GCRA that currently exists for BC Gas. 

RSAM (5 percent) - The BC Gas proposal is to implement a revenue stabilization adjustment 
mechanism with a deadband zOne so that revenues above or below expected revenues by up to 
5 percent would be absorbed by the Company. The utility would be sheltered from the impacts of 
exuemeiy warm weather years like 1992 and the customers would receive a return of excess 
margin revenue in extremely cold years. 

The RSAM proposals apply only to residential and commcrciai rates for the five winter months. 
BC Gas believes that industriai rates can be estimated with a higher level of accuracy and it is - 
recognized that the margins from industrial sales are low by comparison with residential margins. 
New customer additions would also be excluded fkom RSAM cakuiations. 

RSAM (0 percent) - The 0 percent deadband resuits in an effective decoupling of residential and - 
commercial sales during the five winter months. Industrial sales and the sales to ail customers m 
the other seven months would remain unaffected. 

Decoupling - This option protects the utility completely from variations in actual sales vis-a-vis + 
forecast sales for all classes of customers, whether the fluctuations are reiated to weather, demand 
side management initiatives, or any factor. 

With respect to the impact that the RSAM (5 percent) proposal could have on the utility’s cost of equity 
capital, the Commission is perplexed by the dual argument of Dr. Sherwin that investors perceive an 
upside potential with respect to the existing rate setting methods, whereby normalized utility sales forecasts 
are embedded in the rates, but that utilities in Canada have not “gamed” or otherwise manipulated sales 
forecasts or expenditures to improve utility earnings (‘IT. 1417, 1422). For Dr. Sherwin’s argument to be - ’ 
valid investors must have erred by expecting a manipulation that does not occur. If, however, there is an ’ 
upside potential in the existing rate making methodology due to either an inherent bias in the forecasting - 
methods or utility management of customer services in warm weather years to offset the downsid. 
earnings risk. this would provide a substantial argument in favour of decoupling. These matters will be -i 
pursued further in the upcoming revenue requirement he&g. 
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The Commission generally agrees with the views expressed by Drs. Waters, Booth and Berkowitz that 
depressed earnings over several consecutive warm years could potentially make it difficult for a utility to 
issue additional debt. Equally, the Commission recognizes that if a revenue stabilization mechanism is 
implemented there is the possibility that the accumulation of large defarai accounts in favour of the utility 
shareholders might develop over a number of warm years. It is possible that investors couid develop a 
negative view towards those deferral accounts if they thought that the full recovery of the deferral accounts 
was subject to risk. However, there is no evidence to support a supposition that investors would have t,h.is 
view, given the regulatory treatment that has existed over time by this tribunai and by other tribunals in 
Canti The Commission notes that there was a lack of empirical or factual data presented at this hearing 
since the revenue stab&ation mechanisms are relatively new in Canada The Commission, therefore, had 
to rely on speculative views of the witnesses based on their review of investor sentiments and the 
experiences that have occurred in the United States. 

At this stage the Commission holds the view that there is very little difference in risk for the utility based 
upon the status quo (with or without seasonal rates) or with the RSAM (5 percent) option. The return on 
equity established for BC Gas in this Decision would be mte for each of these options. 

The Commission also believes that the reduced level of revenue volatility resulting from the RSAM 
(0 percent) and decoupling options are similar in their impact on utility risk and appropriate ROE The 
Commission believes that were either of these two options to be implemented the reduction in ROE would 
be very modest. Therefore, if either of these two revenue stabilization mechanisms are implemented as a 
result of the revenue requirement hearing decision, the appropriate ROE for BC Gas should be reduced by 
10 basis points. 

With the exceptions of Drs. Berkowitz and Booth, who saw BC Gas as slightly less risky than their set of 
benchmark utilities, the experts agreed that BC Gas was generally of comparable risk to low risk, high 
grade utilities. The Commission concurs with this assessment. Therefore, if the Panel of the 
Commission charged with determining the desirability of the RSAM proposal accepts the 

proposal as put forward by the utility or rejects the proposal completely, this Panel of 

the Commission finds that the appropriate rate of return on common equity for 1994 is 

10.75 percent. If RSAM (0 percent) or full decoupling is determined to be 
appropriate, this Panel finds that the appropriate rate of return on equity should be 
reduced by 10 basis points. For 1995, the appropriate rate of return on equity is 
determined as outlined in Chapter 4 of this Decision. 

The Commission has seen no evidence to change the judgment contained in the 1992 

Decision that 33 percent is an appropriate common equity component for BC Gas. 
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--. 
The Commission approves the use of a 5.0 percent unfunded debt rate for use with th -1 
short-term debt deferral account. In addition, the Commission approves the long-terv+ 
debt deferral account as set out in the Application. 

3.3 Pacific Northern Gas 

3.3.1 

h 1994, PNG is expected to deliver 90.2 went of its throughput to industrial customers. Of the tota’ l 

indusaial volumes, 73 percent art expected to be delivered to Methanex, with a further 21 percen, ; 
delivered to three additional customers. MS. McShane indicated that the concentration of load in the 
industrial sector as well as the size of the company were the key elements of business risk facing PNC 
(T. 1215). In particuiar, she noted that there was substantial uncertainty associated with the outlook for 
the key customers sewed by PNG. For example, the witness indicated that the outlook for Methanex 
although brightened by the U.S. clean Air Act amendments, which were expected to increase demand for + 
methanol as a feaistock, was limited by the existence of substitutes. In addition, the outlook for pulp : 
paper piants was largely c@ical and would depend on the state of the worid economy and the value of t.t, 
Canadian dollar (Exhibit 28, page 12). Nonetheless, she noted that the risks associated with this high-- 
concentration of sales were offset, in part, through a guarantee by the British Columbia Government on - 
60 percent of the voiumes taken by Methanex and through minimum bill provisions contained in industrial _ 
contracts. As a result, the company calculated the amount of the rquested equity return at risk during 
1994 at 7.0 percent based on margin recoverable from volumes above minimum bill levels and , 
interruptible volumes (Exhibit 27, Tab 1, page 9). This is somewhat less than the 7.7 percent exposure _’ 
c&ulated in 1992, but greater than the 4.5 and 2.0 percent at risk from industrial customer margins 
calculated for Centra Ontario and Consumers Gas (Exhibit 28, page 12). 

Ms. McShane testified that PNG aho faced gas supply and deiiverability risks and reguiatory risks 
(Exhibit 28, page 7). The terrain traversed by its transmission system is more rugged than that of other 
utilities so that the line is subject to greater risk of breakage. Although PNG has business interruption 
insurance, it contains a reiatively high deductible amount. Further, concerns were expressed that if claims .i 
continued to t>e made, the insurance might be withdrawn in the future (T. 123648). In addition, PNG ., 
now contracts for its gas rather than relying on the pooled resemes of CanWest, leading to a somewhat - 
greater risk of deliverability failure (Exbibit 28, page 13). The new contracts contain producer demo, 
charges for which PNG is at risk if actual volumes fall short of forecast. Similarly, PNG is at risk for . 
Westcoast capacity toils (Exhibit 28. page 14). 

,? 
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Based on these factors, Ms. McShane concluded that PNG’s business risks axe greater than that of any of 
the major Canadian gas distributors (Exhibit 28, page 15). 

Ms. McShane assessed PNG’s capitai structure and interest coverage ratios to determine its fina&d fi& 
in comparison to other utilities. She noted that the portion of debt included in the capital structure had 
risen since 1992 while the portion of common quity had dtcrtased (Exhibit 28, page 16). Further, she 
noted that the expected debt component for 1994 was approximattiy 9 percentage points greater and the 
common qtity component 3 percentage points less than the median VajUeS calculated for major Canadian 
utilities (all values exclusive of deferred taxes) (Exhibit 28, Schedule 1). 

With respect to interest coverage ratios, Ms. McShane indicated that her mndation wouldresult in a 
2.20 times ratio. ‘Ihis would be sufkient to HOW the utility to III&%&I its B+I- rating but fell below the 
2.5 times guideline for an A rating. Ms. McShane stated that given PNG’s kc, capital expen&ture plan 
and mcmai financing needs, it would be uniikeiy that it would attempt to achieve the higher credit rating 
(T. 1242). As a result, Ms. McShant indicated that PNG’s financial risks had increased since the last 
hearing and were higher than that of the average Canadian ektric/gas utility (Exhibit 28, page 17). 

Using a DCF methodology, Ms. McShane compared the historic cost of quity capital for five high grade - 
utilities, 11 non-diversified utilities and three medium grade utilities far the period 1984 to 1992. This 
suggested that the spread between a high grade utility and a utility similar to PNG was 1.4 percentage 
points. In addition, Ms. McShant examined the spread between the cost of debt for utilities with an A 
bond rating and those with a Be+ bond rating and found it to be 50 basis points. Based on these two 
analyses, Ms. McShane determined the appropriate incremental premium for PNG was 75-100 basis 
points. 

3.3.2 m ofmol& customers 

Dr. Waters noted the evidence provided by PNG showing that its rate of return on common quity could 
fail short of its applied for rate of return by 7.0 percentage points but indicated that, since 1984, PNG 
had, on average, achieved its allowed rate of return, which he suggested would be a source of comfort to 
investors (Exhibit 39, page 51). 

Dr. Waters reviewed the short-term business risks facing PNG and did not appear to find them onerous. 
He indicated that unanticipated operating costs were unlikely to adversely affect the allowed ROE since 
most of PNG’s costs were likely to vary only within a narrow range and the Commission had shown itself 
sympathetic to unplanned maintenance expenses (Exhibit 39, page 52). Similariy, he indicated that the 
impact of prolonged physical outages wouid be likely offset through business interruption insurance and 
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the possible amortkation of any revenue shortfall in future rates. Finally, he noted that the CO~~~SSI, + 
had allowed PNG a deferral account in which to accrue any differences between actuai and forecast shm- , 
term debt and that this account reduced fmancing tisk (Exhibit 39, pages 53-54). 

-4 

As a xsuit, he conciudcd that the only major risk facing PNG was a permanent impairment of earning W 
power arising hm PNG’s heavy Manse on industrial load, and in partWar Methanes. He indicated that * 
these risks UC mitigated by the contractual reiationships between PNG and the British Columbia ‘* 
Government and the fim -on scnrice a-t which exist bccwttn the parties. - I 

Dr. Waters indicated that he found the applied for capital structure reasonable (Exhibit 39, page 57) and ? 
recommended that PNG be awarded a rate of return of 10.75 to 11.2!5 percent on the common equity 
component (Exhibit 39, page 58). He t~tim?lrrrJ that this would rtsult in an interest coverage tie of 
1.94 to 1.99 timts compared with the 2.20 timr.~ which would rtsuit if PNG’s application were approvd 
Dr. Waters stated that his ~CCXIKIUIIC&~ rate of return would be sufficient to allow PNG to maintain its 
financial hte@ty (Exhibit 39, page 61). 

3.3.3 Position 0fC~c-l et a 

The witnesses noted the concentrated industrial base of PNG’s customer mix (Exhibit 47B, page 5) and -. 
in particular the reiianct on four industrial customuS. However, they suggested that thm i&s 8ft offset . r 
by an outlook for Methmex which they characteriz,cd as bright (Exhibit 47B, page 5) and the e&En= of . 

the government guarantee. They aiso noted that PNG has a diversified gas suppiy portfolio. 

As with BC Gas and WKP, D~s Berkowitz and Booth calculated an inferred beta for PNG which they 
found to be 0.48. However, they recommended the use of a 0.525 beta. Based on the above, they 
recommended an allowed rate of return on equity of 10.8 percent, ar 40 basis points more than they 
recommended for BC Gas. They indicated that the 10.8 percent equity return would give rise to an 
interest coverage ratio of 2.0 times. 

- 

3.3.4 CarHmission 
. . 

The Commission accepts the capital structure put forward by PNC in its application as . 
constituting a reasonable basis on which to determine rates. 4 

The Commission recognizes the risks imposed upon PNG by the high concentration of industrial sales; ] 

however, it believes the short-term impacts of these risks to be significa,miy mitigated through the -- 

government guarantees, the USC of minimum bill provisions, and the existence of a defemi account 
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associated with intemqxible %i.ieS. !hihriy, the Commission beiieves that severd of the other short term 
risks are mitigated through such provisions as business interruption insurance. The Co&ssion finds 
that the major risk facing the shareholders of PNG is the risk of vent impairment through he loss of 
one or more of the industriai customezx 

Although the witnesses had varying assessments of the riskiness of PNG, the Commission notes that no 
witnesses indicated that the incremental premium for PNG, reiative to the set of low risk, high grade 
utilities, should be in excess of 75 to 100 basis points. The Commission finds that the 
appropriate rate of return on common equity for PNG is 11.5 percent. The appropriate 

rate of return on common equity for 1995 is determined as outlined in Chapter 4 of this 

Decision. 

3.4 Centra Gas - Fort St. John District 

.- 

In a Decision dated March 11, 1994, the Commission accept4 the proposal that the appropriate ROE to 
be ahwed Centra-FSJ would be the simpie arithmetic average of the ROES allowed PNG and BC Gas. 
Based on the determinations contained in this Decision with respect to those utilities,- 

the Commission finds that the appropriate ROE for Centra-FSJ is 11.125. This assumes 

that the ROE for BC C~S is lo.75 percent. Should the actual return awarded BC Gas 
be lower due to the impact of RSAM (0 percent) or full decoupling, the ROE for 

Centra-FSJ will not be changed. The appropriate rate of return on common equity for 

1995 is determined as outlined in Chapter 4 of this Decision. 
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4.0 RETURN ON EQUITY ADJUSTMENT MECHANISM 

4.1 BC Gas and PNG Proposal 

In their evidence with respect to BC Gas, Dr. Sherwin and Ms. McShane mposed that the rate of return 
on equity for 1995 be set by use of a foxmuia which wouid adjust the 1994 award to account for changes 
in capital market conditions. In particular, they suggeiiui that a return on qtity adjustment mechanism be 
adoptd that would: (i) be based on a well-accepted and understood methodology for estimating the cost 
of equity for a regulated utility; (ii) track changes in the COST of cquitw (iii) be based on objectively 
determined relationships between cost of equity and cost elements directly observable, such as inmst 
rates or dividend yields; (iv) be based on a methodology that contains a significant component of the cost 
of equity which is directly observable; and (v) be consistent with the forward test year approach 
(Exhibit 17, Tab 4, page 42). They suggested that the methodology which best met these criteria was 

the equity risk premium method. BC Gas’ proposai was supported by PNG. 

Dr. Sherwin and Ms. McShane envisioned a formula which would work as follows. First, when the 
Commission issued its decision with respect to the allowed return, it would explicitly spec@ the expectad - 
long-term Canada bond (300year) yield upon which the allowed rctum was premised. Second, the 
Commission would obtain from the November Consensus Forecast (Consensus Economics, London, 
England), issued just prior to the year for which the ROE was to be adjusted, the yields on IO-year M 
bonds projected 3 and 12 months hence. The average of the two point estimates would scNe as a proxy 
for the forecast yieid on M-year &wia bonds far the upcoming year. Third, the IO-year yield would be 
adjusted to reflect the spread between lo- and 30-year bonds based on a six day period encompassing the 
end of November (Exhibit 19, Tab 44). In times of capital market voiatility, Dr. Sherwin suggested that 
the experts which had appeared before the Commission at the time of the initial ROE determination was 
made be asked for their opinion as to the appropriate time period to use to calculate the spread (T. 474). 
FoI,&, the 1995 forecast of long-term Canada bond yields would be subtracted from the 1994 forecast as 
specified in the Decision. Fti, based on the difference in forecast long-term Canada bond yields, the 
1994 ROE would be adjusted based upon an assumed inverse relationship becwetn interest rates and 
q&y risk premiums. Specifkally, if the forecast yield had incrca& (decreased) by 1 percentage point, 
the &owed ROE would increase (decrease) by 50 basis points (Exhibit 17, pages 45 and 46). 

In support of the proposed inverse relationship between interest rates and the quity risk premium, the 
witnesses cited a study they had undertaken which measured the differtnce between the annual cost of 
equity for five high grade utilities, measured via a DCF approach and the yield on long-term Canada bonds 
for the period 1976 - 1993 (Exhibit 17, page A-4). The study estimated the cost of capital as the sum of 
the quarterly dividend yield adjusted for growth and a weighted average of achieved five and ten year 
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dividend growth rates and retained earnings growth. Seven difkent weighting scenarios were empioyt 7 
to give a range of expectations with respect to mwth. 

The witnesses stated that the data indicated an inverse relationship between interest rates and risk 
premiums such that when interest rates wert above 12 percent the risk premium was 1.1 percent while 

. when interest rates were below 9 percent the risk premium was 4.4 pexent (Exhibit 18, page A-5). The 
witnesses attributed the decline in risk premiums to a decline in investor perception of utility risk due to the 
introduction of the farward test year, a downward bias in recent caicu&d growth rates in dividends due 
to declining trends in allowed returns, and a tendency towards a narrowing of the risk premium in the 
contraction phase of the business cycit (Exhibit 18, page A-6). 7 

In addition, the witnesses regressed the risk pmmiums implicit in the allowed ROE for the five high grad.e 
utilities against the long-term Canada bond yields for the period 19’79 to 1993 and found that the ROE 
declined (rose) 47 basis points for every percentage point deciinc (rise) in long-term Canada bonds. 
V&en &ta for interest rates level above 12 percent were excluded, the postulated relationship was shown 
to be weaker (Exhibit 69). 

The witnesses suggested that no change be made to the allowed ROE if the change in the forecast of long. 

mm Canada bond yields was less than 50 basis points. Further, they suggested that the formula should - 
be constrained such that if the decline in interest rates was greater than 100 basis points or the rise in 1 
interest rates was greater than 200 basis points, the formula would be abandoned (Exhibit 17, page 47). 
The asymmetrical boundaries reflected a reiuctance on the part of the wimesses to recommend their 
adjustment method for iow leveis of interest rates since they did not have data to test whether the inverse 
reiationship was vaiid at these levels (T. 461). In addition, Ms. McShane indicated that a 200 basis point 
increase-in one year’s time signaled that something sign&ant was occuning in the economy (T. 461). 

Xn response to questions as to how the long the adjustment mechanism should apply, the witnesses 
indicated that the time period depended on the degree to which the risk profile of the utility had changed 
(Exhibit 34). In general, the wimesses suggested that the risk profile was unlikely to change substantially 
within two yeats but that the utility should have the right to seek a change in its ROE priar to that if it felt it 
was warranted. The witnesses suggested that the mechanism could extend as long as five years as long as : 
there was a compiaint mechanism (T. 475). . 

4.2 Position of WKP 
. . 

Dr. Evans indicated that an automatic adjustment mechanism of the sort put forward by Dr. Sherwin and 
Ms. McShane was acceptable given certain limitations. He indicated that a reasonable approach would be 
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one where the Commission set the ROE for a one-year future test period. If capital market conditions 
chagd only modestiy in the fust year and were expected to be stable in the next year, then the ROE 
would be adjusted by use of a formula. If there were substantial changes in capital market conditions, he 
suggest& a redetermination of the ROE wouid be appropriate after the first year (Exhibit 1 lB, page 2). 

hitidly, Dr. Evans suggested that the mechanism should cover no more than a two-year time period, even 
if capid ma&et conditions were stable, since the Commission would wish to re-asses~ noncapital mafket 
con&ions that could affect the ROE for the utility (T. 198-199). However, in response to a question, he 
m&cated that he would support an automatic adjustment period of up to five years if it were cottpled with a 
complaint procedure. 

or. Evans agreed that any automatic adjustment mechanism should reflect an inverse reiationship between 
risk premiums and yields on long-term Canada bonds; however, he t~timat& that a 1 percentage point 
rise (decline) in long-term Canada bond yields wouid be associated with a 65-70 basis point rise (decline) 
in the ROE (‘I’. 201) instead of the 50 basis point change put forward by Dr. Sherwin and Ms. McShane. 

4.3 Position of Wholesale Customers 

Dr. Waters accepted the basic proposal put forward by Dr. Sherwin and Ms. McShane that the adjustment 
mechanism be tied to changes in interest rates (T. 812) but suggested that, initially, any automatic 
adjustment mechanism should be for one year only followed by a short review to guard against the use of 
a benchmark value that was atypical (T. 680). He suggested that such a review would consider the 
expected economic and financial climate (T. 682). 

Dr. Waters did not agree that the data indicated an inverse relationship between the risk premium and 
interest rates, particularly for interest rates below 10 or 12 percent (T. 682). He indicated that at past 
very high levels of inflation, interest rates incorporated a purchasing power risk premium which was not 
reflected in equity returns and that this led to the perception of an inverse relationship (T. 776780). As a 
result, he indicated that the reiationship between risk premiums and interest rates was unlikely to be linear 
since the purchasing power risk premium was unlikely to be incorporated in lower rates of interest. 
Accordingly, he suggested that as long as interest rates were below 10 percent, he would not vary the 
absolute amount of the risk premium (T. 804). 

Dr. Waters did not beiieve that the premium should last for an indefinite period of time subject to a 
complaint provision, since he found that Intcrvenors were often fiagmcnted and it was difficult to get them 
to act in concert to initiate a complaint (T. 683-84). 
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4.4 Position of CAC(BC) et al ? 

I’& Berkowitz and Booth accepted the basic proposal that the allowed ROE be varied in response ta,, 
changes in long-term Canada bond y&is. They agreed with DC Sherwin and Ms. McShane that there tq 
no change in the allowed ROE if the change in long-term Canada bond yields was within SO bask points 
of the initial projection upon which the ROE was determined (Exhibit 47A, page 33). Fur&r, hey*; 

suggested that the maximum period for which the automati c adjustment mechanism should apply was three 
years and that there should be a compliant provision which could trigger an eariier re-evd~tion ’ 
(T. 10754076). ‘. 

Like m. Evans and Sherwin and Ms. A&Sham, Drs. Berkowitz and Booth suggested that an inverse 
remonship existed between long-term bond yields and the equity risk @urn; however, they eu 
the reiationship to be substantially smaller. For every 1 percentage point rise (decline) in the long-term 
&n& bond yields, they estimated that the allowad ROE would rise (decline) by 80 to 90 basis points. 
The witnesses indicated that they did not consider their estimates to be ~tati~ticaUy significant and did not 
place a pt deal of faith in them (T. 1109-l 110). 

4.5 Commission Determinations 

For the purpose of setting the 1995 rate of return on common equity for the Applicant. 

utilities, including Centra-FSJ, the Commission accepts an automatic adjustment . 

mechanism based on the principles put forward in the BC Gas application, with . 

exceptions as specified below. 

Specifically, the Commission has indicated that the forecast for 1994 long Canada 

yields on which it has based its Decision is 7.75 percent. The Commission will obtain 

from the November, 1994 Consensus Forecast (Consensus Economics, London, 

England) the yields on IO-year Government of Canada bonds projected 3 and 12 months 

hence. The average of the two point estimates wiil serve as a proxy for the forecast 

yield on lo-year Canada bonds for the upcoming year. To obtain an estimate of the 

yield on 30-year bonds, the Commission will calculate the spread between the yields on 

a benchmark lo-year and a benchmark 30.year Government of Canada bond based on 

the last six days of November for which there are estimates, as these appear in the . 

Financial Post. Should the Commission decide that capital markets are too volatile 

rely on these data, the Commission wiil ask for further submissions from all interested 

parties as to the appropriate spread between 100 and 300year bonds. The 1995 forecast. 

of long-term Canada bond yields will be subtracted from the 1994 forecast as specified 
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in this Decision. If the change in the forecast long-term Canada bond yield is less than 
50 basis points, there will be SIO change in the allowed ROE. If the change in the 

forecast of long-term Canada bond yield is greater than 50 basis points, but the absolute 

forecast of the long-term Canada bond yield is less than 13.0 percent, the ROE will be 

adjusted on a one for one basis, rounded to the nearest 25 basis points. If the absolute 

forecast of the yield on long-term Canada bonds is greater than 13.0 percent, the 

Commission IMY require the utilities to submit new evidence as to the appropriate rate 

of return on common equity for a set of low risk, high grade utilities. The Commission 
rejects the propwai put forward by BC Gas that a decline in long-term Canada bond 

yields of more tban 100 basis points or an increase of more than 200 basis points will 

result in the akwdonment of the formula. 

In making these &terminations, the Commission has noted Exhibit 69 which indicates that the invene 
rektionship PostuQted by Dr. Shm, Ms. McShme and ~thcr~ appears to reflect the inwmn of a 
purchasing power risk premium in long-term Canada bond yields at times of high inflation. The 
Commission m that expectations of high inflation have not been included in any of the f-B of . 
eccmxnic cotdiths submitted at this hearing and so does not believe reflection of an inverse reiationship 
between intertst cues and the equity risk premium in the formula is warranted at this time. me 
&tmnission is w&g to hear fkrther submissions on this matter in future hearings. 

The Commiti will monitor the fluctuations in long-term Canada bond yields, other market factars, and 
the general e with the adjustment mechanism to assess its ongoing appropriateness. If the 
&nmissiorr &M&S the mechanism to have performed favourably, and capital market conditions SO 

warrant, thtCk~~@W~n may choose to extend the automatic adjustment mechanism for a further one or 
~0 years akr i@& Utilities or other parties may complain at any time under Section 64 of the Act and 
hc ~~tmdbsess the merits of such complaints to determine if an ROE hearing is required 
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5 .O FUTURE GENERIC ROE HEARINGS 

5.1 Introduction 

In a letter dated January 21, 1994, the Commission indicated that it wished to hear evidence on fum 
processes or mechanisms that might be ~~~~pbyed to @IPIWC the de- on of rate of return on equity 
and capital structure issues in future years. In particular, the Commission identified the following 
questions on which it wished to hear SU~&~OIIS: 

(0 should future joint hearings set the capital S~IUC~UE and rate of return on equity for indiv-idd 
utilities or should it be set for a phantom “low risk” utility only, 

iftherareofre~forthc~~utiliriesarc~bescSforwhattime~~shouidthepremium 
awarded each u&y apply, r.e. 
oftimt; 

should the pmmiums be determined annually or far a longer period 

(iii) if the prtmiums are to last for more than one year, how shouid the rate of return on the phantom 
utility be adjusted to reflect changes in the financial climate, i.e, changes to the long-term bond 
latexuld 

(iv) when should the joint hearing on ROE and capital structures be held, eg. late falI of the preuxhg 
year? 

- 

5.2 Position of WKP 

Dr. Evans stated that some rate of return issues were common to all utilities and could be handled in a 
generic hearing while other issues, such as the reiative risk and appropriate capital structure, were unique 
to the specific utility under examination and lent themselves less well to a generic process. As a result, he 
recommended that, at a minimum, the Commission hold separate hearings on relative risk and capital 
structure issues (Exhibit 1 lB, page 3). Dr. Evans indicated that this could take place in either the 
individual company revenue rquirement hearings or in a set of sequential hearings following a hearing 
that considered generic issues (Exhibit 11B). If the Commission decided to hold a generic hearing which 
also considered capital structure issues, Dr. Evans recommended that gas and electric utilities not be 
grouped together since the issues facing each were different (T. 195). 

Although Dr. Evans accepted that certain issues could be handled generically, such as capital market 
conditions and application of rate of return tests (T. 184), he indicated that he was uncertain as to whether 
it was more efficient to do so in a single generic hearing (Exhibit llB, page 2). In particular, he noted 
that generic hearings increased the number of participants vis-a-vis single utility hearings and that this led 
to an increase in the amount of cross-examination and the number of information requests (T. 1% 185). 
In addition, he noted that it increased costs to lntervenors interested in only one utility since hearing time 
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would be devoted to issues which were not relevant to them (T. 185). Finally, he suggest& that . - 
proceedings increased the time that management had to devote to the regulatory process (T. 667; j 

Offsetting these costs, were benefits such as the participation of a greater number of expert witnesses at 
“-4 

one time leading to a better balance of views (T. 186) and cost savings for Interveners who would hav i 
;r’ 

appard at more than one hearing (T. 191). Overall, he concluded that only experience will show where 

he b&cc Lies between costs and benefits (T. 192). 7 

Mr. Ash of WI@ agreed with the benefits identified by Dr. bans with respect to potential economies ant ’ t 
a mm compitu reccxd for the Commission, and identifkd a further pottrrtiai benefit of consistency h l 

ea,& utility viewing the experience of the other participating utilities fl* 662). With respect to costs 3 
Mr. Ash indicated that the currtnt PesS had increased costs to m in that the utility had to hire lega . . 
counsel for two proceedings and that Dr. Evans’ input had been greater than originally antitipaud 

(T. 667); however, with experience Mr. Ash expressed hope that these costs would be reduced. 

Mr. Ash stated that he had some concern about different paneis hearing different parts of the utility’: ’ 
revenue re@ement application. He suggested that one or two Commissioners should be common to each - 
pmef fl. 663) and that key issues should be brought out befare both panels (T. 664). Mr. Ash SW-~ 
that he assumed that the Commission talked amongst itseif so that he did not see insurmountable probltL 
from two panels Cr. 665). 

If the Commission were to continue with a generic hearing approach, Dr. Evans suggested that the h&g ~ 
occur in the autumn preceding the test year so that a decision could be retie& in time for impkmentation 
by Jam~ary 1 of the test year. 

5.3 Position of BC Gas 

Dr. Shetin and Ms. McShane indicated that a generic rate of return hearing was an appropriate vehicle-” 
for seing the regulatory process and avoiding duplication but they believed it should be limited to a . 
determination of the appropriate ROE for a benchmark set of utilities and a mechanism for future-: 
adjustments to the quity rttum. They indicated that they had dif&ulty envisioning how the detezmination . 
of the risks of individual utilities relative to the benchmark utilities lent itself to a generic approach. i 
(Exhibit 34). . 

The witnesses identified a number of benefits from this approach. First, Dr. Sherwin suggested t’ 
management costs, for some Utilities, could be reduced over time if the Commission adopted what hf 
labelled a “seriatim” approach. He described a scenario in which one or two of the larger utilities. ’ 
participated actively in a generic proceeding which set the benchmark ROE, with small utilities accepting 



43 . 

the outcome of this proceeding and focusing their asuntion on subsequent individual hearings where 
specific risk issues would be considered (T. 438-440). Second, he indicated consideration of the ROE in 
a generic hearing could encourage the settlement of other revenue requirement issues through an alternate 
dispute resolution (“ADR”) procedure (T. 445). Alternatively, he suggested that ADR could be used to 
settle ceRain ROE issues, such as the capital market f-t and the market risk premium, outside of the 
hearing process (T. 444). This benefit was also ~~SCZUSS~~ by Mr. Lloyd, Executive Vice President, 
Finance and Administration, BC Gas (T. 13754376). In a ~imili~ vein, Dr. Sherwin agreed that a 
generic proctss might act to keep a utility out of the hearing pmcess far longer periods of time and that this 
CO&~ act to encourage innovation and cost efficiency because of the longer period in which excess profits 
would be earned by the utility (T. 511). Finally, Dr. Shawin indicated that the costs to smaU In-en- 
would be minim&d since they could focus their atscntion on the individual hearings which dealt with 
specific utility risk issues (T. 433). 

Mr. I,Joyd indicated that an additional benefit of the generic process, when combined with Inmenor 
funding, was to allow the provision of expert witnesses, other than those hired by the utility, to fall upon 
Lntervenors and not on Commission staff (T. 1374). 

.- Dr. Sherwin and Ms. McShane cone with Dr. Evans that a generic approach could add to the costs of 
the information request process. Dr. Sherwin indicati that there was increased risk of argumentative 
rather than factual interrogatories in a generic hearing, in part because there was a sense that the stakes 
wett higher (T. 455-456). To offset these costs, he suggested that the Commission appoint a third party 
who could judge whether partkuhr infoxmation requests were too onerous to be answered (T. 482). 
Mr. Lloyd noted that the current process had led to an increase in expert witness costs (T. 1376). 

Dr. Sherwin rejected the idea that a single expert wimess could be retained to act for all of the subject 
utilities since he was concerned that there might bt conflicts be~een them as to the appropriate mnt 
of relative risk (T. 432). HOWCV~ MS. McShane indicated that she ha acted far numerous Canadian 
utilities and had not experienced any confkts. In addition, she indicated that the use of only one witness 
would allow for the use of similar studies and consistent judgement (T. 498). Dr. Sherwin stated that one 
expert witness could act for alI of the Interveners since they would not have to be concerned with 
proprietary interests (T. 432). 

Dr. Shexwin indicated that he was not uncomfortable with ROE evidence being heard by one panel of the 
Commission and the ftmainin g revenue requirement evidence being heard by a separate panel as long as 
both were governed by the rules of natural justice, there was reasonable consistency between the two 
panels, and each panel recognized that the evidentiary presentations made to one had some bearing on the 
evaluation of evidentiary presentations made to the other (T. 484-485). He agreed that the expert 
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witnesses would need to idenrifv critical elements in the revenue re@rement which affected their R 
esrimau and to state how their estimate would change given aitemative decisions (T. 489). In conpast - 
Mr. Lloyd indicated that he was concerned that aggrieved parties m&ht use the fact that two panels hti . 

heard the evidence to attack good decisions, although he felt that the risk of this occurring was lessen& if , 
he genetic hearing was confined to the setting of a benchmark ROE only (T. 1378.1379). 

h4r. Eleven, Senior Vice-President, BC Gas indicated that he thought the risks of gas and electric utities ? 

wodd become more distinct if competitive farces within each industry continued to grow and that this was 

m &&ional mason to keep the assessment of individual risk issues within utility specific he&gsqT 

(T. 1377). If so, Mr. Lloyd suggested that it may become more difficult to combine gas and electric-’ 
utilities even within a limited generic process (T. 1380). ? t 

5.4 Position of PNG 

Mr. Dyce, President and Chief Executive Officer, PNG indicated that he favoured a single process which - 
set both the benchmark ROE and the premium for the individual utiiitk~. HC suggested that the premium 
should be considered vaiid for thme to four years uniess a clear need for change could be demonstrated, 
In that case, he suggested an individual hearing could be held to reassess the premium but not 
benchmark (T. 1252). 

Mr. Dyce’s support for a generic hearing was contingent on its results lasting for more than one year, of a- c 
generic hearing was held every year, he indicated that PNG would fmd the process too costly (T. 1249), . 
in part because of the large number of parties involv& resulting &mmation requests, etc. 

Mr. Dyce stated that he was not troubled about the possibility of one panel hearing evidence with w to , 
the ROE and a second panel hearing evidence with respect to the remainder of the revenue requirement. 
He indicated that he saw them as two separate issues, the one dealing with cost of service and rate base 
issues while the other dealt with cost of capital (T. 1255). 

5.5 Position of Wholesaie Customers 

Dr. Waters suggested that the generic hearing be limited to an assessment of the appropriate rate of return. : 
on equity for a group of low risk utilities (T. 678) and that the appropriate premium and capital structure 
for the individual utilities be assessed in the individual revenue rq uirementhearings. Ifthisprocesswem_ 
to be accepted. Dr. Waters indicated that he would see no difficulty in having a different panel for each 
the phases (T. 795-796). 
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Dr. Waters indicated that a generic hearing approach could impose extra costs on smaii Intervenom 
(‘I’. 790) but doubted that it added substantial additional costs to large incervenors who couid deal with 
extra evidence in an expeditious manner (T. 791). Further, in his own case, he believed the generic 
process had saved him time compared with appearing at three separate hearings (T. 789). Further, he 
eqwrcd that over time, the use of expert wimesses would be constrained to the generic process or to times 
when the risk of the utility was felt to have changed substantially fl. 797-798). 

Offsetting these COSTS, Dr. W~~US stated that the generic approach to setting the ROE for the benchmark 
utilities couid leai to a better understanding of the issues since it would be possible to more tiy compare 
md contrast the views of the different expert witnesses (T. 791). 

m. Waters SS&I that setting the benchmark ROE for gas and electric utilities at one hearing did not pose 
problems as-as the individual utility risks were discussed at separate hearings (T. 803). 

5.6 Pa&ion of CAC(BC) et al 

m. Beti ti Booth also supporteci the idea of a generic hearing that dealt with the ROE for a 
benchmark SLX & utiiities and left the establishment of individual utility risk premiums and capid - 

s~ctures Wadkidual utility hearings (T. 1063). The witnesses indicated that setting the ROE for a 
bench&m of utilities was appropriate since the evidence related to this issue focused on capital 
markets. I&t- the evidence related to the individual utility risk premium and capital structure was 

~ncemeti*ooglpany specific items such as capital expenditure plans. As long as the evidence was 
&i&cl in ttaimay, the witnesses indicated that they were not concerned with two panels hearing different 
parts of the- requirement application (T. 1068). 

Drs Bm Booth agcttd with other witnesses who indicated that larger utilities could be expected 
to take thd&lih the generic hearing and suggested that this would result in cost savings to smaller 
utilities &~&&MU& no longer provide independent generic evidence (T. 1066). An additional benefit of 

was the bringing together of more information and more ideas due to the greater 
parties (T. 1067). although this might act to reduce the cost savings noted above. 

Thew that the generic hearing be held as close to the test year as possible to reduce 
forecask&@S Lo69). 

In arw for CACCBC) et ai indicated discomfort with the questhing of expert witnesses as 
to the w of the generic hearing process, given that some of the questions concerned were 
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1.1 

7 .1’ 
lega issues outside their areas of expertbe. Instead, she suggested that t.ht Commission should inv . ’ 
fomd comments on these issues (T. 1833). - . 

5.7 Position of Gas User Group 

the Gas User Group, a customer group whost primary in-St WAS with ftSPect to the ROE and capid 
SAC= for BC Gas, stat4 in final argument that they had supported a trial generic hearing on the hop( 
tit it tight lead to a reduction in costs. Instead they indicated that their cysts had increased due to the 
greater number of participants. TImefore, they stated that they would not support further geneti 
h-gs, ~CSS changes wae made to ensure fairness and efficiency (‘K 1881-1882). 

5.8 Position of ECA 

The Ea supprtai the concept of a generic rate of return hearing and indicated that they viewed it 2 
having the potential for reducing the long-term costs associated with regulation (T. 1854). In part&lar, 
&Y imiicatcd that they valued the opportunity to have access to a variety of expert witnesses (T. 1856). - 

5.9 Commission Determinations 

There arc three major options available to the &nmission with respect to the mess to de-e d-- 
appropriate rates of return on common equity and capital structures for the utilities it rcgula~s. Fa & 

Ccmmission could hold a generic hearing which establishes the ROE for a benchmark set of low risk, h.@ 

grade utiiities only. Under this option, the appropriate premiums or decrements off the benchmark RC _: 
and the capital stmcturt of the individual utilities would be determined in either separate processes which 
follow the generic hearing or as part of each utility’s revenue requirement hearing. Second, t : 
Commission could hold a gencrk heaxing which establishes the ROE far a benchmark set of low risk, high 
grade wiiities, the appropriate premium or decrement off the benchmark for each utility and the capi 1 
smmure for each utility. Third, the Commission could abandon the generic hearing concept and establish 
the ROE and capitai structtm separately for each utility within each utility’s revenue requiremc t 
proceeding. 

In’considering these options, the Commission is guided by a number of considerations, including t-x 

extent of potential cost savings; the parties to whom cost savings arc iikeiy to accrue; the need fo) 
consistent treatment of utilities; the likely quality of evidence; and the impact on the potential for ncgotia_,c 
settlements. 

* 
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AS indicated in the previous discussion, most pties to the hearing identifkd the holding of a generic 
hearing to set a benchmark ROE for a group of low risk, high grade utilities (the first of the three options), 
as the prefexnxi option for the Commission to follow at this time. Benefits identified included: (i) potential 
cost savings to the Commission and to Interveners involved in more than one hearing, since evidence 
related to economic outlook and capital market conditions would be presented and heard only once; (ii) 
better quality evidence with respect to economic outlook and capital market conditions since that would be 
a v&ety of experts gathered at single point in time; (iii) better quality evidence with respect to inditi&& 
utility premium and capital structure since these issues would be dealt with in individual utility hearings; 
and (iv) mm wnsistcncy with respect to ROE mans for individual utilities since the de&ions 
would start from a common base. 

The Commission aIso rccogrr&s that the ROE premium over the set of low rislr, high grade uuties d 
the individual utility capitai strum arc less likely to change for scvcrai years. This is pa&&riy tie 
for m utities where the mix of Customers is stable and the capital spending programs are idcntifhble, 

Costs associated with this option included increased volumes and rounds of information requests, when 
compaT#1 to the traditional hearing pmcess, msulting f?om a greater number of participants to the hearing, 
a potential need for witnesses and Intemenors to appear at two SC~S of proceedings instead of one. 
However, it is expected that the burden of information requests would be less severe under this option 
than this hearing would indicate since under option one the matters for discussion would be limited to 
issues such as capital market conditions and rate of return tests. A further cost of option one is a decrease 
in the potential for negotiated settlements, in comparison to the second option, since ROE and capital 
structure will have to be considered in individual utility hearings. 

Many of the benefits associated with the fust option arc also associated with the second, eg. better quality 
evidence with respect to economic outlook and capital market conditions. In addition, option two allows 
for maximum consistency of treatment between utilities since ROE and capital structure detern&adons are 
made at the same time and by the S~IIE panel and peripheral issues, eg. treatment of deferral accounts, 
addressed by one utility may be used as a focus for examination of another utility. 

Offsets to these benefits include the potential for increased costs to Intuvenors concerned with only one 
utility, although this may be minimized through phasing of the hearing and strict adherence to schedules; 
and poorer quality evidence with respect to utility specific factors since the evidence will be heard outside 
of a specific utility hearing. 

With the exception of the Gas Users Group, no party advocated a complete abandonment of the generic 
hearing process. In addition, the Commission’s own experience to date has not been such as to warrant a 
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decision to return to the traditional hearing process. Nonethtiess, the Commission is mindful that r:’ 
generic hearing approach, whether limited to consideration of the ROE for a benchmark set of utilities S. 
more broadly defined, is subject to certain costs and risks as well as benefits. Although it appears that - 
many of these costs and risks might be minimized through careful planning and the cooperation of all -- 
parties to the hearing, the Commission wishes to explore more fully the implications of these factors. In I 
particular, the Commission is mindful that a generic approach constitutes a new regulatory practice which 
may have asociated legd raxnifkacions that need to be w . w 

Based on the experience this year, the Commission intends to follow the model of a generic hearing which 
will set the ROE for the set of 10~ risk, high grade benchmark tttilitiies. However, feedback from this 
Decision, other experiences with generic ROE hearings in Canada and the evolution of financial markets 
and interest rates in the next year, will all have a bearing on future rtvi~~s. The Commission intends to 
monitor similar regulatory initiatives that are taking place in other jurisdictions and may make further 
&aminations with respect to this issue later in the year. 

DATED at the City of Vancouver, in the Province of British Columbia this/cd day of June, 1994. 

Commissioner 
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An Appiication by BC Gas Utility Ltd., 
West Kootenay Power Ltd. and Pacific Northern Gas Ltd. 

BEFORE: M.K. Jaccard. Chairperson: 
KL. Hall, Commissioner, and 

) 
) June 10, 1994 

P.G. Bradley, Commissioner 1 

a---- WHEREAS: 

A. By Order No. G-121-93 the Commission requested submissions from all interested parties before 
January 5.1994 with respect to the holding of a separate joint hearing to deal with the rates of return on 
common equity (“ROE”) for both Pacific Northern Gas Ltd. (“PNG”) and BC Gas Utility Ltd. (“BC Gas”); 
and 

B. On January 14, 1994 a pm-hearing conference was held with interested parties who expressed the view 
that a joint hearing would be beneficial; and 

C. West Kootenay Power Ltd. (“WKP”) asked to be included in the joint hearing: and 

D. In a Decision dated March I 1, 1994 the Commission accepted the proposal that the appropriate ROE for 
(&ma Gas Fort SL John District (“Centra-FSJ”) be the simple arithmetic average of the ROE’s allowed 
BC Gas and PNG; and 

E. A public hearing into the appropriate rates of return on common equity and capital structure for the 
utilities was held from April 5, 1994 to April 15, 1994 in the Commission’s Hearing Room. The 
Commission also heard evidence with respect to processes and mechanisms that might be used to 
detmnine the appropriate ROE and capital structure in future years; and 

F. The Commission has considered the Applications and evidence adduced thereon, all as set forth in the 
Decision issued concurrently with this Order. 

NOW THEREFORE the Commission orders as follows: 

1. The 1994 Rate of Return on common equity for WKP is set at 11.0 percent, for PNG 11.5 percent, and 
for Centra-FSJ 11.125 percent. 

2. The 1994 Rate of Return on common equity for BC Gas is set at 10.75 percent, subject to certain 
conditions specified in the accompanying Reasons for Decision. 
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I ORDER 
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3. For 1995, the ailowed ROE’s will be determined according to the methodology set out in the Reasons for 
Decision. 

4. The Commission allows the capital StIUCtUrt as put fOIWard i.rl the applications of BC Gas and PNG. Witi 
respect to WKP, the Commission confirms the determinations with respect to the appropriate amo~nf of 
ammon equity to allow in the capital structure made in the June 9, 1993 Revenue Requirements 
Decision. 

5. Each of the utilities will ye revised tariff rate scheduks adjusted for the new rates of return on common 
equity and mended capital structures, following issuance of the applicable Revenue Requirement 
Decisions. 

6. The utilidc~ will compiy with ail dhctions aWAned tn the r)edsion issued concurrently with this Order. 

DATED at the City of Vancouver, in the Province of British Columbia, this /c: +d day of June, 1~. 

BY ORDER 

-w Dr. Mark K. Jaccard 
Chairperson 

- 

BCt’C/Order/ROE Dccisron 
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THE PUBUC UTIUTIES BOARD ACT ) May 5,1995 

Before: G. 0. Forrest, Chairman 
Catherine Milner, Member 
W. C. Pearson, Q.C., Member 
Glenda Russell, Member 

AN APPUCATION BY CENTRA GAS MANITOBA INC. 
FOR AN ORDER OF THE BOARD APPROVING: 

1. 

2. 

3. 

4. 

RATES FOR THE SALE OF NATURAL GAS AND THE PROVISION OF 
TRANSPORTATION SERVICES TO BE EFFECTIVE WITH RESPECT TO ALL 
GAS CONSUMED ON AND AFTER JANUARY 1, 1995. 

DETERMINATION OF RATE BASE, RATE OF RETURN AND REENUE 
REQUIREMENT BASED ON A 1995 FUTURE TEST YEAR INCLUDING 
AMENDED GAS SUPPLY ARRANGEMENTS. 

CONFIRMATION OF INTERIM EX PARTE ORDER 133/94 RELATED TO THE 
AUTHORIZATION AND USE OF CERTAIN GAS SUPPLY DEFERRAL 
ACCOUNTS. 

OTHER RELATED MATTERS. 
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