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Was it the financial crisis which “broke” the ROE Formula?

No

» Concerns with the formula results preceded the financial crisis
> The financial crisis highlighted the formula’s incongruities

Does the formula stiII need to be reviewed?

Yes

> The financial crisis has passed
» The basic issue with the formula still remains

Recommendations:

> Rebase the allowed ROE for Gazifére
> Revise the automatic adjustment formula




- Rebasing the ROE

(1) Estimate benchmark utility ROE

(2) Estimate utility specific risk 'premium

Approach to Benchmark ROE

(1) Apply multiple tests

(2) Use comparable companies as proxy for benchmark




What Are the Tests?

Equity Risk Premium:

Risk Adjusted Equity Market Risk Premium (CAPM)
Discounted Cash Flow Based
Historic Utility Equity Risk Premium

Discounted Cash Flow:

Single Stage (Analysts’ Forecasts of Growth)
Single Stage (Sustainable Growth)
Three Stage




Comparable Companies

anadian Utilities:

: Entire universe

U.S Utility Sample:

Distribution (gas and electric)

’ Low business risk profile
Strong capital structures
Debt highly rated




Risk-Adjusted Equity Market Risk
Premium Test

Risk-Free Rate + (Relative Risk Adjustment X Market Risk Premium)

Risk-Free Rate = Forecast Long-Term Canada Bond Yield
| February 2010 Consensus Forecast

Risk-Free Rate = 4.7%
Market Risk Premium = 6.75%
Relative Risk Adjustment = 0.65-0.70

Benchmark Utility Cost of Equity = 9.25%




Discounted Cash Flow Based Cost of
Equity Test
Monthly DCF Costs of Equity Minus Long-Term Government Bond Yield

Relationships among: |
Cost of Equity, Government Bond Yields, A Rated Utility Bond Yield Spreads

Government Bond Yield Only:
For Every 1% Change, Utility Cost of Equity Changes by:

-1995-2009: 0.45%

1999-2009: 0.53%

Government Bond Yield and Utility Bond Yield Spread:
For Every 1% Change, Utility Cost of Equity Changes by:

Government Bond Yields  Utility Bond Yield Spreads
1995-2009 0.66% 0.9% |
1999-2009 0.53% 1.0%




Discounted Cash Flow Based Cost of
Equity Test

Cost of EqUity at:

4.7% Long-Term Canada Bond Yield

1.6% A RatedAUtility Bond Yield Spread

Benchmark Cost of Equity = 9.4%




Historic Utility Equity Risk Premium

Utility Returns: |
Canadian Utility 12%

U.S. Gas Utility 12%
U.S. Electric Utility 11%

Forecast Long-Term Canada Bond Returns:

2011: 4.7%
Long-Term: 5.25%

Utility Equity Risk Premium: . 6.25%

Cost of Equity at 4.7% Long-Term Canada Yield: 11.0%




Discounted Cash Flow Test

Cost of Equity = Expected Dividend Yield plus Expected Growth

Models and Results

Expected | Expected | Cost of
Dividend Growth Equity
Yield
Single Stage (Analysts’ Forecasts)
Mean 4.6% - 5.9% 10.6%
Median \ 4.7% 5.6% 10.0%
Single Stage (Sustainable Growth)
Mean | 4.6% 5.5% 10.1%
Median | 4.7% 5.4% 9.9%
Three-Stage |
Mean | | | 9.8%
Median 9.7%
DCF’ Cost of Equity: 10.0%




Financing Flexibility Allowance

' ~ Flotation Costs
Cushion for Unanticipated Market Conditions
Fairness Principle

Market vs. Book Value Financial Risk

Range: 0.5% to 1.0%




Summary of Test Results and Benchmark ROE

Risk Premium Tests:

Risk-Adjusted Equity Market Risk Premium 9.25%
DCF-Based Utility Risk Premium 9.4%
Historic Utility Risk Premium 11.0%
Average 10.0%
Discounted Cash Flow Tests 10.0%
Benchmark Utility Cost of Equity 10.0%
Financing Flexibility Allowance 0.5%-1.0%

Benchmark Utility ROE o | 10.5%-11.0%




Gazifere Return on Equity
Benchmark Utility ROE: 10.75%
Risk Premium for Gazifere:
Difference in Cost of Equity for A versus BBB utilities:
’CAPM Based: 0.50% —‘0.675%
DCF Based: 0.50% - 0.80%
Gazifere Risk Premium: 0.50%

Gazifere ROE: 11.25%




Automatic Adjustment Formula

ROENew= Initial ROE
+

50% X
(Change in Forecast GOC Bond Yield)

+

50% X
(Change in A Rated Corporate Bond Yield Spread)




‘Updated ROE

Recommended ROE as filed:

Long-Term Canada Bond Yield Forecast:
Bond Yield Spread

Updates:
Long-Term Canada Bond Yield Forecast:
Bond Yield Spread:

Revised ROE:

11.25%
4.7%
1.6%

4.15%
1.5%

10.9%



