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5.0 RETURN ON EQUITY 

5.1 Key Issues 

The Commission Panel is of the view that an important consideration in this proceeding is the 

determination of a return that provides investors with the opportunity cost of their investments. 

The Brattle Report recognizes and elaborates on this fundamental principle: 

"[The cost of capital is] Defined as the expected rate of return in capital markets 
on alternative investments of equivalent risk, it is the expected rate of return 
investors require based on the risk-return alternatives available in competitive 
capital markets. Stated differently, the cost of capital is a type of opportunity 
cost: .. . " (Exhibit A2-3, pp. 2-3) 

However, even if one accepts the concept of the opportunity cost as a foundation of a Return on 

Equity determination, a remaining challenge is that risk and expected return of the relevant 

'alternative investments of equivalent risk' are in the eyes of investors who have access to well 

functioning capital markets. These expectations are not directly observable to Panel members or to 

parties in this proceeding who provide evidence for the Panel to consider. Instead, estimates of 

investors' expectations are based on data that are interpreted through models of competitive 

capital markets. The Panel finds an observation offered in the Brattle Report to be instructive: 

"It is useful to recognize explicitly at the outset that models are imperfect. All are 
simplifications of reality and this is especially true of financial models. 
Simplification, however, is also what makes them useful. By filtering out various 
complexities, a model can illuminate the underlying relationships and structures 
that are otherwise obscured." (Exhibit A2-3, pp. 3, 5-6) 

The evidence presented to the Panel was based on a large variety of specific models that fall into 

four broad classes: (i) DCF models; (ii) CAPM (iii) ERP models and (iv) CE models. Within these four 

classes are numerous specific implementations that vary in structure, assumptions, and the data 

from which they were estimated. For instance, there are multiple DCF models with multiple 

estimates of the appropriate opportunity cost of an equity investment in the Benchmark Utility FE I. 

The estimates of the investor's opportunity cost of equity, summarized in Appendix F to this 

Decision, range from 6.15 percent (Dr. Safir CAPM) to 11.50 percent (Dr. Vander Weide's FRP model. 
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The models and approaches used by the expert witnesses in this proceeding to estimate the ROE are 

summarized in Tables included in Appendix F of this Decision. 

The key issue then in the determination of the appropriate ROE is assessing how much weight to 

give to each of these models and their estimates. In turn, the weight given to each estimate 

depends on a judgment of the validity of the conceptual base of the four broad model classes and a 

judgment of how reasonable the model inputs are. The Panel has based this judgment, as much as 

possible, on the objective of determining the opportunity cost of equity. 

The Panel finds that the two most compelling frameworks for assessing the cost of equity are the 

DCF model and the CAPM. These models have well understood theoretical bases and explicitly 

recognize the opportunity cost of capital. Accordingly, these two models are given equal weight in 

determining the allowed ROE. As discussed in Sections 5.4 and 5.5, the ERP models (with the 

exception of Ms. McShane's CAPM based equity risk premium) and comparable earnings model are 

not based on compelling foundations. Furthermore, model inputs and estimates are largely ad hoc 

and assessments of the validity of these inputs and estimates are based on subjective evaluations 

with minimal logical guidance. Consequently, both the ERP and CE approaches are given no weight 

in the Panel's determination of the appropriate ROE for the benchmark utility. 

5.2 The Capital Asset Pricing Model 

The CAPM is based on consideration of individual investors making portfolio decisions in a well 

functioning capital market. As such, it is a model of the shareholders who own the shares of the 

firm. Of all the models used to present evidence to the Panel, we consider that the CAPM provides 

the underpinnings of investor choice in greatest detail. 

The CAPM is based on portfolio theory, a theory that answers the question: If an investor wishes to 

achieve a particular rate of return and is able to invest in a large set of securities, what investment 

strategy will deliver the target expected return at lowest possible risk? (Exhibit Bl-9-6, McShane 

Evidence, Appendix F, p. 78) The somewhat surprising answer given by portfolio theory is that all 

investors will hold a combination of two mutual funds; one made up of all risky securities available, 

referred to as 'the market portfolio' and the second made up of risk free securities. In contrast to 

intuition, individual risk aversion will not determine which specific securities to invest in but will 
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determine how much of an investor's wealth will go in the market portfolio and how much will go 

into risk-free securities. A more risk-averse individual will hold less of their wealth in the market 

portfolio and more in treasury bills than a less risk-averse individual. 

The result that investors will hold well diversified portfolios instead of individual stocks provides 

great guidance in elaborating on the seminal Supreme Court of Canada decision of Northwestern 

Utilities that the allowed return on capital is to be comparable to the return that would be earned 

on" ... the same amount in other securities possessing an attractiveness, stability and certainty 

equal to that of the company's enterprise." (Exhibit A2-3, p. 2) The CAPM tells us that these 'other 

securities' are not other comparable firms but are instead comparable portfolios that combine the 

market and the risk free rate. 

The Commission Panel notes that the reason investors are better off holding a mutual fund instead 

of picking individual stocks is diversification. Diversification builds on another bit of intuition: don't 

put all your eggs in one basket. As The Brattle Report states: 

" ... when security returns are positively correlated (i.e., have a tendency to move 
in the same direction, to some degree), trade in capital markets allows investors 
to reduce their total risk exposure by holding portfolios, which serve to diversify 
the risk of the individual securities. Diversification permits investors to obtain 
lower variance for a given expected return or a higher expected return for a given 
level of variance, where variance of returns over time is a measure of risk." 
(Exhibit A2-3, pp. 6-7) 

Since diversification is a driving force in investor's decisions, leading them to hold broadly diversified 

portfolios, when they consider the value of an individual stock they do not consider the total risk of 

the stock in isolation. They instead consider the amount of risk the stock will add to the risk of the 

mutual fund, recognizing the effect the stock has on the total diversification achieved. The amount 

of risk that remains after the benefits of diversification is referred to as non-diversifiable or 

systematic risk. The measure of the systematic risk is called beta. (Exhibit A2-3, pp. 6-7; Exhibit 

C4-9, p. 9; Exhibit Bl-9-6, Appendix F, p. 88) 

The CAPM builds on portfolio theory by providing a risk return relationship that recognizes beta as 

the risk measure. The theoretical foundation and the formulation of the CAPM is discussed in the 

evidence of Dr. Safir (Exhibit C4-9, pp. 8-11) and in the Brattle Report, which states: 



COST OF CAPITAL ESTIMATION MODELS AND KEY INPUTS 

DISCOUNTED CASH FLOW MODELS 

~~~~ I ~Oilei\Sutil~pg( 11 rsampl~ 

• 
lGr.ow.tb'lEstim·at~ 

Constant Growth 12 US utilities 4.9%- Average of consensus earnings forecasts 
from Bloomberg, Reuters, Valuellne and Zacks. 

Constant Growth 5 Can utilities (incl. 7.5%- Reuters L-T EPS forecasts 
Fortis Inc.) 

Sustainable Growth 12 US Utilities 4.4%- Avg of sustainable growth rates for US 
utilities derived from Value Line forecasts of ROEs, 
earnings retention rates and earnings growth from 
external financing. 

McShane 
Three Stage Model 5 Can utilities {incl. Stage 1 (yrs 1-5)- Reuters L-T EPS forecasts: 7.5% 

Fortis Inc.) Stage 2 (yrs 6-10)- Avg of stages 1 and 3: 5.9% 
Stage 3 (yrs 11+)-GDP growth: 4.3% 

Three Stage Model 12 US utilities Stage 1 (yrs 1-5)- Avg of all EPS forecasts: 4.9% 
Stage 2 (yrs 6-10)- Avg of stages 1 and 3: 4.9% 
Stage 3 (yrs 11+)- GOP growth: 4.9% 

Mid-point of range Canadian sample 

Mid-point of range Both samples 

Bare bones Cost of Equity estimated at 9.4% and 
add Financing Flexibility Adjustment of 0.5% 

l~§l~si. 
. ~(~JL 

9.3 

11.0 

8.7 

8.6 

9.2 

9.8 

9.4 

9.9 

APPENDIXF 

Page 1 of 10 

R~rerenc9-s! l 
McShane Evid, 
Table 30, p. 113; 
App.C,and 
Schedule 19 

McShane Evid, 
Table 30, p. 113 
and 
Schedule 22 
McShane Evid, 
Table 30, p. 113 
and 
Schedule 20 

McShane Evid, 
Table 30, p. 113 
App. C and 
Schedule 23 

McShane Evid, 
Table 30, p. 113 
and Schedule 21 

McShane Evid. 
p.113 

McShane Evid. 
p. 113 



... DCF MODELS 

Vander 
Weide 

Booth 

Quarterly OCF 
model 

Comprehensive 
group of 32 US 
utilities 
Small group of 19 
US utilities 
(subset of large 
roup) 

All of Canadian 
market 

US market- S&P 
500 

Range: 3.15% to 9.75% 
1/B/E/S Thomson Reuters mean growth 
forecasts 
Range: 3.15% to 9.75% 
1/B/E/S Thomson Reuters mean growth 
forecasts 

Range: 
7.4-14.6 
Avg: 9.5 

Bare-bones cost of equity for the 10.3 
Comprehensive Model 9.8% plus Financing 
Flexibil 

10.0 

10. 

Growth rate range 4.7%-6.1% based on 9.3 
multiplying corporate Canada ROEs since 1987 
times retention rates. 
Growth rate range of 6. 79% - 7.97% based on Calculated 
multiplying the average and median values range: 
respectively for S&P 500 ROEs since 1977 8.93-
times the current dividend yield 10.01. 

Adjusted 
range: 
9.5-10.5 

APPENDIX F 
Page 2 of 10 

VdW Evid, p. 
28-30 and 
Exhibit 6 
VdW Evid, p. 
28-30and 
Exhibit 7 

Booth Evid., p. 
94 & App 0, p. 
9-10 
Booth Evid., 
App 0, p. 10-13 
(Note disc. of 
analyst 
forecasts at p. 
14-17.) 



Two-stage model 

Sa fir Two-stage model 

Stage 1 (analyst forecasts)- 7.49%; 
Stage 2 (GDP growth)- 4.49% 
We :5.49% 

US Sample - 18 US Stage 1 (analyst forecasts)- 5.50%; 
utilities Stage 2 (GDP growth)- 4.57% 

:4.88% 

8.99 

8.86 

9.46 

9.33 

APPENDIX F 
Page 3 of 10 

Safir Evid, p. 24-
26, and 
Schedule 3 
Safir Evid,p. 24-
26,and 
Schedule 4 
Safir Evid. p. 26 

Safir Evid. p. 26 



McShane See her Risk-Adjusted Equity Risk Premium Model 

Vander N/A-Vander 2.95% 6.6% - Ibbotson SBBI 
Weide Weide forecast yield estimate of risk premium on 

recommends to maturity on market portfolio- diff. 
placing no L-C bonds between arithmetic mean 
weight on CAPM return on S&P 500 vs. 
results income return on 20-year 

Treasury bonds. 
(1937-2012) 

Simple CAPM 3.00% Range: 5.0- 6.0% 
estimate (Base 

adjusted LTC 
forecast) 

Booth 

Adjusted CAPM 3.80% Same as above 
(Simple CAPM (Base 
plus 0.40 for adjusted LTC 
credit spread forecast) 
and 0.80 for 
Operation Twist. 

\ 

0.73- Average Value Line beta 8.27 
for his large proxy US utility (including 
group. financial 

flexibility) 

0.92- historical ratio of the 9.52 
average utility risk premium to (including 
the S&P risk premium financial 

flexibility) 

Range: 0.45-0.55 Range: 
5.75-6.80, 
including 
0.50 
flotation 
cost 
allowance 

Same as above Range: 
6.95 to 
8.00 
(2013) 

7.00-8.00 
Including 
flotation 
cost 
allowance 

Point estimate for CAPM 7.5 

APPENDIX F 
Page 4 of 10 

Vander Weide 
Evid, pp. 38-44; 
Exhibits 12 to 
15 

Booth Evid, p. 
74 & 75; App. B 
(MRP), p. 16, 
App. C (beta 
est), pp. 10-14 

Booth Evid, p. 
85,93-94 
(adjustments); 
other values 
same as above. 

Booth Evid. p. 
95 



Canadian CAPM 4.00% 5.96% (Total mkt. return 
minus the est annual long 

Sa fir bond income return (both 
1924-2010) 

US CAPM 4.50% 6.62% (Total mkt. return 
minus the est annual long 
bond income return (both 
1926-2011) 

Adjusted beta: 0.36 (weighted 
0.67 raw+ 0.33 mkt tendency) 
Calculated raw beta (Sched 1): 
0.25 
long-run mkt tendency beta 
(Schaeffler & Weber survey): 
0.58 
Adjusted beta: 0.48 (weighted 
0.67 raw + 0.33 market 
tendency) 
Calculated raw beta (Schedule 
2): 0.43 
long-run market tendency beta 
(Schaeffler & Weber survey): 
0.58 
Adjusted by flotation cost 
allowance of 0.32% for the 
Canadian ROE estimate 
Adjusted by flotation cost 
allowance of 0.40% for the US 
ROE estimate 

6.15 

7.68 

6.47 

8.08 

APPENDIX F 
Page 5 of 10 

Safir Evid. p. 
12-15 and 
Schedule 1 

Safir Evid. p. 18 
and Schedule 2 

Safir Evid. p. 12 

Safir Evid. p. 18 



EQUITY RISK PREMIUM MODELS 

Risk-adjusted 4.0% (forecast 7.25-7.5% (based on bond 
ERP (variant of 30 yr Long-Can income returns< 8.0%; table 
CAPM) bond yield) 12, pp. 82, 98 of her evid) 

McShane 5.7% at 4.0% risk free rate 
(see table 22, p. 100) 

3-stage growth - 4.0% 5.7 or 5.8% at 4.0 risk free 
single variable rate (apparent inconsistency 

between tables 24 and 
Constant Growth 4.0% 5.5% 
-two variable (L-
C bonds and 30 
year A-rated 
utility yield 

3-stage growth - 4.0% 5.6% 
two variable 

0.65-0.70 adjusted Range: 
(0.65 based on Bloomberg 8.9-9.1% 
adjusted betas for 5 Can utilities Est. 9.0% 
or raw beta for TSX utilities index 
adjusted per Bloomberg (.67 
raw+0.33; see McShane evid. p. 
97. For upper end of range see 
table 21, 

N/A 9.7% 

N/A 9.7 

N/A 9.5 

N/A 9.6 

APPENDIX F 
Page 6 of 10 

McShane 
Evidence, p. 98 

McShane evid. 
p. 99-101 

McShane evid p. 
99-105 

McShane evid at 
pp. 102-105, 
esp. table 25. 

McShane evid at 
pp. 102-105, 
esp. table 25. 



4.0% 

Constant 5.35% (4.0% 
McShane Growth over A- l-C bond yield 
(cont. rated bond + 135 
from 3-stage growth 5.35% (as 
previous over A-rated above) 
page) bond 

Allowed ROEs 5.35% (as 
over A-rated above) 
bond 

Summary of 4.0%% (f' cast 
results DCF l-C bond 
based results yields) or 

5.35% (A-
rated utility 
bond yields 

10.2 
(McShane 
gives no 
weight) 

6.1% 10.1 (no 
weight) 

4.0 9.4 

4.2 9.6 

4.8 10.2 (no 
weight) 

9.4-9.7 
Range of regression results 

Bare bones Cost of Equity (mid-point) 9.6 

APPENDIX F 
Page 7 of 10 

McShane evid 
at pp. 102-105, 
esp. table 25 

McShane evid 
at pp. 102-105, 

table 25 

McShane evid 
at p. 105, table 
26 

McShane evid 
at p. 105, table 
26 
McShane evid 
at p. 105, table 
26 

McShane Evid. 
p.106 



... EQUITY RISK PREMIUM MODELS 
-~,-naly.$.t M§delfsub~tv,rte Risk: -iEg"ui:tV;. riQ..ont;t Inc;. .lUiiJtv. 

f;ree j{etqr.f1s fRe~J,JiWI Risk 
!lfafe11 If :r,. um P.r.em1u 

Historic Utility 4.0% 12.1% 7.3% 4.8% 
ERP- Can 

McShane utilities (1956-
(cont. 2011) 
from Historic Utility 4.0% 11.9% 5.9% 6.0% 
previous ERP- US Gas 
page) Utilities (1947-

2011) 
Historic Utility 4.0% 11.0% 5.9% 5.1% 
ERP- US Elec 
Utilities (1947-
2011) 
Summary of All Risk-Adjusted Equity Market 
Risk Premium DCF-based 
Tests Historic Utility 

Stock 
Vander Returns 
Weide 

S&P/TSX Utilities: 1956-2011 11.99% 
Ex-Post Risk BMO Utilities: 1983-2011 16.01 
Premium 

Average risk premium of the two samples 
(cont...) 

Gli''ange In Qlaoge Utlli!'/fi ..... 
Bond In l!Jtil ~ 

YiieiCI}Ret! ~llr. Risk< 
-3.3% +1.6% 6.4% 

-1.9% +1.0% 7.0% 

-1.9% +1.0% 6.2% 

Avg Bond Risk Expected 

Yields Premi bond 
urn yield 

7.33% 4.7% N/A 
7.24 8.8% N/A 

6.7% 2.95% 

RQEle~ 

{1!6') 

10.5 
(based on 
all3 
Historic 
Utility 
ERP tests) 

9.0 
9.6 
10.5 

N/A 
N/A 

10.15 
(rounded 
to 10.2% 
(incl. 0.5% 
flotation 

APPENDIX F 
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!Refere_nces 

McShane Evid. 
pp. 106-108 

McShane Evid. 
pp. 106-108 

McShane Evid. 
pp. 106-108 

McShane Evid p. 
109, table 29 

Vander Weide 
Evid, pp. 32-35, 
44; and Exhiibits 
8&9 



Vander 
Weide 
(cont. 
from 
previous 

McShane 

Vander 
Weide 

Booth 

Sa fir 

APPENDIX F 
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Ex-Ante Risk 
Premium 

Natural Gas group selected 
from S&P nat. ies 
Moody's group of 24 Electric 
utilities. 

DCF growth rate and analysis 
by individual company from 
1/B/E/S forecast of earnings 
growth for each month. 
(Exhibits 10 & 11) 

Vander Weide 

r------+----+------'---1 Evid. pp. 35-38 
11.0 (incl and App. 3, 7.5% 

Book-value based 21 Canadian unregulated companies: 2004-2011 
(incl downward adjustments of 125 to 150 bps) 

N/A 

Book-value based Corporate Canada (Statistics Canada reported earnings): 1987-
2011, and TSX composite for the same period 

Market-value Canadian sample: same 21 Canadian Companies as used by 

2.95% 
flotation) Exhibits 10, 11 

and 24 

Market ret: 9.3 Booth Evid. p. 93 
and App. E, 
Schedule 2 

6.85 
based McShane: 2004-2011 

Market-value US Sample: 31 US companies in the consumer goods, industrial 5.81 

Safir Evid. pp. 28-35 
r--------r-----------------~-~-~~r------------1 andSchedules5 

based goods or service sectors using same selection critiera as McShane and 6 
used for her Canadian sa 2004-2011. 



SUMMARY OF ROE RECOMMENDATIONS 
[ ip.nal~t lllM~thod . ~MoCiel !~ut;.:T"'~ ~·eos£ Flna.taclng Fle(lt:JII~ 

. r>'~Cijust_menlj 

DCF 9.4% 0.50% 
Risk Premium Risk-Adj Equity Mkt 9.0% 0.50% 

McShane DCF-based 9.6% 0.50% 
Historic Utility 10.5% 0.50% 

Comp. Earning N/A N/A 
DCF 9.5% 0.5% 

CAPM Calulates ROEs (incl. flotation allowance) of 8.27% and 9.52% but 
VanderW gives the CAPM results no weight 
eide 

Risk Premium Ex-Post RP 9.65% 0.50% 
Ex-Ante RP (average of 10.75% 0.50% 
Natural Gas and Elec. 
Samples 

Discounted All of Canadian market 9.28% for the market as a whole 
Cash Flow US market- S&P 500 9.5%- 10.5% for the US market 

Booth CAPM Adjusted for credit 6.95-7.50% 0.50% 
spread and Operation 
Twist 

Comp. Earning Market Returns 9.3% for Corporate Canada (StatsCan) 

DCF Canadian Sample 8.99% 0.47% 
US Sample 8.86% 0.47% 

Safir CAPM Canadian Sample 6.15% 0.32% 
US Sample 7.68% 0.40% 
Weighted average N/A N/A 

Camp Earning Market value based results; wighted avg of Can and US results 

-est! • 
(~)J 
9.9 
9.5 

10.1 
11.0 
11.5 
10.15 

N/A 

10.15 (10.2} 
11.25 

N/A 
N/A 

7.50 

N/A 

9.46 
9.33 

6.47 
8.08 
7.01 
6.50 

APPENDIX F 
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, 'Re'fe-rehce).( 

McShane Evid. pp. 
6 and 119 

Vander Weide Evid. 
p. 44 and Exhibit 7 
Vander Weide Evid. 
p. 44 and Exhibits 
12 and 13 
Vander Weide Evid. 
pp. 35, 38 and 44, 
and Exhibits 8, 9, 
10,11 and 24 

Booth Evid. p. 93-
94 and App. D, pp. 
9-10 
Booth Evid. pp. 93-
94 

Booth Evid, p. 93-
94; App. E, pp. 2-7 

Safir Evid, p. 26 

Safir Evid. p. 12 
Safir Evid. p. 18 

Safir Evid, p. 19 
Safir Evid. p. 33 


