
 
 
 
 
 
November 16, 2012 
 
 
Industrial Customers Group 
c/o Robert Hobbs 
301-2298 McBain Avenue 
Vancouver, BC  V6L 3B1 
 
Attention:  Mr. Robert Hobbs 
 
Dear Mr. Hobbs: 
 
 
Re: Generic Cost of Capital Proceeding 

FortisBC Utilities1 (the “FBCU”) Information Request (“IR”) No. 1 to the 
Industrial Customers Group (“ICG”) on the Evidence of Dr. Andrew Safir 

 
In accordance with the British Columbia Utilities Commission Order No. G-84-12 setting out 
the Amended Preliminary Regulatory Timetable, the FBCU respectfully submit the attached 
IR No. 1 to ICG on the Evidence of Dr. Andrew Safir. 
 
If there are any questions regarding the attached, please contact the undersigned.  
 
Yours very truly, 
 
on behalf of the FORTISBC UTILITIES 
 
 
Original signed:  
 

 Diane Roy 
 
Attachment 

 
cc (e-mail only):   Commission Secretary 
  Registered Parties 

                                                

1
  comprised of FortisBC Inc., FortisBC Energy Inc., FortisBC Energy (Vancouver Island) Inc., and 
FortisBC Energy (Whistler) Inc. 

Diane Roy 
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FortisBC Energy Inc. 
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Tel:  (604) 576-7349 
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Email:  diane.roy@fortisbc.com   
www.fortisbc.com  
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1.0 Reference:    Safir Evidence, Attachment A: Representative Energy Evidence of 

Dr. Andrew Safir 

1.1 How many of Dr. Safir’s retainers since 2000 that are listed in Attachment A have 

involved Dr. Safir providing an opinion quantifying the cost of capital, i.e. 

recommending a specific ROE and/or capital structure, for a utility in Canada 

or the U.S.? 

1.2 For each case identified in 1.1 above, please indicate the regulatory agency, the 

year, the utility to which his evidence on cost of capital related, and the 

organization on whose behalf he prepared the Evidence.  

 

2.0 Business Risk 

2.1 On a scale of one to 10, with one being irrelevant and 10 being essential, how 

important does Dr. Safir regard utility-specific business risks to be in determining 

a utility’s cost of capital?  Please explain the answer. 

2.2 Please identify everything that Dr. Safir reviewed, prior to finalizing his evidence, 

to familiarize himself with FEI’s overall business operations and business risk.   

2.3 How would Dr. Safir characterize his degree of familiarity with FEI’s overall 

business operations and business risk prior to reviewing the information 

identified in the previous response? 

2.3.1 If Dr. Safir had been familiar with FEI’s overall business operations and 

business risk prior to reviewing the information identified in the 

response to 2.2, then how did Dr. Safir acquire that familiarity? 

2.4 Is Dr. Safir’s analysis and opinion in any way dependent on Dr. Booth’s 

assessment of FEI’s business risk?  If so, how and to what extent?  Please be 

specific. 

2.5 Did Dr. Safir review Dr. Booth’s evidence in draft, or visa versa?   
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3.0 Capital Structure 

3.1 Please confirm that Dr. Safir’s conclusions are based on FEI having an allowed 

capital structure of 40% equity and 60% debt, as is the case currently. If not, 

please explain. 

 

4.0 Reference:  Safir Evidence, Page 12, Table 1 

Dr. Safir uses a risk-free rate in his CAPM for Canadian utilities of 4.0% 

4.1 Please explain in detail what the 4.0% risk-free rate is intended to represent, e.g., 

is it a forecast for 2013? 

4.2 Please provide the documentation in support of the 4.0% risk-free rate used in 

the CAPM. 

4.3 Please provide Dr. Safir’s best estimate of the risk-free rate for 2014. 

 

5.0 Reference:  Safir Evidence, Page 12, Table 1 and Page 15, Lines 11 to 15 

Dr. Safir adjusts a raw beta of 0.25 to a long-run market tendency beta of 0.58 

5.1 Please provide all empirical support for the 66% and 34% weightings of the raw 

and long-run market tendency betas. 

5.2 Please identify the 11 studies in the referenced Schaeffler and Weber article 

used to calculate the long-run market tendency beta of 0.58. 

5.3 Would Dr. Safir confirm that the lower end of the range of betas cited from the 

Schaeffler and Weber article (0.35) covered the period 1974 to 1983 and the 

upper end of the range (0.77) covered the period 1971 to 1980? If he cannot 

confirm, please explain why not. 

5.3.1 Further to question 5.3 above, could Dr. Safir please explain the wide 

variation in reported utility betas for two relatively similar periods of time? 

5.4 Please explain why Dr. Safir calculated and used monthly price change intervals 

(rather than, for example, weekly or daily, price intervals to calculate his raw 

betas. 
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6.0 Reference:  Safir Evidence, Page 16, Lines 4 to 7 and Footnote 12  

Dr. Safir states:  

“A recent study by the California State Board of Equalization has surveyed flotation costs 

for “A” and “B” rated U.S. natural gas distribution companies and determined that these 

costs were approximately 4.5% of the recommended rate of return.” 

Footnote 12 refers to the Flotation Cost Adjustment Table for Natural Gas Distribution 

Utilities in the document.   

6.1 Please identify the pages of the article which discuss the survey.  

 

7.0 Reference:  Safir Evidence, Pages 15 to 16 

Dr. Safir discusses why he includes a flotation cost allowance in his CAPM calculation. 

7.1 Please clarify whether the reference to 0.5% at line 16 on page 15 is intended to 

be 5.0%, consistent with the subsequent discussion. 

7.2 Please report the number of basis points that Dr. Safir’s floatation cost formula 

produces at a “bare bones” CAPM cost of equity of 9.5%.  

 

8.0 Reference:  Safir Evidence, Page 21, Line 2 

Dr. Safir uses the term “exogenous market risk premium”. 

8.1 Please explain what the term “exogenous market risk premium” means. 

 

9.0 Reference:  Safir Evidence, Page 24, lines 2-4 

In his discussion of the DCF, Dr. Safir states: “In particular, the simplification of the 

equation depends on the assumption of constant future growth.” 

9.1 Please explain why Dr. Safir regards that to be the case.  Specifically, please 

explain why it is not possible to incorporate changes in the expected rate of 

growth into the DCF model. 
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10.0 Reference:  Safir Evidence, Page 25, Lines 4-7 

Dr. Safir explains that in the DCF model he weighted analysts’ forecasts by 33% and 

GDP growth rates by 67%. 

10.1 Please explain in detail the choice of weights. 

10.2  Would Dr. Safir use the same weights if he were applying the DCF model to 

unregulated companies?  Please explain why or why not.  

 

11.0 Reference:  Safir Evidence, Page 27, Lines 14-15 

 

Dr. Safir states that analysts’ growth rates are company-specific. 

11.1 Can Dr. Safir confirm that stock prices and dividend yields are also company-

specific? If he cannot confirm, please explain why not. 

11.2 Can Dr. Safir confirm that differences in dividend yields among different utilities 

are, at least in part, due to differences in expected growth rates?  If he cannot 

confirm, please explain why not. 

  

12.0 Reference:   Exhibit C4-9, Evidence of Andrew Safir, Page 30, Lines 8-13 

Dr. Safir states:  

“The comparable earnings as I’ve calculated them, using net income and market value 

of equity, provide a picture of what the cost of capital is in the competitive market 

currently. Because these comparable earnings were calculated using market-based 

values instead of book value, they more accurately capture the conditions in the current 

capital markets in which the benchmark firm would be competing for capital.” 

12.1  Would Dr. Safir please confirm that what he has calculated is effectively the 

same as an earnings/price ratio? If he cannot confirm, please explain why not. 

12.2 Can Dr. Safir confirm that a capital structure calculated using the market value of 

equity instead of book value of equity for his comparable companies more 

accurately captures the conditions in the current capital markets in which the 

benchmark firm competes for capital? 
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13.0 Reference:  Safir Evidence, Page 36, Line 17  

Dr. Safir states: 

"Rather, an adjustment mechanism can and should be structured to capture changes in 

the more variable factors of the ROE..." [Emphasis added.] 

13.1 What are the “more variable factors” to which Dr. Safir is referring? 

13.2 Are there any factors that are variable under Dr. Safir’s proposed mechanism 

other than the risk-free rate? 

 

14.0 Reference:  Safir Evidence, Pages 36-37 

Dr. Safir recommends using an AAM for the return on equity and generally discusses its 

structure. 

14.1 Please provide Dr. Safir’s specific recommendations for the AAM, including the 

starting ROE, the starting long-term bond yield and the formula for determining 

the ROE for 2014.  

14.2 Please provide all empirical support for the formula recommended.   

 

15.0 Reference:  Safir Evidence, Page 37, Line 19 

Dr. Safir states that “The chief disadvantage is that there is a risk that the ROE may 

deviate beyond the normal band of uncertainty.” 

15.1 Please define, in basis points, the normal band of uncertainty. 

 

16.0 Reference:  Safir Evidence, Page 37, Lines 21-22 and Page 38, Line 1  

Dr. Safir states:  

“As was quite clear in recent years, the Western economies faced an enormous 

monetary crisis which resulted in atypical market prices, specifically yields on long term 

bonds.” 

16.1 Please specify what period is included in “recent years”. 

16.2 How does Dr. Safir determine if yields on long-term bonds are typical or atypical? 
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16.3 What was the yield on long-term Government of Canada bonds during the peak 

of the monetary crisis? 

16.4 What is the current yield on long-term Government of Canada bonds? 

16.5 Are the current yields on long-term Government of Canada bonds typical or 

atypical?  Please explain the response. 

 
 

3. Reference:  Safir Evidence, Page 37, Lines 5-7 
 
Dr. Safir discusses long-term bond yields and states: 

“Probably the most significant factor is the rate of inflation, which will directly influence 

actual and expected long term bond interest rates.” 

16.6 Please provide the forecast yield on long-term Government of Canada bonds for 

each year 1995 to 2009 used by the Commission to set the benchmark utility 

ROE and the forecasts for each year 2010 to 2012 using the same methodology 

that had been previously used by the Commission. 

16.7 Please provide the CPI rates of inflation in Canada for each year 1995 to 2011.   

 

 

4. Reference:  Safir Evidence, Page 39, Lines 15-17 
 

Dr. Safir says that he does not have a recommendation for setting the debt and equity 

percentages for the benchmark utility at this time. 

16.8 Could Dr. Safir please confirm that the cost of equity is a function of both 

business and financial risk?  If he cannot confirm, please explain why not. 

16.9 Please explain how it is possible to determine what a fair ROE for a benchmark 

utility is without knowledge of its financial risk, including capital structure. 

16.10 Would Dr. Safir’s recommended benchmark ROE be the same at equity ratios of 

35%, 40% and 45%?  Please explain why or why not. If not, please provide 

estimates of the benchmark ROE at each of 35%, 40% and 45% common equity 

ratios. 
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17.0 Reference:  Safir Evidence, Page 39, Line 7  

 In reference to the debt and equity percentages for the benchmark utility, Dr. Safir 

states: “However, several factors bear on this issue.” 

17.1 Dr. Safir mentions one factor.  Please list the other factors which Dr. Safir 

considers bear on this issue. 

 

18.0 Reference:  Safir Evidence, Page 40, Lines 1-3 

Dr. Safir states:  

“Consequently, under current circumstances, a benchmark utility will have an incentive 

to refinance its debt no matter what weighted cost of capital the BCUC allows.” 

18.1 Please provide Dr. Safir’s understanding of the terms and conditions under which 

FEI can refinance its outstanding long-term debt. 

 

19.0 Reference:  Safir Evidence, Page 40, Lines 3-7 

Dr. Safir states:  

“If a multi-year adjustment mechanism is adopted which operates to change the WACC 

as outlined above, without requiring annual adjustments in the actual cost of debt 

annually, an equity debt ratio lower than the current 40% would be more appropriate for 

the benchmark utility.” 

19.1 Please explain in more detail why annual adjustments in the actual cost of debt 

are required to warrant an equity ratio of 40% for the benchmark utility. 

19.2 In making the statement referenced above, is it Dr. Safir’s position that if a utility 

is at risk for differences between the forecast and actual cost of debt, it faces 

lower risk than a utility whose allowed cost of debt is equal to the actual cost of 

debt each year? Please explain the response.  
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