
 

 

 
 
 
 
 
March 21, 2012 
 
 
 
British Columbia Utilities Commission 
6th Floor, 900 Howe Street 
Vancouver, BC 
V6Z 2N3 
 
Attention:  Ms. Alanna Gillis, Acting Commission Secretary 
 
Dear Ms. Gillis: 
 
 
Re: Generic Cost of Capital Proceeding  

Fortis BC Utilities (comprised of FortisBC Inc., FortisBC Energy Inc., FortisBC 
Energy (Vancouver Island) Inc., and FortisBC Energy (Whistler) Inc.) 
Submission on the Preliminary Scoping Document  

 

 
On November 28, 2011, the British Columbia Utilities Commission (the “Commission” or 

“BCUC”) issued a preliminary notification of initiation of a Generic Cost of Capital proceeding, 

with the intent to address the following issues in light of the changes in the financial markets 

in recent years: 

1. Setting the appropriate cost of capital for a benchmark low‐risk utility; 

2. Establishing a return on equity automatic adjustment mechanism; and 

3. Establishing a deemed capital structure and deemed cost of capital methodology 

particularly for those utilities without third‐party debt. 

 

Subsequent to the preliminary notification, in Order No. G-20-12 (“the Order”), dated 

February 28, 2012, the Commission established the Generic Cost of Capital (“GCOC”) 

proceeding under section 82 of the Utilities Commission Act (the “UCA” or “Act”).  As the 

Commission  stated, the purpose of the proceeding is to establish a method to determine the 

appropriate cost of capital for a benchmark low-risk utility in British Columbia for 2013 and to 

establish how the benchmark rate of return will be reviewed and, if required, adjusted on a 

regular basis. The Commission identified a preliminary list of six matters to be examined and 

determined in the GCOC proceeding (the “Preliminary Scoping Document”).   

 

In accordance with the Order, FortisBC Inc., FortisBC Energy Inc., FortisBC Energy 

(Vancouver Island) Inc., and FortisBC Energy (Whistler) Inc. (collectively “FortisBC Utilities”, 

Roger A. Dall’Antonia 
Vice President, Strategic Planning, Corporate 
Development and Regulatory Affairs 
 

FortisBC 
10th Floor, 1111 West Georgia Street 
Vancouver, BC  V6E 4M3 
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Cell: (604) 312-5996 
Fax: (604) 443-6534 
Email:    roger.dall’antonia@fortisbc.com 
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the “Companies”, or “we” in this submission) submit the following comments on each subject 

matter identified in the Preliminary Scoping Document.  In addition, the FortisBC Utilities will 

start with comments regarding a benchmark utility and conclude this submission with 

comments on other procedural matters included in the Preliminary Scoping Document. 

 
 
COMMENTS ON A BENCHMARK UTILITY 

The Commission’s Order indicates that there will remain a “benchmark low-risk utility” in 

British Columbia for the purposes of establishing the allowed rate of return on equity (“ROE”). 

The FortisBC Utilities make two points in this regard:  

 

First, while the benchmark utility was once referred to as the “low‐risk” utility, this is no longer 

the case as recognized in the 2009 ROE Decision (concurrently issued with Commission 

Order No. G-158-09).1  The FortisBC Utilities respectfully submit that this updated language 

should be used in the GCOC proceeding going forward.   

 

Second, the initial part of the GCOC proceeding should determine the characteristics of a 

benchmark utility and identify which utility, if any, is the most appropriate benchmark utility in 

BC for the future determination of allowed ROE and capital structure.  This will, in the 

Companies’ view, facilitate and provide context for the other issues in this proceeding and 

would also provide a specific reference point for individual utilities in determining their 

respective ROE and capital structure.   

 

 

COMMENTS ON THE SIX IDENTIFIED MATTERS 

1. The appropriate cost of capital for a benchmark low-risk utility effective January 1, 
2013. Cost of capital includes capital structure, return on common equity, and 
interest on debt.  

 

The FortisBC Utilities agree that it is appropriate to have the effective date for the appropriate 

cost of capital for a benchmark utility be January 1, 2013 or a later date.  The FortisBC 

Utilities also agree that the cost of capital includes capital structure, return on common equity 

and interest on debt.  The FortisBC Utilities submit, however, that only the common equity 

ratio and ROE elements of the cost of capital for a benchmark utility are appropriate topics 

for the GCOC proceeding. The interest on debt, that is, the cost of long-term and short-term 

debt components of the cost of capital, should continue to be set in the context of an 

individual utility’s revenue requirements application.   

 

                                                
1
 2009 ROE Decision, at pages 78-80. 
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Under the rate base/rate of return methodology that has historically been followed in Canada 

and in BC, utilities are entitled to recover their embedded cost of debt.  In BC, the interest on 

debt is reflected in a utility’s capital structure as follows: 

 

1) The mid-year average rate base is calculated; 

2) The deemed common equity ratio is applied to the mid-year rate base to determine 

dollars of equity in the capital structure; 

3) The actual outstanding and forecast long-term debt for the test period is applied to 

rate base; and  

4) Short-term debt is the balancing amount so that the rate base and capital structure 

are equal. 

5) The interest on debt that is included in the cost of service is then calculated using the 

embedded rate for outstanding debt, and the forecast interest rates for debt to be 

issued. 

 
The embedded rate reflects the cost of debt that has already been issued.  It is unique to 

each utility, as it largely reflects the timing and amounts of debt that have been issued over 

time. In the case of long-term debt, the interest expense reflects fixed commitments that 

cannot be varied; therefore, the embedded rate is the appropriate rate for recovery by the 

utilities. 

 

This GCOC cannot remain “generic” insofar as the Commission includes the issue of interest 

on debt, which is unique to each utility.  The Commission’s existing process whereby debt is 

typically approved pursuant to Section 50(2) of the Act and the interest on debt is approved 

by the Commission for each utility separately (normally in revenue requirements 

proceedings) is most efficient and should be maintained.  This point is revisited later in this 

submission under item 6.     

  
 
2. Establishment of a Benchmark ROE based on a benchmark low-risk utility effective 

January 1, 2013 to December 31, 2013, for the initial transition year. 

The FortisBC Utilities are content with the concept of a one year transition period.  Subject to 

our comments on a benchmark utility above, the FortisBC Utilities have no further 

submissions on this matter for the purposes of defining the scope of the GCOC proceeding. 

 
   
3. Whether re-establishment of an ROE AAM is warranted. If a return to the use of a 

formulaic ROE AAM is accepted as a result of this GCOC Proceeding, it would be 
implemented January 1, 2014. If not, a future regulatory process will be set to 
review the ROE for a benchmark low-risk utility beyond December 31, 2013.  
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The FortisBC Utilities believe that this framework is reasonable.   

 
 
4. A generic methodology on how to establish each utility’s cost of capital based on 

the cost of capital for a benchmark low-risk utility.  
 

The Commission, in the Preliminary Scoping Document, defined cost of capital to include a 

utility’s capital structure, return on common equity and interest on debt. With respect to 

individual utilities, an additional component is the risk premium to be added to the ROE.   

The components of cost of capital are unique to each utility, making it impractical to develop 

and use a formula for setting each utility’s cost of capital based on the to-be-established 

benchmark utility cost of capital.  Therefore, the FortisBC Utilities submit, for the reasons 

articulated below, that the Commission might instead determine in the GCOC proceeding 

what the process would look like for each utility to determine its unique cost of capital in 

reference to the benchmark. 

 
First, the determination of an individual utility’s appropriate equity risk premium is best suited 

to consideration of evidence for that individual company, rather than a generic methodology 

or formula.  Regulators in various jurisdictions have, in essence, employed two approaches 

to establish cost of capital across multiple utilities.  The first uses only capital structure to 

distinguish between utilities on the basis of business risk.  The second approach, which the 

Commission has used in previous cost of capital proceedings, uses a combination of risk 

premiums and capital structures. Both approaches are valid as long as the combination of 

equity ratio and risk premium compensates for the relative business risk.  However, both 

approaches require the exercise of significant expert judgment regarding the individual 

utilities’ common equity ratios and equity risk premiums; there is no scientific generic 

methodology available to pinpoint differentials in utility-specific common equity ratios or 

equity risk premiums warranted for differences in risk.  While the change in the cost of equity 

to the individual BC utilities might lend itself to a generic methodology, i.e., an automatic 

adjustment mechanism for ROE, the initial establishment of the individual utilities’ cost of 

capital components does not. 

 

Second, the capital structure and risk premium for a particular utility should be set in tandem, 

within a single company-specific proceeding.  In the Preliminary Scoping Document, the 

Commission indicates that the individual utilities’ risk premiums will continue to be set in their 

respective revenue requirement proceedings, not in the GCOC proceeding.  The individual 

utilities’ equity ratios and risk premiums can best be set once the capital structure and ROE 

parameters are set by the Commission for the benchmark utility (and there is an 

understanding of what the Commission intends for those parameters to represent).  Further, 

as discussed above, each utility’s cost of debt should be established in its own revenue 

requirement proceeding, as the cost of debt is utility-specific, not generic.  
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As such, the most practical and efficient approach is for the Commission to determine in the 

GCOC proceeding what the process would look like for each utility to determine its unique 

cost of capital in reference to the benchmark, with the determination of a utility’s unique cost 

of capital being addressed in a subsequent utility-specific proceeding. 

 

 

5. A methodology to establish a deemed capital structure and deemed cost of capital, 
particularly for those utilities without third-party debt. This would involve setting a 
methodology on how to calculate a deemed interest rate.  

 
The FortisBC Utilities submit that this issue should be excluded from the scope of the GCOC 

proceeding.   

 

First, in terms of “setting a methodology” for calculating a deemed capital structure, FortisBC 

Utilities are of the view that it would be almost impossible to come up with a single 

methodology that would be applicable across different utilities as they have different risks. 

There is no “one size fits all” solution, particularly in the BC context, where there is a 

spectrum of utility risk.  With regard to allowed ROE, that would be a determination on a case 

by case basis for each utility’s risk premium. Both capital structure and return on common 

equity are dealt with as noted above. 
 

Second, the existing approach of the Commission  determining the interest costs on a utility 

specific  basis is, in the opinion of the FortisBC Utilities, the most efficient and appropriate 

approach and therefore preferable to that of the Commission deeming an interest rate on 

debt for certain utilities.  The Ontario Energy Board (“OEB”) is the only regulator in Canada 

that uses a methodology in setting the allowed interest rate, and then only in specific 

circumstances (for instance as a cap on the rate for affiliate debt, where there is no debt2 or if 

the affiliate debt is callable on demand).   Additionally, in its 2009 Report of the Board on 

Cost of Capital, the OEB stated they expected the usage of a deemed debt rate would 

become more limited in application over time.3  There are relatively few utilities in BC 

compared to Ontario (where there are still some 80 electric utilities), which largely eliminates 

the rationale for the OEB’s initial adoption of a deemed debt rate.   The Commission can 

(and does) efficiently determine the cost of debt of BC utilities on a case by case basis in the 

context of its required review and approval of a utility’s issuance of debt securities, including 

the issuance of debt securities to an affiliate.   

 

                                                
2
  Many of the municipal utilities continue to have much more equity in their capital structure than they are 

allowed. The average actual common equity ratio of the reporting electric utilities in Ontario is close to 60%, 
compared to the 40% allowed.  

3
 Legislation in Ontario has restricted the issuance of debt by municipal electrics to their municipality 

shareholders. In addition, the municipal electric utilities have access to favourably priced long-term debt from 
Infrastructure Ontario. 
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The Commission’s existing approach of approving the incurrence of debt and the associated 

interest rate on a case by case basis is also adequate to address those utilities which issue 

debt to an affiliate (which we assume is being referenced by the phrase “utilities without third 

party debt”). Utilities, like FortisBC Energy (Whistler) Inc., may borrow from an affiliate 

because it is more efficient and is to the benefit of customers. The current approach involving 

the Commission determining the reasonableness of the debt rate in the context of a specific 

application is a better way to ensure that utilities are in a position to flow the benefits from 

securing preferable arrangements to their customers.  The Companies submit that only 

where a utility does not have debt (affiliate or third-party) or has less debt than is appropriate 

to maintain its regulated capital structure, would a deemed interest rate be appropriate.      

 

 
6. A methodology to establish a deemed interest rate automatic adjustment 

mechanism (Interest AAM). If warranted, the Interest AAM would be implemented 
for January 1, 2014. If not warranted, setting a future regulatory process on how 
the deemed interest for a benchmark low-risk utility would be adjusted in future 
years beyond December 31, 2013.  

 
The FortisBC Utilities understand that the Commission wants to examine both a benchmark 

interest rate and an Interest AAM which would be then used for determination of incremental 

borrowing in a given year.  The FortisBC Utilities would expect that the establishment of such 

an Interest AAM would be applicable only to future debt, and not embedded debt, which 

would continue to be recovered in rates as prudently incurred costs of service.  In any event, 

FortisBC Utilities believe that the use of a benchmark interest rate or Interest AAM should be 

excluded from the scope of the GCOC proceeding.  The position of the FortisBC Utilities is 

predicated on the following: 

 The current methodology whereby the issuance of debt and associated rate are  

approved by the Commission is the most appropriate methodology as it allows each 

utility to apply for the appropriate debt based on prevailing market conditions; 

 To the extent that current interest variance deferral mechanisms are in place, the 

difference between forecast and actual rates is captured and the actual cost of debt is 

recovered from customers.  The introduction of an Interest AAM would result in 

greater administrative complexity as not only would the difference between forecast 

and actual rates be tracked, the difference to a deemed interest rate would now be 

factored in.  If the intent was that the deemed rate would replace the embedded rate 

for rate setting purposes, the difference between the embedded and deemed rates 

would also need to be captured and returned to or recovered from customers as 

prudently incurred costs of service; 

 The introduction of an Interest AAM would necessitate the development of individual 

utilities’ credit risk premium, as there is no single Interest AAM that would produce 

interest rates that could be applicable across different utilities, as each utility has its 
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own risk profile and its debt reflects its fixed obligations.  In addition, each debt 

instrument may contain terms that will necessarily impact its associated debt rate; 

 Unlike ROE, market rates of interest for those utilities that issue debt are the actual 

rates incurred, and for utilities that are incurring deemed or affiliate debt, market rates 

are readily and easily observable, eliminating the need for a deemed rate or Interest 

AAM; and 

 Unlike ROE, debt is issued across a spectrum of terms that makes the concept of 

benchmark interest rate or Interest AAM less applicable, especially to entities that 

issue third party debt.   

 
If the Commission were to adopt an Interest AAM, the possibility exists that the utilities would 

be either unable to obtain debt at the prescribed interest rates, or in any event, issue debt on 

terms allowing for a rate within the deemed rate, but that may not be on the most favourable 

terms available. 

Mechanisms already exist that, in the Companies’ view, are efficient and more appropriate in 

terms of preventing inappropriate gains or losses on debt, such as the deferred interest 

mechanism currently or formerly employed by the FortisBC Utilities.4 For that reason, the 

GCOC should exclude consideration of the adoption of a benchmark interest rate and 

Interest AAM. 

 

 

COMMMENTS ON OTHER PROCEDURAL MATTERS  

Scope of Commission Consultant Survey 

The Preliminary Scoping Document states that the Commission plans to retain an 

independent consultant to undertake a survey of the regulatory practices regarding cost of 

capital in all Canadian regulatory jurisdictions in the utility and pipeline sectors.  The FortisBC 

Utilities submit that the scope of the survey should be broadened to consider North American 

practices, including both US and Canadian jurisdictions. This is consistent with the 

Commission’s past recognition of the relevance of US comparables. 

For instance, in determining applicability of US data in determining the fair return standard, 

the Commission in Order No. G-158-09 stated: 

As for the US data, the Commission Panel agrees with the NEB and AUC that utilities 
in Canada need to compete for capital in the global market place, and regulatory 
agencies in Canada have to ensure that utilities subject to their jurisdiction are 
allowed a return that enables them to do so. 
 

                                                
4
  For FortisBC Energy (Vancouver Island) Inc., interest variances have been captured in either the Revenue 

Deficiency Deferral Account or the Rate Stabilization Deferral Account. 
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In addition, the Commission Panel continues to be prepared to accept the use of 
historical and forecast data of US utilities when applied: as a check to Canadian data, 
as a substitute for Canadian data when Canadian data do not exist in significant 
quantity or quality, or as a supplement to Canadian data when Canadian data gives 
unreliable results. Given the paucity of relevant Canadian data, the Commission 
Panel considers that natural gas distribution companies operating in the US have the 
potential to act as a useful proxy in determining TGI’s capital structure, ROE, and 
credit metrics.  
 

Consistent with that approach, the Automatic Adjustment Mechanism (“AAM”) review report 

commissioned by the FortisBC Energy Utilities and filed pursuant to Order No. G-158-09 on 

December 8, 2010, included a full study of AAMs used in North America. 

As the purpose of the Commission’s study is to ensure a comprehensive evidentiary record, 

the Commission should avoid narrowing the scope of the evidence available for the 

Commission Panel at the early stages of the GCOC proceeding. It is appropriate to extend 

the survey of regulatory practices regarding cost of capital to other jurisdictions in North 

America, consistent with the Commission’s prior recognition of the relevance of comparables 

in other jurisdictions.   

 

Future Regulatory Process and Timetable 

The FortisBC Utilities make up the primary Affected Utilities in this proceeding.  We are 

currently involved in, or will initiate shortly, several regulatory proceedings that will require 

significant company resources for the remainder of this year.  These proceedings include the 

FortisBC Energy Utilities’ Amalgamation and Rate Design Application and FortisBC Inc.’s 

application for a certificate of public convenience and necessity for Advanced Metering 

Infrastructure. After reviewing our upcoming regulatory calendar, the FortisBC Utilities 

request that our participation in a number of significant regulatory processes simultaneously 

be considered and noted when the Commission sets the regulatory timetable for this 

proceeding.  

Moreover, when setting the regulatory timetable, the FortisBC Utilities believe that it would be 

more effective to have the Commission Consultant Survey filed before the utilities’ filing of 

their evidence in the GCOC proceeding.  We respectfully request that we be afforded at least 

six weeks following the provision of that Survey before having to file our evidence. 

 

Affected Utilities 

In closing, the FortisBC Utilities’ submit that the Commission should consider as part of this 

GCOC how the costs of this proceeding will be allocated to Affected Utilities and Other 

Utilities listed in Appendix C of the Order. The FortisBC Utilities submit that regulatory review 

costs should be shared among all participants pursuant to the utility cost sharing formula 

established in Order No. F-5-06, irrespective of whether they have been characterized as 



March 21, 2012 
British Columbia Utilities Commission 
Generic Cost of Capital Proceeding 
Fortis BC Utilities Submission on Preliminary Scoping Document 
Page 9 

 

 

“Affected Utilities” or “Other Utilities” in Appendix C of the Order. This treatment is consistent 

with past proceedings such as the 2005 Application to Determine the Appropriate Return on 

Equity and Capital Structure and to Review and Revise the Automatic Adjustment 

Mechanism.  

 
Yours very truly, 
 
on behalf of the FORTISBC UTILITIES 
 
 
Original signed by:  Diane Roy 
 
 

For: Roger Dall’Antonia 
 
 
cc (email only): Registered Parties 




