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REQUESTOR NAME:  BCUC Utility Customers – AMPC/BCPSO/CEC 

INFORMATION REQUEST ROUND NO. 1 

DATE:  August 31, 2012 

PROJECT NO. 3698659 

APPLICATION NAME:  BCUC – Generic Cost of Capital 

TO:  FortisBC Utilities  re: Ms. McShane’s Evidence 

 

1. Topic: Fair Return standard, page 2 

 

1.1 Please indicate where the opportunity cost criteria or any of the legal 

requirement such as Mr. Justice Lamont’s definition of a fair return require that 

the fair ROE be compared to the accounting returns of other institutions where 

the invested capital of the utility cannot be invested without purchasing the 

investment at market prices? 

 

1.2 Would Ms. McShane also state that the comparability of US returns also requires 

that capital market conditions in the US and Canada be the same? 

 

1.3 Would Ms. McShane agree that where the regulator has explicitly set the capital 

structure to offset business risk differences then there is no link to the fair ROE, 

that is, the utilities can get the same ROE despite different financial risk as in the 

policy adopted by the AUC. 

 

2. Topic: Cost of Capital Trends and testimony highlights 

 

2.1 Would Ms. McShane agree that contrary to the implications of the statement on 

page 3 that the Governor of the Bank of Canada recently stated that the 

Canadian financial system is “firing on all cylinders.” Would she state that this 

applied in 2009? 

 

2.2 Rather than attribute the recent increase in spreads to increased “risk aversion” 

would Ms. McShane agree that Government bond markets around the world 

have been affected by US and European monetary policy, where the explicit 

objective has been to lower yields on government bonds. If not can she please 

give her understanding of the objectives of “Operation Twist” in the US. 

 

2.3 Please indicate any time in the last 60 years when Canadian utilities such as EGDI 

have been able to issue 40 year debt at under a 5% yield. 
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2.4 Please provide the level of the TSX at the time Ms. McShane filed her testimony 

in 2009 to compare like with like. 

 

2.5 Please confirm the current level of the Vix is under 14% and compare that with 

the time Ms. McShane filed her testimony in 2009 and indicate whether volatility 

is unchanged from 2009 

 

2.6 In terms of FEI’s common equity ratio, please provide its DBRS bond rating when 

it was allowed a 33% common equity ratio and a 35% common ratio and the 

current 40% common equity ratio. If it is Ms. McShane’s judgement that FEI has 

better market access now than when it had a lower common equity ratio please 

provide the spread on FEI (TGI) long term debt over equivalent maturity long 

Canada bonds to support that assertion. 

 

2.7 Please indicate the Consensus Economics forecast of the long Canada bond yield 

for 2013 and any private bank forecasts for longer periods of time. 

 

2.8 Please provide any academic or legal support for comparable earnings testimony 

as a basis for the fair ROE and explain why other witnesses on behalf of the 

utilities do not use this approach. 

 

2.9 Please confirm that after the financial crisis in 2010 on behalf of Enbridge Ms. 

McShane recommended an ROE adjustment formula before the National Energy 

board in a Line 9 hearing. 

 

2.10 Please confirm that if Enbridge approached Ms. McShane to consider an ROE 

adjustment formula she would no longer recommend one in general or the 

particular one she recommended in 2010. 

 

3. Topic: Trends in Economic and Capital market Conditions, pages 17 – 

 

3.1 Can Ms. McShane confirm that she is recommending to the BCUC that capital 

market conditions in Canada are worse and the cost of capital higher than when 

she prepared her testimony in 2009? If so please provide the date of her 2009 

testimony and the level of the TSX on March 9, 2009, the volatility index and the 

yield spread on BBB rated bonds. 
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3.2 Please provide a copy of the Consensus Economics forecast referenced in 

footnote 33. 

 

3.3 Please confirm that the increase in the earnings yield (Page 31) is also consistent 

with a decline in growth expectations consistent with the rapid recovery that 

occurred in Canada from the March 9, 2009 lows. 

 

3.4 Please reproduce Table 3 using the data at the time that Ms. McShane filed her 

2009 testimony so that like is compared with like. 

 

4. Topic: Business Risk Analysis, page 48-56 

 

4.1 Would Ms. McShane agree with the dictionary definition of risk as the possibility 

of suffering harm, which in a finance context means losing money? 

 

4.2 Can Ms. McShane explain why given 4.1 above she has not looked at the history 

of FEI and its ability to earn its allowed ROE? 

 

4.3 Please explain how declining customer use and fewer additions increases the 

business risk of FEI, is this due to increased forecasting error? If so should it not 

show up in FEI’s financials? 

 

4.4 Please confirm that Gaz Metro has lower natural gas penetration than FEI and 

more intense competition from electricity and yet the Regie allows Gaz Metro a 

formula ROE on 38.5% common equity. Does Ms. McShane judge FEI to have 

greater business risk than Gaz Metro? 

 

4.5 Please confirm that in the AUC hearings in 2011 Ms. McShane testified that the 

bulk of BC shale gas would flow west and not flow on the NGTL or ATCO Pipe 

systems.  Please explain why this is no longer her opinion. 

 

4.6 In the face of the increased competitiveness of natural gas and improved supply, 

can she point to one offsetting factor that would cause her to judge the business 

risk of FEI to have remained constant? 

 



 

4 

 

5. Topic: Bond ratings 

 

5.1 Ms. McShane notes that FEI is rated A by DBRS, please indicate which Canadian 

utilities have better DBRS bond ratings than FEI? 

 

5.2 Ms. McShane notes that Moody’s upgraded all secured debt financing in 2009 

and as part of that system wide upgrading FEI’s secured debt was upgraded to 

A1 or A (high). Please indicate why ratepayers should pay the higher cost of 

unsecured debt when FEI can issue secured debt on a higher rating. 

 

5.3 Please provide all support for the assertion that in Canada “investors are likely to 

focus on the lower rating” especially when it is a Moody’s rating where Moody’s 

does not rate all Canadian utilities, whereas DBRS does. 

 

5.4 Please confirm and provide details on why the predecessor company to FEI 

rescinded its agreement with S&P and no longer has an S&P bond rating. 

 

5.5 Please confirm that Moody’s places more weight on the regulatory environment 

than the financial metrics discussed by Ms. McShane on pages 58-61 and that 

Moody’s judges the regulatory environment in Canada to be much better 

(favourable towards investors) than in the US. 

 

6. Common Equity Ratio Changes, pages 62-64 

 

6.1 Please provide the common equity ratios that the AUC allows taxable gas and 

electricity distributors and discuss whether they are responsible for the supply of 

gas or electricity (obligation to serve)to ratepayers. 

 

6.2 Please confirm that Union Gas had an investment grade bond rating even when 

it operated with a 29% common equity ratio and both Union and Enbridge Gas 

Distribution Inc (EGDI) currently operate with 36% common equity ratios. 

 

6.3 Please discuss the differences in regulatory protection between Gaz Metro, FEI, 

Union and EGDI and confirm that the Ontario utilities operate without the 

benefit of a comprehensive gas cost reconciliation account available to FEI. 

 

6.4 Please indicate the free cash flow (FCF) for FEI and the Fortis BC utilities since 

2000 and projected for the three years of Ms. McShane’s “test year” where FCF 
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is defined as net income after preferred share dividends plus non-cash charges 

minus changes in net working capital and planned or normal maintenance capital 

expenditures. 

 

6.5 Please indicate any financial access problems suffered by Canadian utilities 

during the financial crisis, where such access problems are defined as inability to 

raise financing at fair and reasonable rates similar to unregulated firms with the 

same bond rating. 

 

7. CAPM Discussion, pages 66-70 

 

7.1 Is it Ms. McShane’s judgment that the BCUC should consider the full range of 

judgments as to the market risk premium and that it was incorrect in 2009 to 

rely on the Fernandez survey results that placed the median or typical estimate 

in a range of 5.0-6.0% with the low point for Canada and the high point for the 

US. 

 

7.2 Can Ms. McShane provide her understanding of the market risk premium 

estimates accepted by regulatory boards in Canada since 2008 and the financial 

crisis, that is, what values were used by, for example, the AUC, the Board of 

Commissioners of Newfoundland and Labrador, the Regie, and the OEB? 

 

7.3 Please provide all justification for the claimed assumption that the market risk 

premium is assumed to be uncorrelated with the risk free rate. Is this equally 

true if the risk free rate is regarded as the Treasury Bill rate or the long Canada 

bond yield? 

 

7.4 Would Ms. McShane’s criticism of the CAPM be equally true if the Conditional 

CAPM is used where the market risk premium is conditional on the state of the 

economy and adjusts for changes in risk aversion by, for example, using the 

credit spread on corporate bonds? 

 

7.5 Would Ms. McShane agree that ROE adjustment formulae that she has proposed 

in the past adjust the allowed ROE by changes in credit spreads and long Canada 

bond yields and that such models can be regarded as conditional CAPM models. 

If not why not. 
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7.6 Would Ms. McShane agree that there are two factor CAPM type models, as 

proposed, for example, by Fischer Black, where one factor is the interest rate, 

which specifically account for some of her criticisms of the conventional CAPM. If 

not why not? 

 

7.7 Would Ms. McShane agree that the BCUC’s criticism on page 69 is inaccurate to 

the extent that actual betas, such as the PNG beta of 0.26 referred to, are simply 

the statistical estimate over a particular time period and whatever happened or 

did not happen in that time period determines the estimate, which is why 

judgment is used to determine a forward or expected beta? 

 

7.8 Would Ms. McShane agree that the OEB comments on page 70 are inaccurate 

descriptions of the CAPM, since in practise any analyst, including both Ms. 

McShane and Dr. Booth, update their market risk premium estimates to be 

consistent with capital market conditions and that Dr. Booth has increased his 

market risk premium estimates in line with the trend of decreasing interest rates 

and that the ROE adjustment formulae also capture this? If not why not? 

 

8. Topic: Market and Book Values 

 

8.1 Ms. McShane specifically states (page 71, line 1831-1835) that the allowed ROE 

should be converted from a market value to a higher book value such that the 

stream of earnings is maintained. Please confirm that this means that if the 

allowed ROE is not reduced due to regulatory lag and the stock price rises to 

reflect that, then she would not reduce the allowed ROE to a fair and reasonable 

level. If not why not. 

 

8.2 Please confirm that Boards have rejected Ms. McShane’s assumptions in a) since 

they amount to “rubberstamping unrealistic expectations.” 

 

8.3 Please confirm the following quotes from the Alberta EUB in its TransAlta 

decision (U99099, page 303) 

“In essence, a regulated company’s earnings are driven by the portion of the 

original cost rate base deemed to be financed by common equity. This fact 

results in a fundamental disconnect to the theory that market capitalization 

ratios, which have deviated significantly from book capitalization ratios, reflect 

the appropriate financial risk necessary to determine a fair composite return to 
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be applied to the original cost rate base of a pure play regulated utility. This is 

because the earnings of a pure play regulated utility are governed by and 

driven by the regulated return allowed on book equity. In other words, it is the 

book equity that reflects the appropriate financial risk necessary to determine 

a fair composite return for a pure play regulated utility.” 

 

 

“The Board would be derelict in its statutory responsibilities to recognize 

market capitalization ratios that are derived from a market value capitalization 

that deviates from the intrinsic long-run value of the regulated firm.” 

Please indicate whether Ms. McShane agrees with the AEUB that market values 

have no place in regulation and that the BCUC would be similarly derelict in 

exercising its responsibilities and following her advice by making the suggested 

conversion from market to book values.  

8.4 Please provide any references to published academic journals or books that 

indicate that market to book ratios above 1.0 for a 100% rate of return regulated 

utility on historic cost regulation does not indicate the allowed ROE is too high. 

 

8.5 Please confirm that if regulation mimics competition and the utility is allowed to 

increase its rate base to replacement cost or to a price level adjustment, due to 

inflationary and other increases, then the correct rate of return to apply to the 

rate base is not the nominal rate but the real rate. Otherwise the shareholder is 

compensated for inflation through both the return and the base it is applied to. 

If not please explain in detail why not and provide references to the literature 

that addressed this question in the 1970’s when inflation was a serious problem. 

 

9. Topic: Use of US comparables, page 73 

 

9.1 Please confirm that where the Boards cited on page 74 indicate that US 

companies can be informative and results are similar, Ms. McShane is taking 

them to be identical. 

 

9.2 Please report the decisions of the Regie and Board of Commissioners of 

Newfoundland and Labrador that rejected the use of US firms as comparables 

and the reasons why. 
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10. Topic: Equity Risk Premium Tests, page 76-83 

 

10.1 Please indicate whether Ms. McShane judges equity markets to be affected by 

interest rate changes. 

 

10.2 Please confirm that any interest rate changes are included in the return from 

equities, but not in the bond “income” returns. 

 

10.3 Please provide the market risk premium estimates in Table 10 where the bond 

income return is subtracted from the equity income return, so that the risk 

premium estimates are consistently estimated. 

 

10.4 Please provide any academic references in published journal articles or books 

that would estimate the equity market risk premium by only looking at part of 

the return from holding bonds but all of the return from holding equities. 

 

10.5 Please indicate the first testimony filed by Ms. McShane that estimated the 

market risk premium using bond income returns, rather than actual returns. 

 

10.6 Please confirm (page 84) that when inflation was high required equity returns 

were high, that is positively related, but the higher discount rate caused equity 

prices to be lower than they otherwise would have been resulting in a negative 

ex post (after the fact) relationship between inflation and equity returns. As a 

result, there was a positive relationship between expected inflation and 

expected equity returns. If Ms. McShane disagrees please explain why this 

orthodox explanation is invalid. 

 

10.7 Please explain why Ms. McShane makes no use of current survey evidence of the 

market risk premium. 

 

11. Topic: Relative Risk Adjustments, pages 88-94 

 

11.1 Please indicate the institutional ownership of Fortis and generally the share of 

NYSE and TSX stocks owned by ordinary retail investors versus institutions. 

 

11.2 Please indicate the share of trading by retail versus institutional investors in 

Fortis and stocks on the TSX and NYSE respectively. 
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11.3 Please indicate whether Ms. McShane agrees that institutional investors 

generally hold large diversified portfolios and that beta measures the risk of 

adding a stock to a large diversified portfolio. 

 

11.4 Please indicate whether Ms. McShane is aware of any academic research that 

indicates that own price or idiosyncratic risk is priced in either the Canadian or 

US stock markets. 

 

11.5 Please indicate if Ms. McShane is aware of any expert witnesses that use 

observed beta estimates without adjustment to ensure that they are good 

forecast beta estimates, whereas the academic tests used actual beta estimates. 

 

11.6 Please confirm that the basis of risk management is the use of negative beta 

securities to hedge a security in question and that the derivative business is 

based on this. 

 

11.7 Please confirm that in practise it is extremely rare to find a negative beta equity 

security, but if one were to exist then it would be valuable in hedging the risk of 

an equity portfolio and reducing risk. 

 

11.8 Please confirm that we are estimating the cost of equity capital or the fair return 

for an investor in utilities and that indirectly all companies are owned by actual 

investors and that this is what matters, not the indirect owner such as another 

utility. 

 

11.9 Please provide any citations to any academic literature that supports the use of 

relative standard deviations of portfolios of securities as a risk measure when 

risk (standard deviation) always declines when you randomly increase the size of 

a portfolio. 

 

11.10 Please provide in machine readable form (Excel) the data used to generate the 

betas in Table 16. 

 

12. Topic: Risk Premium Estimates, page 95-100 

 

12.1 Please explain why Ms. McShane uses a “normalised treasury Bill return of 2.75% 

when the US federal Reserve is committed to keeping the Federal Funds rate at 

0.-0.25% through 2014 and she is using a three year time horizon. 
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12.2 Please provide the current Treasury Bill yields in the US and Canada and Ms. 

McShane’s forecasts for both through 2015. 

 

12.3 Please provide citations to any current literature that uses a market risk 

premium over treasury bill yields of 8.75%. 

 

12.4 Please provide the step by step calculations needed to get the fair ROEs on page 

95 and indicate the estimated utility market risk premium and interest rate risk 

premiums. 

 

12.5 Please indicate whether Ms. McShane is aware of any literature that indicates 

that the correct adjustment for utility betas is towards their grand mean of 

about 0.55, rather than 1.0 or alternatively any literature that supports the 

Blume adjustment towards 1.0 for utilities. 

 

12.6 Please provide the actual not adjusted betas for the Canadian utilities in the 

Table on page 97. 

 

12.7 Please indicate the last time a Canadian utility sample had a beta of 0.65-0.70 

(without BCE/Nortel). 

 

13. Topic: DCF Estimates, pages104-106 

 

13.1 Please confirm that the constant growth DCF model assumes that the growth 

rate goes on forever and that if this growth rate exceeds the normal GDP growth 

rate, then that utility eventually becomes the whole economy. If not why not. 

 

13.2 Please indicate which growth rates Ms. McShane rejected as not satisfying the 

criterion that they are below the nominal growth rate in GDP. 

 

13.3 Please indicate Ms. McShane’s long run growth estimates for US and Canadian 

GDP and whether these are different for GNP? 

 

13.4 Please indicate the government bond yields used to estimate the historic risk 

premiums on page 101 (indicate the maturity and series #). 
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13.5 Please provide any citations to the literature or elsewhere to support the 

assumption that utilities long run growth rate equals that of GDP and confirm 

that this assumption means they will continue their share of GDP and they are 

not a mature industry. 

 

13.6 Please provide all the data underlying the regression results in Tables 25 and 26 

so that the estimates can be replicated. 

 

14. Topic: Historic Utility Risk Premiums106-110 

 

14.1 Please confirm that experienced utility risk premiums were lower in Canada than 

in the US, but that Ms. McShane judges that this does not mean Canadian 

utilities are lower risk than US utilities. 

 

14.2 Please provide the data underlying Table 27 so that the results can be replicated 

(Excel format). 

 

14.3 Please confirm that the data on utility risk premiums on page 108 (6.4%-7.0%) 

are greater than the experienced equity market risk premium in Canada and Ms. 

McShane judges Canadian utilities to have greater risk than the Canadian stock 

market as a whole. 

 

14.4 Please confirm that the equation on page 110 is not from Williams but was 

derived by Professor Myron Gordon. 

 

14.5 Please provide any evidence that Ms. McShane is aware of that utility analyst 

growth forecasts are unbiased. 

 

14.6 Please confirm that the analyst growth forecast are of earnings and not 

dividends as required in the Gordon (constant growth DCF) model? If not why 

not. 

 

14.7 Please confirm that since earnings are more unstable than dividends (like the 

arithmetic versus geometric comparison) the expected growth rate in dividends 

would be less than that for earnings even if the earnings growth rates are 

unbiased. 
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14.8 Please indicate any US jurisdiction that has applied any weight to comparable 

earnings evidence and any Canadian board, other than the BCUC, that has given 

it any weight for the last ten years. 

 

15. Topic: Floatation cost allowance 

 

15.1 Please confirm that most boards allow a 0.50% flotation cost allowance, but the 

Regie allows only 0.30%. 

 

15.2 Please indicate any board that has allowed a 1.50% flotation cost allowance in 

Canada. 

 

15.3 If the cost of equity capital is 10%, but a 1.50% flotation cost is allowed so the 

allowed ROE is 11.5% please indicate what a $100 book value investment would 

sell at if this was assumed to be a perpetuity. 
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REQUESTOR NAME: BCUC Utility Customers – AMPC/BCPSO/CEC 

INFORMATION REQUEST ROUND NO. 1 

DATE:  August 31, 2012 

PROJECT NO. 3698659 

APPLICATION NAME: BCUC – Generic Cost of Capital 

TO:  FortisBC Utilities  re: Concentric Report August 3, 2012 

 

1. Topic: Use of ROE formula in Canada (pages 1-3) 

1.1 Would Mr. Coyne confirm that the NEB formula ROE worked satisfactorily between 

1994 and 2008 without any changes and was reviewed in 2001 and judged to be 

working fine? 

1.2 Would Mr. Coyne confirm that the OEB formula was imposed in 1997 without a hearing 

but reviewed in 2003 and confirmed to be working perfectly fine and was judged to be 

providing fair and reasonable ROEs as late as 2008 in a Hydro One hearing? 

1.3 Would Mr. Coyne confirm that the BCUC continued to use an ROE formula from 1994 

until 2009, albeit with minor tweaks? 

1.4 Would Mr. Coyne confirm that the Manitoba ROE formula was applied to Centra Gas 

Manitoba when it was a private owned utility, but that it is now part of Manitoba Hydro 

a publicly owned utility? 

 

2. Topic: Status of ROE formulae (pages 3-7) 

2.1 Would Mr. Coyne confirm that when the NEB formula was first used the forecast long 

Canada bond yield was 9.25% and for 2008 was 4.55%, that is the ROE formula was 

judged to be working fine over a period where forecast long term Canadian bond yields 

declined by over half from 9.25% to 4.55%? 

2.2 Can Mr. Coyne confirm that throughout the period 1994 until 2008 bond default (credit) 

spreads varied with the business cycle and in Canada reached heights (for BBB rated 

bonds) in 2001-2 similar to the level of the financial crisis of 2008/9? 

2.3 Further to 2.2  above would Mr. Coyne agree that in the ROE reviews that took place in 

the early and mid 2000’s credit spreads were not seen as a factor that caused the ROE 

fomulae to have any particular problems? 
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2.4 Further to 2.1 – 2.3 above given that the ROE formula were verified as providing fair and 

reasonable ROEs as late as 2008 why does Mr. Coyne indicate (page 10) that shifting 

relationships over the “past decade” have caused the ROE formulae to be “out of 

touch.” In particular, please indicate any Board decisions prior to September 2008, and 

the serious problems caused by the financial crisis, that raised any concerns over the 

validity of the ROE formulae in use in Canada? 

2.5 Can Mr. Coyne agree that when the ROE formulae were introduced no-one expected 

them to be” exactly” correct at all time, but that the savings in hearing time were worth 

any minor inaccuracies given that ROE awards are always within a  range of error? What 

would Mr. Coyne judge to be a reasonable range within which the normal  “true” ROE 

lies? 

2.6 Can Mr. Coyne agree that even when most Canadian utilities were on ROE adjustment 

formula the actually allowed ROEs in different jurisdictions diverged simply because the 

formulae were set at different points in time? Given the later data in his report can be 

provide data on the range of allowed ROEs in Canada for each year since 1994. 

2.7 In Mr. Coyne’s review did he track which formulae were introduced at the request of the 

company and which by the board and confirm that no intervener ever requested an ROE 

formula?  If so please indicate the origin of each ROE formula. 

2.8 Please confirm that the Board of Commissioners of Newfoundland and Labrador plans to 

have an ROE adjustment formula hearing for this Fall and that the settlement ROE of 

8.80% was just for 2012. 

2.9 Please confirm that the OEB ROE formula will be reviewed in 2014 as part of a 5 year 

cycle. 

2.10 Please provide the 2012 and 2013 allowed ROEs that result from the Illinois adjustment 

formula and indicate who presented evidence in support of the formula and whether 

there are any off ramps for its use. 

2.11 Please indicate the legal basis for the Illinois ROE penalty if certain performance metrics 

are not met given the statement on page 12 that the formula has to track the cost of 

equity and that this is not “optional”? 
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3. Topic: ROE formula tied to authorised ROEs (page 11) 

3.1 Please confirm that no Canadian board has accepted linking the allowed ROE in their 

jurisdiction to allowed ROEs elsewhere as recommended by Concentric (page 12). 

3.2 When Concentric indicates authorised returns elsewhere please confirm that they 

include returns from a foreign country, ie., the US, with different financial market 

conditions and without the standard forward exchange rate adjustment as required by 

the interest rate parity condition? 

3.3 Further to 3.2 above please indicate whether Mr. Coyne has ever taken a course in 

international finance and is aware of the interest rate parity condition and that it is the 

basic arbitrage condition that equalises returns on securities of similar risk. 

3.4 Please provide the current 30 year government bond rates in the US and Canada and 

indicate why they are different. 

 

4. Topic: Concentric’s 2010 Report Page 2 

4.1 Please confirm that Hydro One’s witness in 2008 specifically requested the OEB ROE 

formula prior to the financial crisis. 

4.2 Please confirm that the Concentric analysis in 2009 before the AUC indicated that a 

“fairness gap” existed in the allowed ROEs for Alberta versus US utilities long before the 

adoption of an ROE adjustment formula in Alberta in 2004.  

4.3 Would Mr. Coyne confirm that due to 4.2 above the differential between US vs 

Canadian ROE’s were nothing to do with the use of automatic ROE adjustment formula, 

but resulted from standard litigated ROE hearings.  

4.4 Can Mr. Coyne confirm that not all Canadian provinces used ROE adjustment formulae 

up to the financial crisis and yet there was relative homogeneity in allowed ROEs across 

Canada? 

 

5. Topic: Concentric report page 3 

5.1 Can Mr. Coyne confirm that Mr. Justice Lamont’s definition of a fair return in Canada 

grew out of “changed conditions in the money” market and such an evaluation is critical 

for determining fair returns in Canada? 
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5.2 Can Mr. Coyne discuss what he considers to be the “money market in Canada” and 

whether tying a fair return to a long Canada bond and/or the credit spread is consistent 

with recognising ”changed conditions in the money market.” 

5.3 Can Mr. Coyne suggest a better way of recognising “changed conditions in the money 

market” than through an automatic ROE adjustment formula? 

 

6. Topic: Adjustment Coefficient to long Canada bond yields, page 7 

6.1 Mr. Coyne states that “there is movement towards a range of 0.50.” Please indicate 

which Canadian regulatory body, other than the OEB, has accepted an adjustment 

coefficient on the change in the long Canada bond yield of 0.50? 

6.2 Can Mr. Coyne confirm that an adjustment coefficient of 0.50 has been frequently put 

forward by witnesses on behalf of utilities and except in the case of the OEB been 

rejected, for example the NEB and BCUC in 1994? 

6.3 Can Mr. Coyne confirm that the OEB decision resulted from a technical conference and 

not a litigated hearing and that 4 sets of “standard” ROE testimony were entered by 

witnesses on behalf of utilities and none by interveners. 

6.4 Please file a copy of the OEB decision that resulted from the technical conference. 

6.5 In the graph on page 14 can Mr. Coyne confirm that what caused concern in 2008/9 was 

the period during the financial crisis when long government yields went down and utility 

yields went up and further that apart from the period of the financial crisis this does not 

normally happen? 

6.6 Can Mr. Coyne run a simple regression of the utility bond yield against the government 

bond yield using the data on page 14 and include a dummy variable for the period of the 

financial crisis from September 2008 to the end of March 2009 and report the 

coefficient estimates. 

 

7. Topic: Corporate bond yield and Spreads, page14 

7.1 Please provide all research that Mr. Coyne is aware of that a change in the credit spread 

is “likely paralleled on the equity side.” 



 

5 
 

7.2 Is Mr. Coyne aware of research from the Bank of Canada that indicates that 63% of the 

change in A credit spreads in Canada is driven by liquidity changes unrelated to the 

equity market? 

7.3 Is Mr. Coyne aware of the fact that the income on preferred shares in Canada has 

preferential tax treatment relative to bond income and that as a result preferred shares 

traditionally have lower yields than Government of Canada bonds? 

7.4 Would Mr. Coyne judge a lower yield on a preferred share than a similar maturity 

Government of Canada bond to be a violation of the risk reward trade-off or a “rare 

occurrence”? 

7.5 Would Mr. Coyne agree that Canadian utility shares are often repackaged into split 

shares consisting of preferred shares and residual equity shares without a dividend? 

Would he agree that this indicates that this implies there is a tax preference in the 

Canadian capital market for dividend income?   

 

8. Topic: Newfoundland ROE formula 

8.1 Is Mr. Coyne aware that the Board of Commissioners of Newfoundland and Labrador 

confirmed their ROE adjustment formula in 2010 subject to some technical changes on 

the long Canada bond yield?  

8.2 Is Mr. Coyne aware that the 2012 ROE for Newfoundland Power was continued at the 

2011 formula ROE on an interim basis at the request of the company and agreed to by 

interveners before being fixed at 8.80% in a settlement? 

8.3 Is Mr. Coyne aware that the New Brunswick Public Utility Board (Decision November 30, 

2010) set the benchmark ROE for 2011 at 8.13% as a result of a litigated hearing? 

 

9. Topic: US vs Canadian comparisons 

9.1 With reference to the backtesting and graph on page 26, please provide all theoretical 

support for the notion that it is meaningful to look at rates of return in different 

countries in different currencies without a foreign exchange adjustment. 

9.2 Please present a graph of the average ROE in both the US and Canada over the same 

time period and the long Government bond yield in both countries. 
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9.3 Please provide the annual deficit/surplus for the Federal Governments of Canada and 

the US since the introduction of formula ROEs in Canada in 1994. 

9.4 For each year since 1994 please provide the monthly  average long term Canada and US 

government bond yields(30 year) indicating precisely which data source and yield series 

are being used. Would Mr. Coyne regard these two series to be equivalent such that the 

opportunity cost of long treasury financing in the US could be used as a good estimate 

for the Government of Canada? 
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REQUESTOR NAME: BCUC Utility Customers – AMPC/BCPSO/CEC 

INFORMATION REQUEST ROUND NO. 1 

DATE:  August 31, 2012 

PROJECT NO. 3698659 

APPLICATION NAME: BCUC – Generic Cost of Capital 

TO:  FortisBC Utilities    re: Company Evidence 

 

1. Topic: Fair return standard 

1.1 Please confirm that as stated by the National Energy Board on page 16 a fair return has 

to be comparable to the return from the application of invested capital to other 

enterprises of like risk and not as stated on page 17 a return comparable to the returns 

of other enterprises of similar risk.   

1.2 Please confirm that application means that the dollar of capital has to be able to be 

applied or invested to earn that return, which is not possible if the market value of the 

firm exceeds its book value since the firm cannot access investments at the book value 

of the comparable firm..  

1.3 Please confirm that the Supreme Court of Canada defined the fair return such   

"that the company will be allowed as large a return on the capital 
invested in the enterprise as it would receive if it were investing the same 
amount in other securities possessing an attractiveness, stability and 
certainty equal to that of the company's enterprise." 

Consistent with the NEB’s requirement of “application” the legal standard of a 
fair return in Canada involves the securities of the comparable firm and not the 
return earned by the firms itself as indicated on page 17. If this cannot be 
confirmed please explain in detail how an investor can apply capital in another 
firm without buying its securities. 

1.4 Please confirm that the Supreme Court of Canada and the NEB definition of a fair 
rate of return satisfies the economic definition of an opportunity cost, since 
capital can be allocated at that rate of return whereas the company’s definition 
on page 17 does not.  

 

2. Topic: Allowed ROEs 

2.1 For each of the Fortis BC utilities please provide the annual allowed ROE and 
actual ROE for each year since the adoption of the automatic adjustment 
formula in 1994 where data permits. 
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2.2 Please indicate for each utility and each year in 2.1 above where the actual ROE 
resulted from a settlement or incentive regulation and provide the ROE both 
before and after any sharing with ratepayers. 

2.3 Please discuss the reason for any deviations of the actual from the allowed ROE 
that are greater than 0.50% and provide a brief explanation for the deviation. 

2.4 Please provide a table with the book equity and actual and allowed net income 
for each FortisBC utility since 1994, where data permits, and the breakdown of 
the net income into risk free and risk premium components as determined by 
the BCUC allowed ROE for the year. 

 

3. Topic: Deferral accounts 

3.1 Please list the major deferral accounts available to each Fortis BC utility in 2000, 
2005, 2009 and currently. 

3.2 Please discuss which risks have been removed from the shareholder between 
each of the years in 3.1 above. 

 

4. Topic: Revenue Composition 

For each Fortis BC utility for 2000, 2005, 2009 and currently 

4.1 Please provide a breakdown of the revenue derived from the following customer 
classifications: retail, commercial and industrial. 

4.2 For each customer classification please provide a cost comparison for a typical 
user for the major fuel sources, natural gas, fuel oil and electricity. 

4.3  Please discuss the impact on the trends in the cost competitiveness of the 
different fuels in 4.2 above 

4.4 Please provide the number of customers in each customer classification. 

 

5. Topic: Debt costs 

5.1 Please provide a chart with the monthly yield on a representative long term 
FEI/TGI/BC gas bond issue relative to an equivalent long term Government of 
Canada bond issue and the Bloomberg long term utility yield. 

5.2 Please provide the underlying data used in the graph in 5.1 above. 
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5.3 Please indicate whether the Fortis utilities all raise debt under their own name 
and whether they have ever used parent guarantees to raise debt. 

5.4 Please indicate why the BCUC should not simply impute FEI’s cost of debt to each 
FortisBC subsidiary on the basis that to do otherwise is to penalize BC residents 
who happen to live in the franchise area of a small utility. 

5.5 Please confirm that the OEB imputes the cost of debt and capital structure for 
electricity distributors partly on the basis that to use actual costs might hinder 
consolidation within the industry. 

 

6. Topic: Financings 

6.1 Please provide the following details on all debt and equity financing by FortisBC 
subsidiaries and the parent company Fortis, since 2000 

 Equity: 

a) Date of issue 
b) Size of issue 
c) Discount to the trailing 20 day equity price 
d) Fees 

Debt: 

a) Date of issue  
b) Size of issue 
c) Yield to maturity of issue 
d) Yield of comparable Canada bond 
e) Coupon 

 

 7. Topic: Pension Funding 

7.1 Please provide the latest forecasts of the expected rate of return on the defined 
benefit pension plan assets of the FortisBC subsidiaries and the actuarial firm 
that provided the forecasts. These forecasts should include the overall expected 
rate of return and the rates of return on the following asset groups where 
appropriate: 

a. Canadian equities 
b. US equities 
c. Non North American equities 
d. Bonds 
e. Cash 
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7.2 Please indicate the time horizon of the expected return forecasts and whether 
any of the FortisBC utilities challenged the assumptions used by the actuary. 
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REQUESTOR NAME: BCUC Utility Customers – AMPC/BCPSO/CEC 

INFORMATION REQUEST ROUND NO. 1 

DATE: August 31,2012 

PROJECT NO: 3698659 

APPLICATION NAME:  BCUC – Generic Cost of Capital 

TO: FortisBC Utilities re: Evidence of Dr. Vander Weide 

 

1. Topic: Fair return standard, page7 

1.1 Given the closeness in the definition of fair return and cost of capital, in Dr. Vander 

Weide’s judgement does comparable earnings testimony satisfy the fair return 

standard? 

1.2 Has Dr. Vander Weide ever presented comparable earnings testimony as developed by 

Ms. McShane? 

1.3 Can Dr. Vander Weide agree that the cost of capital is only an expected return “in 

equilibrium”? Otherwise when you expect more than you want you buy and vice versa? 

 

2. Topic:  Comparable Risk Utilities, page 13 

2.1 Please provide extracts from any rating agency reports that indicate that the regulatory 

risk of Dr. Vander Weide’s US sample of firms is the same as that for the Canadian firms. 

2.2   Please provide extracts from any regulatory decisions in Canada that indicate that US 

data can be used in Canada without any qualifications or adjustments, that is not being 

used as a check or a “weighting” or where differences can be accounted for. Failing that 

please indicate where in Dr. Wander Weide’s testimony he has “accounted for” or 

weighted or used his US “comparables” as a check. 

2.3 Would Dr. Vander Weide agree that a proxy is not necessarily the same as the firm 

under examination or imply that its allowed ROE or risk can be used without 

qualification? 
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3. Topic: Comparable utilities, pages 13-25 

3.1  Please indicate where in Dr. Vander Weide’s testimony he has compared capital market 

conditions in the US versus Canada?  

3.2 Please explain what Dr. Vander Weide understands by the term structure of interest 

rates or yield curves? 

3.3 Does Dr. Vander Weide believe that the yield curves in the US and Canada are identical 

at the current point in time? If so please report the following interest rates for both the 

US and Canada: 3 month T. bills, 1 year treasury notes, 5 year treasury notes, over ten 

year bonds and 30 year bonds. 

3.4 Please provide the annual deficits of the Federal Governments of both the US and 

Canada as a proportion of GDP since the introduction of the ROE formula in 1994 and 

comment on whether the trajectories are the same. 

3.5 Please provide the annual average foreign exchange rate of US dollars per Canadian 

since 1994 and would Dr. Vander Weide agree that the Canadian $ has appreciated in 

value since the early 2000’s? 

3.6 Would Dr. Vander Weide agree that investors take currency appreciation and 

depreciation into account when make foreign investment decisions? 

3.7 Please explain what the concept of interest rate parity means and whether this affects 

the ability to compare US with Canadian interest rates. 

 

4. Topic: Quarterly DCF Model, page 25 

4.1 Please provide abstracts of any regulatory decisions in Canada that have explicitly 

accepted the quarterly DCF model. 

4.2 Please provide the quarterly dividend per share data for each Canadian and US utilities 

used in Dr. Vander Weide’s analysis and a discussion of whether in his judgement 

dividends are increased annually or quarterly. 

4.3 Please confirm that if the dividend is paid quarterly then the investor can reinvest the 

dividend to buy more shares and thus earn a higher rate of return, whereas Dr. Vander 

Weide is assuming that the utility reinvests the money to earn a higher rate of return 

and is therefore double counting.  
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4.4 Please provide a numerical example of a utility with $100 rate base that is allowed a 

10% ROE and pays out all earnings as a quarterly dividend of $2.50 under two situations: 

a) the investor uses the $2.50 dividend to reinvest by buying 2.5% more shares at the 

constant more price of $100 and b) the utility decides to only pay an annual dividend 

and thus invests the $2.50 on behalf of the investor. In each case what is the annual rate 

of return to the investor by the utility being allowed a 10% ROE. 

4.5 Please provide the DCF fair return estimates without the quarterly compounding of 

dividends. 

 

5. Topic: US DCF Estimates, pages 25-31 

5.1 Please indicate whether in Dr. Vander Weide’s judgement utilities are dividend intensive 

stocks and affected by the relative taxation of dividends versus capital gains. 

5.2 Please indicate the source of the data on the % of regulated operations in Exhibit 3 

5.3 For each firm in Exhibit 6 please provide the past five year growth experience and 

compare it to the forecast 5 year growth forecast. 

5.4 Please provide the annual dividend and earnings per share for each firm in Exhibit 6 

from 1990 or the latest period available.  

5.5 Please indicate any academic research that indicates that analyst forecasts are biased 

low estimates of future growth rates? 

5.6 Please indicate that what is of interest for the DCF model is the future dividend growth 

rate and not the earnings growth rate, and provide any support for the assumption that 

dividend growth rates over short horizon periods equal dividend growth rates. 

 

6. Topic: Canadian Risk premium estimates, pages 32-35. 

6.1 Please recalculate the data in table 2 using total bond returns rather than yields. 

6.2 Please provide references to any published academic studies that calculate risk premia 

based on yields rather than returns. Please confirm that the use of yields biases risk 

premia estimates up (down) when interest rates are falling (rising) since it ignores the 

capital gain to holding bonds.   
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6.3 Please provide copies of any testimony filed by Dr. Vander Weide that used yields in the 

period prior to 1991 when interest rates were often rising. 

6.4 Please indicate whether Dr. Vander Weide has ever filed testimony using risk premia 

based on bond returns rather than yields. 

6.5 Please confirm that BCE has been a part of the utilities index, and when it was, it 

included its ownership of Nortel. 

 

7. Topic: US forward looking Risk premia, pages 35-38 

7.1  Please provide the estimates without the quarterly compounding of dividends. 

7.2 Please confirm that these estimates rely on the contemporaneous rather than forecast 

long Treasury bond yield. 

7.3 Please confirm that the last estimate is simply the DCF estimate and indicate what it 

would be for both gas and electric companies without the quarterly dividend 

compounding and using a one year forecast long treasury Yield. 

 

8. Topic: CAPM Estimates 

8.1 Please confirm that the Value Line beta estimates are adjusted toward 1.0 using the 

Blume adjustment. 

8.2 Please indicate whether Dr. Vander Weide is aware of any published academic research 

that indicates that utility betas “regress” toward their grand mean rather than 1.0 as 

assumed by the Blume adjustment. 

8.3 Please provide a graph of the utility betas in Dr. Vander Weide’s sample of US firms 

since 1990 and indicate whether they have regressed or moved toward 1.0. 

8.4 Please indicate why Dr. Vander Weide has used a US market risk premium estimate 

rather than a Canadian one since the fair return estimate is for a Canadian company. 

8.5 Please provide a copy of the 2011 Year book.  

8.6 Please confirm that the CAPM studies referenced by Dr. Vander Weide to justify the 

graph on page 41 used short term Treasury Bill yield as the risk free rate and did not 

adjust beats the way that value Line does.  
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8.7 Please provide the CAPM estimates similar to those on page 42 using Treasury bill yields 

and actual betas. 

 

9. Topic: Allowed ROE and Common Equity Ratios, page 43-51 

9.1 Please provide the book equity Canadian utilities in Table 4. 

9.2 Does Dr. Vander Weide judge it to be meaningful to compare FEI with PNG, Heritage 

Gas, and Alta Gas? 

9.3 Please indicate whether US regulatory commission regulate common equity ratios in the 

same way as do Canadian commission. 

  




