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4.

i ON AS
4.1 General

Having determined the rate base for YECL, the Board is
also required pursuant to Section 32(2) of the Public
Utilities Act to "fix a fair return on the rate base".

" (2) The board, by order, shall fix a fair
return on the rate base.

{(3) 1In determining a rate base the board
shall give due consideration to the cost of
the property when first devoted to public
utility use, to prudent acquisition cost less
depreciation, amortization or depletion, and
to necessary working capital.

(4) In fixing-the fair return that the
public utility is entitled to earn on the rate
base, the board shall give due consideration
to all those facts that in the opinion of the
board are relevant.

(5) Notwithstanding the other provisions
of this section, the board may adopt any just
and reasonable hasis for determining a method
of calculating a fair return on property that
is being constructed or that has been
constructed or acquired but is not yet being
used to provide service to the public.®
In fixing the fair return on rate base, the Board
considers it appropriate to take into consideratjon the rate
of return applicable to each component of the Company’s
capital structure which it considers to be financing the rate
base.
Generally, the Board considers that a fair return on rate
base is a return that will result in providing the customers

of the utility with the lowest utility rates practicable
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consistent with the utiliﬁy's duty to furnish safe, adequate
and proper service on an on-going basis.

The return should be sufficient to enable tha utility to
maintain its property, plant and equipment in an effective and
efficient operating condition, and at the same time enable the
utility to maintain its financial integrity and thus enable it

to obtain necessary capital on reasonable terms.

4.2 Capital Structure
Tab 5, Schedule 4 of YECL’s Application sets out YECL’s

proposad capital structure for 1991 and 1992.

Midyear Midyear

Balance - Balance

~1891 _ 1991 _A1992 1992

(000’s) (000’ &)
Long Term Debt $ 9,011 41.51% $10,511 39.23%
Preferred stock 4,940 22.76% 6,440 24,04%
Common Stock 7,408 34.13% 9,422 35.17%
No Cost Capital 347 1,60% 418 1.56%

$21,.706 100.00% $26,791 100.00%
The Board accepts for purposes of this Decision YECL’s

proposed capital structure.

4.3 Cost of Debt

As noted by the City of Whitehorse in its argument, YECL
proposed to raise $3 million through a debt issue in 1992 at

a forecast coupon rate of 10.91%. The City of Whitehorse also
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noted that Canadian Utilities Limited had recently issued debt
with a coupon rate of 9.92%. Given tha significant reduction
in long term interest rates, the Board will allow a rate of
10.0% to be applied to YECL’s forecast 1992 debt issue. The
Board has recalculated the embedded cost of debt for 1992 as

11.302%,

4.4 Rate of Return on Common Equity

4.4.1 Reguested Rate - Fair Rate of Returnp
In its initial Application filed June 6, 1991, YECL

requested a failr rate of return on rate base deemed to be
financed by equity of 14% for each of the years 1991 and 1992.

YECL’S requested fair rate of return was based on APL's

requested rate of return for the years 1951 and 1992. During
bt tindebtnlihg - AvTL.

the course of the proceé&iﬁés the Company fouﬁé it necessary
to file Yukon specific evidence with respect to the fair r=*
of return on common equity.

Two witnesses appeared on the matter of a fair rate of
return. The applicant(s) presented Ms. K.C. McShane, a vice-
president with the Washington based consulting firm Foster
Associates. Curragh Resources Inc. presented Mr. David
Parcell, a vice-president with the Virginia based firm

Technical Associates Incorporated.
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4.4.1.1 Evidence of Ma. McShaneg

Ms. McShane, YECL’s expert witness, recommendéd a fair
rate of return of 14.75%% to 15% for each of the years 1991 and
1992. The Company adjusted its 1992 revenue requirement based
on Ms. Mashane’s Yukon specific evidence and requested a
14.78% rate of return on common equity in 1992.

Ms. McShane relied upon three tests in developing her
rate of return recommendation(s): the comparable earnings
test, the Discounted Cash Flow ("DCF") and equity risk
premium. Ms. McShane acknowledged that the results of each
test vary and that the weight given to each is a matter of
judgement. Ms. McShane assigned a weight of 50% to her
comparable sarnings results and 50% weight to her DCF and
aquity risk premium raesults taken together.

With respact to Ms., McShanae’s application of the
comparable earnings test, the Board is basically concerned
with the nature of the data on which it is based. The Board
recognizes that the rate of return on common equity
calculation is based on earnings values and book values which
reflect the application of generally accepted accounting
principles. However, the Board is concerned that the
application of these uprinciples may well result in values
which, in fact, have not accurately reflected the
corparation’s earnings in an econemic sense. The Board is led
to this conclusion by, among other things, Ms. McShane’s

acknot, iedgement that a major weakness of the test may be
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distortion of book values in earlier Years. The Board is also
led to this conclusion by the significant differences, on
average, between per share market prices and book values for
Ms. McShana'’s sample companies,

Ms. Moshane’s analysis of price level adjusted book
values supports the conclusion that substantial differences
exist between the accounting values and price lavel adjusted
values, This being the case, the Board is led to the
conclusion that historical rates of return on common equity
may well overstate the rate of return prospactively achievable
by these companies.

Ms. Mcshane‘’s position is that the values based on
historical accounting data are appropriate bacause the fair
rate of return is to be applied to utilities regulated on an
original cost basis. This contention has a certain appeal;
however, the Board 1is not convinced that the data for
industrial corporations which are subject to wide variations
in capital intensity and, in all likelihood, in asset
vintages, will average out to provide values which fit closely
enough with the economic circumstances of the two utilities
that are the subject of this Decision.

While the Board remains concerned with the limitations of
comparable earnings data for a determination of the
appropriate level of the fair return, the Board is of the view
that these data provide an indication of the trend in rates of

return, The Board notes the reductions made by Ms. McShane in
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)

her astimates of 1991 rates of return for her industrial
sample during the course of her various appearances in 1991,
In addition, the Board is concerned that Ms. McShana’s
expectation concerning the possible extent of an economic
recovery 1ls somewhat optimistiec. Accordingly, the Board is of
the view that Ms. McShane’s estimate of 1992 corporate
profitability is overstated.

With respect to Ms. McsShane’s application of the DCF
test, the Board notes that Ms. McShane raised her estimate of
growth (although data the same) from her APL estimate because
of the decline in the dividend yield component. Ms. McShane
acknowledged that the decline in the dividend yield could also
be attributed to a decline in the rate of return recquired by
investoras in common shares. In view of the contemporaneous
decline in interest rates and no clear signs of improved
corporate profitability, the Board feels that the decline in
the dividend yield is more likely a manifestation of a decline
in Investors’ Required Rates of Return (WIRR"). Accordingly
the Board believes that Ms. McShane’s DCF estimates overstate
the IRR.

In developing her estimate of the IRR based on the equity
risk premium methed, Ms. McShane utilized a long term
Government of Canada bond rate of 9.75%. At the time of the
hearing, yields on Government of Canada bonds 10 years and
over to maturity were in the order of 8.98%. Notwithstanding

this fact, Ms. Mcshane felt that her 9,75% value continued to
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be appropriate given her expectation that an economic recovery
would soon materialize. In her view, this would rekindle
investors’ concerns regarding inflation and bond yields would
increase accordingly. 1In addition, Ms. McShane stated that
‘her 9.75% estimate was related to a longer term bond typically
used a benchmark for pricing corporate bonds.

As indicated earlier, the Board is concerned that Ms.
McShane’s expectation as to the passible extent of an econcmic
recovary is overly optimistic. Accordingly, it is the Board’s
view that, given present ciroumstances, the current level of
Government.of Canada bond yields should be given considerable
welght in the application of the equity risk premium test for
the 1992 test year. Further, for the purposes of this test,
the Board does not accept Ms. McShane'’s position that the
relevant Government of Canada bond is a particular issue used
as a benchmark for the pricing of new corporate bond issues.
In the Board’s view, the relevant base yield for the equity
risk premium test is the average yield on all long term
Government of Canada bonds available to investors. These
represent the long term investment opportunities foregone by
investors who choose to invest in common stocks. Moreover,
their average value 1is available from an independent
government agency.

In determining the fair rate of return from her
application of the DCF and equity risk premium tests, Ms,

McShane adds a flotation cost component to her estimate of the
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IRR. S5he incorporates this increment to ensure that the
financial integrity of the common shareholdars’ investment is
maintained. Ms. McShana’s increment would, in her view,
pernit the utility’s shares, 1if publicly traded, to trade
under normal conditions at prices in the order of 120% éf
their book value. In addition, share prices would be expected
to remain above book value whenever new shares were iésued.

| Ms. McShane stated that the businesa risk of VYECL

| exceeded that of a high grade utility attributing the

difference to higher market demand risk and a higher supply

risk.

She acknowladged on cross-examination that YECL’s load
did not have a high concentration of industrial sales,
howaver, she indicated that YECL’s wmarket demand risk was
higher due to the reliance of YECL’s customers on the mining
indﬁstry.

Ms. McShane acknowledged that no Board or Commission had
allowed a common equity rate of return equal to her
recommended falr rate of return. Nevertheless, none of .the
utilities for which she had testified had market prices below

their book values.

4.4.1.2 Evidence of Mr. Parcell

Mr. David Parcell, appearing on behalf of Curragh
Resources Inc., confined his analysis to the application of

the comparable earnings and equity risk premium tests. It was
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his position that he was unable to apply the DCF test in the
Canadian context due to the absence of "pure" utilities in
Canada.

Mr. Parcell acknowledged that both tests require the
application of judgement. For his application of the
comparable earnings test, Mr. Parcell indicated that judgement
must be applied in developing a procedure to adjust the
rasults obtained for industrial companies. In undertaking his
comparable earnings analysis, Mr. Parcell relied upon two
pleces of information, both of which incorporate the common
book equity per share derived from each corporation’s
financial statements. The first item is the rate of raturn on
common aquity; the second is the ratio of per share market
price to per share common book equity. Mr. Parcell was asked
by the Board’s consultant to comment on the implications of
several accounting iséues,Aall of which have implications for
the values utilized by Mr. Parcell. Notwithstanding Mr.
Parcell’s responses, the Board is concerned that the
accounting issues which impact on the interpretation of these
data were not adequately addressed, particularly given that
Mr. Parcell’s market-to-book adjustment process also utilizes
such data.

The Board is concerned with the efficacy of Mr. Parcell’s
methodology for estimating equity risk premiums. The Board
finds it difficult to accept values for individual years as

low as those estimated by Mr., Parcell for 1989 and 1990.
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While the Board recognizes that Mr. Parcell relied upon the
averaga for all years, the Board is not convinced that the
individual values necessarily "average out" to a value in
which sufficient confidence c¢an be placed. Moreover,
recognizing that the process is directed to establishing a
fair rate of return for the 1992 test year, the Board would
have expected, given Mr. Parcell’s position that the premium
depends on the stage reached in the buéiness cycle, that Mr.
Parcell would have established the value appropriate to the
likely to be reached stage in the business cyacle in 1992.
With respect to the degree of confidence to bg placed in
Mr., Parcell’s beta value adjustments, Mr. Parcell acknowledged
that hae had not examined the Wstandard error of estimate"
of the regrassion aestimates. The Board notes that the
"R-squared" values reported by Ms. McShane for her beta values
(the latter utilized by Mr. Parcell in his testimony), are
very low. The Board considers that these values indicate that
Mr. Parcall’s adjustment process - relying as it does on only
one measure of risk - is built on a statistical foundation of

guestionable worth.

4.4.2 [a] ! ition

After giving due consideration to the evidence and
argument presented in connection with the general rate
épplication, the Board has concluded that a fair rate of

return on common equity of a high grade utility with a common
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equity ratio of approximately 35% is 12.75% for each of the

years 1991 and 1992.

The Board has also YECL’s business risk

does not differ materially from that of a high grade utility.

The Board consjiders that there is ample opportunity for YECL

to make application to the Board for rate relief in the event

that the Conmpany perceives that the closure of a mine would

have a detrimental effect on its revenues. e

Accordingly, the Board has determined that a fair rate of
return, on the portion of YECL’s rate based deemed to be
financed by common equity, is 12.75% for each of the tests
years 1991 and 1992.

. ELECTRIC UTILITY REVENUE REQUIREMENT
2ot Fuel Expense

5.1.1 Fuel Price

YECL forecast an average cost per litre of fuel of 31.0
cents and 32.7 cents for 1991 and 19%2 respectively. During
cross—examinaﬁion Company witnesses indicated that the 1991
and 1992 fuel prices were forecast to increase by 5% and 5%
respectively. These increases were based on the forec:zsr
inflation rate plus 1%.

During cross-examination the Company witnesses stated the
following with respect to the forecast cost of fuel for 1991:

"Due to the very high prices resulting from

the Gulf War in the later part of 1990 and the
effects that are still being felt in the early
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inadvertently not deducted from retained earnings for purposes
of determining the 1991 and 1992 revenua recquirements. YEC
advised that expected Bill Relief Program Payments are
$193,538 and $467,157 for 1991 and 1992 respectively.
For tha purpose of this Decision the Board has reduced
YEC’s retained earnihgs by $193,538 and $467,157 for 1991 and
1992 respectively to reflect the impact of the Bill Relief

Program.

4. Rat Commnm Equit
4.3.1 Introductio
Paragraph 2 of Order of Council, 1991/62, states that:
"2. The Board must include in the rates of
Yuken Energy Corporation provision to recover
a normal commercial return on Yukon Energy
Corporation’s equity, less one-half of ane
percent (.5%).nv
Two witnesses appeared on the matter of a fair rate of
return.. The applicant(s) presented Ms. K.C. McShane, a vicew
president with the Washington based consulting firm Foster
Asgociates, Curragh Resources Inc. presented Mr. David
Parcell, a vice-president with the Virginia based firm,
Technical Associates Incorporated.
YEC in its evidence stated that:
"YEC has determined that the rate of return
requested by YECL represents a fair and
reasonable normal commercial rate of return,
and YEC will rely on the testimony of YECL
with respect to the normal commercial rate of

return submitted in the GRA for 1991 and 1992.
In accordance with the directive, YEC has set



YUKON UTILITIES BOARD PAGE 23.
DECISTON 1992-1

its rate of return in this Application at one
half of one per cent less than the rate
requested by YECL." (Page 2-24)

During cross-examination by intervenors YEC’s witness,
Ms. Mcshane, indicated that her interpretation of the term
"nmormal commaercial return" is:

"... basically the same as what would be
considered the fair return on equity for any
private utility." (Tr.149)

The City of Whitehorse in its argument submitted that the
phrase "normal commercial return" refers to what the returrn
would be for businesses in Yukon.

During cross-examination Ms, McShane explained that it s:-
not appropriate to compare YEC’s return to the returns o
other businesses in Yukon because capital is raised ir
national markets and ultimately the relative cost of equity ox
debt is determined in national and even international markets

YEC in its reply argument submitted that the City o7
Whitehorse’s interpretation of Order in Council, 1991/62, is
without merit. YEC submitted that Section 2 of the Order ir
Council must be read in conjunction with Section 4 which
states;

"4. Except to the extent otherwise stated by
this Directive or the Act, the Board must
review and approve rates in accordance with
normal principles applicable in canada for
similar utilities." (Tab 12, Page 2)

The Board notes that implicit in evidence submitted by

both Ms. McShane and Mr. Parcell is the assumption that
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"normal commercial return" is equivalent to the fair return on
equity for any investor owned publiec utility.
The Board, for the purposes of this Decision, has

interpreted "normal commercial return" to mean "fair return"

en_equity for a investor owned public utility with similar

I

risk characteristics.

—

4.3.2 Fair Rate of Return on Common Equity

In its initial Application filed June 6, 1991, YEC
requested a rate of return on rate base deemad to be financed
by common eguity of 13.5% for each of the years 1991 and 19%2.
YEC’s request was based on YECL’s requested rate of return on

- equity of 14% for 1991 and 1992 less a downward adjustment of
0.3% to reflect the direction contained in Order-in-Council,
1991/62.

YECL’s initial requested rate of return was based on
APL’s (YECL’s parent) regquested rate of return for the years
1991 and 1992 before the Public Utilities Board, Alberta.
During the course of the proceedings YECL and YEC filed
evidence specific to YECL and YEC with respect to the fair

rate of return on common equity,

4.3.2.1 Evidence of Ms, McShane

Ms. McShane, YEC’s witness, recommended a fair rate of
return of 14.75% to 15% for YECL for each of the years 1991

o and 1992. VYEC amended its 1992 revenue requirement based on
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Ms. McShane’s Yukon specific evidence and requested a 14.25%
rate of return on common equity.

Ms. McShane relied upon three tests in develeoping her
rate of return raecommendation(s) : the comparable earnings
test, the Discounted Cash Flow (“DEP") and equity risk
premium. Ms. McShane acknowledged that the results of each
test vary and that the weight given to each is a matter o€
judgement. Ms. McShane assigned a weight of 50% to her
comparable earnings results ard 50% weight to her DCF andg

equity risk premium results taken together.

With respact to Ms. McShane’s application of +the

comparable earnings test, the Board is basically concerned

with the nature of the data on which it is based. The Board
—

recognizes that the rate of return on common equity

calculation is based on earnings values and book values which
reflect the application of generally accepted accounting

principles, However, the Board is concerned that the

application of these principles may well result in values

which, in fact, have not accurately reflected the

corporation’s earnings in an economic sense. The Board is led

to this conclusion by, among other things, w-. McShane’s
acknowledgement that a major weakness of the test may be
distertion of book values in earlier Years. The Board is also

led to this conclusion by the significant differences, on

average, between per share market prices and book values for

Ms. McShane’s sample companies.
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Ms. McShane’s analysis of price level adjusted hook

values supports the conclusion that substantial differences

exist between the accounting values and price level adjusted

values. This being the case, the Board is led to the

conolusion that historical rates of return on common equity
B

may wall overstate the rate of return prospectively achievable

by these companigEL_

Ma., McShane’s position is that the values haszed ar
historical accounting data are appropriate because the -
rate of return is to be applied to utilities regulated ~- -
original cost basis. This contention has a certain sppsal;
however, the Board is not convinced that fthe data 7.
industrial corporations which are subject to wide variatic-.
in capital intensity and, in all likelihood, in asse.

-vintages, will average out to provide values whi~h fis clogels
enough with the economic circumstances of th: twe usiiie .
that are the subject of this Decisipn.

While the Board remains concerned with the limitations of
comparable earnings data for a determination of the
appropriata level of the fair return, the Board is of the view
that these data provide an indication of t trand ih rates of
return. The Board notes the reductions made by Ms. McShans in
her estimates of 1991 rates of return for her industrial
sample during the course of her various appearances in 1991,
In addition, the Board is concerned that Ms. McShane’s

expectation concerning the possible extent of an economir
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recovery is somewhat optimistic. Accordingly, the Board is of
the view that Ms. McShane’s estimate of 1992 corporate
profitability is overstated.

‘With respect to Ms., McShane’s application of the _DCE
test, the Board notes that Ms. McShane raised her estimate of
growth (although data the same) from her APIL estimate because
of the decline in the dividend yield component. Ms. McShane
acknowledged that the decline in the dividend yield could also
be attributed to a decline in the rate of return required by
inveétbrs in common shares. In view of the contemporaneous
decline in interest rates and no clear signs of improved
corporate profitability, the Board feels that the decline in

- the dividend yield is more likely a manifestation cof a decline
in Investors’ Required Rates of Return ("IRR"). Accordingly
the Board believes that Ms. McShane’s DCF astimates overstate
the IRR.

In developing her estimate of the IRR based on the equity
risk premium method, Ms. McShane utilized a long term
Government of Canada bond rate of / At the time of the
hearing, yields on Government of Canada bonds 10 years and
over to maturity were in the order of 8.98%. Notwithstanding
this fact, Ms. McShane felt that her 9.75% value continued to
be appropriate given her expectation that an econonmic recovery
would soon materialize. In her view, this would rekindle
investors’ concerns regarding inflation and bond yields would

increase accordingly. 1In addition, Ms. Mc$hane stated that
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her 9.75% estimate was related to a longer term bond typically
used a benchmark for pricing corporate bonds.
As indicated earlier, the Board is concerned that Ms
McShane’s expectation as to the possible extent of an economic
recovery is overly optimistic. Acecerdingly, it is the Board'’s

view that, given present circumstances, the current level of

Government of Canada bond yields should be given consideran’

=Y

waeight in the application of the equity risk premium test - -

the 1992 test year. Further, for the purposes of this test,

R ]

the Board does not accept Ms, McShane’s position that the

relevant Government of Canada bond is a particular issue used
as a benchmark for the pricing of new corporate bond issues.

In the Board’s view, the relevant base yield for the equit:

risk premium test is the average yield on all long -

Government of Canada bonds available to investors. Th -

represent the long term investment opportunities foregonsz i
investors who choose to invest in common stocks. Moreover
their average value is available from an independen:
government agency.

In determining the fair rate of return from her
application of the DCF and equity risk premium tests, Ms.
McShane adds a flotation cost component to her estimate of the
IRR, She incorporates this increment to ensure that the
financial integrity of the common shareholders’ investment is

maintained. Ms. Mcshane’s increment would, in her view,

permit the utility’s shares, if publicly traded, to trad:
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under normal conditions at prices in the order of 120% of
their book value. In addition, share prices would be expacted
to remain above book value whenever new shares were issued.

Ms. McShane stated that the(business risk §f YEC exceeded
t.at of a high grade utility attributing the difference to
higher market démand risks and a higher supply risk. In
particular, she stated a utility with relative high industria.
sales is viewed as being more risky than one with a balanced
customer base due to the greater volatility of industrial
sales over the business cycle. She considered that YEC’s
derendence on Curragh Resources Inc. exposes the investor to
significant risk and quantified this risk as being greats’
than that faced by investors in a high grade utility su:
APL.

Ms. McShane noted that mitigating factors relative to
YEC’s risk included a $40 million flexible term note payabie
to the Government of Canada and the fact that YEC’s egquity
ratio is higher than most high grade utilities.

Ms. McShane acknowledged on ¢ross-examination that rer
estimate of the impact of a shutdown of the Curragh mine was
based on the assumption that rates to other customers tc
compensate for reduced revenues from the mine would not be
introduced for a full year after the mine closure. She alsc
acknowledged that rates to other customers may peossibly change

sooner then one year after the mine is shut down.
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Ms. McShane acknowledged that no Board or Commission had

allowved a common equity rate of return equal to her

recommended fair rate of return. Nevertheless, nona of the

utilities for which she had testified had market prices helow

t.ieir book values.

4.3.2.2 Evidence of Mr, Parcell

Mr. David Parcell, appearing on behalf of Curragh
Resources Inc., confined his analysis to the application of
the comparable earnings and equity risk premium tests. Tt was
his position that he was unable to apply the DCF test in the
Canadian context due to the absence of "pure" utilities ir
Canada.

Mr. Parcell acknowledged that both tests require the
application of judgement. For his application of +the
comparable earnings test, Mr. Parcell indicated that judgement
must be applied in developing a procedure to adjust the
results obtained for industrial companies. In undertaking his
comparable earnings analysis, Mr. Parcell relied upon two
pieces of information, both of which incorporate the common
book equity per share derived from each corporation’s
financial statements, The first item is the rate of return on
common equity; the second is the ratio of per share market
price to per share common book equity. Mr. Parcell was asked
by the Board’s consultant to comment on the implications of

several accounting issues, all of which have implications for
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the values utilized by Mr. Parcell. Notwithstanding Mr.
Parcell's responses, the Board is concerned that the
accounting issues which impact on the interpretaﬁion of these
data were not adequately addressed, particularly given thatA
Mr. Parcell's market-to~book adjustment process also utilizes
such data.

The Board is concerned with the efficacy of Mr. Parcell's

methodology for estimating equity risk premiums. The Board

finds it difficult to accept values for individual years asn
low as those estimated by Mr. Parcell for 1989 and 1990.
While the Board recognizes that Mr. Parcell relied upon the
average for all years, the Board is not convinced that the
individual values necessarily "average out" to a value in
which sufficient confidence can be placed. = Moreover,
recognizing that the process is directed to establishing a
fair rate of return for the 1992 test year, the Board would
have expected (given Mr. Parcell's position that the premium
depends on the stage reached in the business cycle) that Mr.
Parcell would have established the value appropriate to the
stage likely to be reached in the business cycle in 1992.
With respect to the degree of confidence to be placed in
Mr. Parcell's beta value adjustments, Mr. Parcell acknowledged
that ﬁ;—ﬂggﬁ;;;‘~;;;;;;;;-the "standard error of estimate”
of the regression estimates. The Boar notes that the
—_—

"R-squared" values reported by Ms. McShane for her beta values
—

(the latter utilized by Mr. Parcell in his testimony), are
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very low. The Board considers that these values indicate that
#\\

Mr. Parcell’s adjustment process - relying as it does on only
one measure of risk - is built on a statistical foundation of

questionable worth.
—_—

4.3.3 Board’s Position

After giving due consideration +o the evidence ang
argument presented in connection with tha general rate
application, the Board hasg concluded that a fair rate of

return on common equity of a high grade utility with a commen

equity ratio or approximately 35% is 12.75% for each of the

Years 1991 and 1992,

The Board has also concluded that YEC’s business rish
does not differ materially from that of a high grade utility.
The Board notes that YEC’s common equity ratio is expected *~
be approximately 41% and 42% for the test years 1951 ang 122-
respectively.

Accordingly, the Board has determined that » fair rate asg
return, on the portion of YEC’s rate based deemed tr 1o
financed by common equity, is 12.75% for éach of the tests
Years 1991 and 1992. ‘After applying the provisionz of
Section 2 of Order-in-Council, 1991/62 the Board has
determined a fair rate of return on the portion of YEC’s rate
base deemed to be financed by common equity to be 12.252 for

each of the test years 1991 and 1992,
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45 RATE OF R RN ON COMMON EQUITY
4.5.1 REQUESTED RATE - FAIR RATE OF RETUR

In their revised application, the Companies requested a rate of return on
rate base, deemed to be financed by equity, of 13.125% for each of the years 1993
and 1994 for YECL. Paragraph 2 of Order-in-Council 1991/62 states that:

"The Board must include in the rates of Yukon Energy
Corporation provision to recover a normal commercial return

on Yukon Energy Corporation’s equity, less one half of one
percent (.5%)."

Accordingly, the Companies have requested a rate of return of 12.625% for YEC.

Two witnesses appeared on the matter of a fair rate of return. The
applicants presented Ms. K.C. McShane, a vice-president with the Washington
based consulting firm of Foster Associates, Inc. Curragh presented

Mr. D.C. Parcell, a vice-president with the Virginia based firm of Technical
Associates Incorporated.

4.5.2 EVIDENCE OF MS. MCSHANE

Ms. McShane, YECL's expert witness, recommended a fair rate of return on
common equity in the range of 13.0% to 13.9% for each of the Test Years 1993
and 1994.

Ms. McShane relied on three tests in developing her rate of return
recommendations: the comparable earnings test, the discounted cash flow
("DCF") and equity risk premium.
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In her comparable earnings test, Ms. McShane analyzed realized returns of
low risk industrials over the past business cycle and then estimated a likely range
of returns for these companies in the next cycle. She concluded that the returns
for low risk industrials would fall within the range of 12.5% to 13.5%. She then
applied a downward adjustment of 30 basis points to estimate a return on common
equity for a high grade utility which resulted in a range of 12.25% to 13.25%. A
further adjustment of 50 to 75 basis points was added to her estimate for local risk.
Ms. McShane’s comparable earnings test resuited in a risk adjusted return of
13.0% to 13.75%.

In her DCF test, Ms. McShane used the same group of low risk industrial
companies as were selected for her comparable earnings test. She estimated that
the average dividend yield and average long term growth rates over the last
business cycle were 2.8% and 9.0%, respectively. This resulted in a "bare bones"
cost estimate of 11.8%. Ms. McShane adjusted this "bare bones" estimate by the
same 30 basis points and 50 to 75 basis points, referred to above, to raise the
"bare bones" cost estimate for the Companies to 12.0% to 12.25%. Ms. McShane
then increased the 12.0% to 12.25% for financing flexibility, to achieve a market-to-
book ratio of 115%, raising the DCF return requirement for the Companies to
13.1% to 13.4%.

In her risk premium analysis, Ms. McShane projected that the average yield
on long term Government of Canada bonds (30 year) for 1993 and 1994 would
range from 8.0% to 8.5%. She concluded that the risk premium for a high grade
utility would be in the range of 3.5% to 4.0%. Her "bare bones" cost of capital
resulted in a range of 11.75% to 12.25%. To this, she added 50 to 75 basis points
for local risk for the Companies. A further adjustment for financing flexibility to
achieve a market-to-book ratio of 115% was made, resulting in an adjusted return
for the Companies of 13.7% to 13.9% based on her risk premium test.
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4.5.3 EVIDENCE OF MR. PARCELL

Mr. Parcell, appearing on behalf of Curragh, presented the following four
analyses: comparable earnings, risk premium, discounted cash flow, and a capital
asset pricing model ("CAPM").

In Mr. Parcell’s comparable earnings analysis he noted that the expected
earnings of low risk industrials are 11.5% to 13.5%. He concluded that:

"... the risks of YECL and YEC should be the same as those
faced by Alberta Power (‘APL’) and Canadian Utilities (‘CU’),
since all the capital of YECL is provided by its parent
companies. Both APL and CU are regarded as low-risk
utilities." (Page 16, Curragh Argument)

Mr. Parcell indicated that interest rates and inflation declined during the last
business cycle (1983-1991), resulting in cost of capital for the current business
cycle which is lower than the previous business cycle and, further, he expected
lower profits in this cycle than in the previous business cycle. Mr. Parcell then
made two downward adjustments to the expected returns for low risk industrial:
(1) 100 basis points for the low risk of utilities; and (2) 100 basis points for high
market-to-book ratio, which accompanied the industrial return on equity ("ROE™).

Mr. Parcell’s comparable earnings test resulted in a required return on
equity of 11.5%.

In his risk premium test, Mr. Parcell compared the ROE levels of high grade
utilities with annual yields on long term Government of Canada bonds and
determined that a risk premium of 1.5% to 2.5% was appropriate for high grade
utilities. Using an 8.3% yield on the long term Canada bonds, the average of the
first 5 months of 1993, Mr. Parcell’s risk premium test resulted in a cost of equity
in the range of 9.8% to 10.8%.

In Mr. Parcell's DCF test he analyzed a group of 25 low risk Canadian
industrials and a group of 5 Canadian utilities. He concluded that the DCF cost
of capital is in the range of 11.0% to 11.5%.
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Mr. Parcell employed the same two groups of companies as in his DCF
analysis. In his CAPM analysis Mr. Parcell used, as the risk-free rate, the long
term Government of Canada bond yield average for January to May 1993 of 8.3%.
He determined a return on the market as a whole of 14%, based on an analysis
of certain Toronto stock exchange indices and the returns on 25 industrials and
S utilities. He used a Beta for Canadian utilities from a U.S. edition of Value Line
to conclude that the cost of equity for Canadian utilities is 11.8%.

On the basis of his analyses, Mr. Parcell concluded that the cost of equity
for YECL is 11% to 12%.

4.54 CITY POSITION

The City submitted that an appropriate rate of return for YECL for the test
period is 10.75%, although the City did not provide any evidence to support this
position. The City submitted that Ms. McShane’s recommendations are in excess
of what is required for the Companies as a fair rate of return on common equity.
The City made reference to Canadian Utilities Limited’s ("CUL") market-to-book
ratio in 1992 of about 140%.

In Argument, the City stated the following:

"The High Market-to-Book Ratio on CU Stock Strongly
Suggests That Ms. McShane’s Risk Premium and Discounted
Cash Flow Tests Are Biased Upwards ..." (City Argument,
Page 31)

The City eXpressed concern that Ms. McShane added an allowance of 105
to 120 basis points to her YEC/YECL "bare bones" cost of capital to:

... achieve a market-to-book ratio of 1.15 to permit the utilities
to defray flotation costs, attract capital and maintain a
reasonable degree of financing flexibility." (YEC/YECL
Argument, Schedule A, Page 10)

The City noted that CUL has consistently maintained market-to-book ratios
higher than 115% even though its affiliates were awarded rates of return on equity
less than that recommended by Ms. McShane.
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The City noted concerns regarding the reliability of the comparable earnings
test and submitted that this test should be accorded little weight. The City
expressed a concern with regard to a change in Ms. McShane’s sample of low risk
industrials from that of her Evidence in the APL proceedings. The City noted that:

“... the three companies she added had a rate of return
averaging 18% for 1983-91, while the six she subtracted had
a lower rate of return of 15%." (City Argument, Page 34)

With respect to Ms. McShane’s risk premium test, the City expressed
concern with her analysis, which indicates that risk premiums rise significantly as
interest rates fall, noting that the:

"... last ten years show much lower levels of risk premiums
than the first seven in her data." (City Argument, Page 37)

The City disagreed with YECL's proposal that the company’s rate of return
should be developed on a stand-alone basis. The City noted that YECL is
financed through CUL for its debt and equity. The City also noted that YECL does
not:

"... transact business with CU on an arm’s length stand-alone
basis, as is shown by its transfer of the Fish Lake property by
gift to an unregulated CU company." (City Argument,
Page 39) '

The Companies submitted that Ms. McShane’s economic forecast is overly
optimistic and further suggests that:

"... the current business cycle is not like the last one and is
likely to be characterized by lower profits." (City Argument;
Page 34)

The City concluded that an appropriate rate of return for YECL is 10.75%

and, based on the requirements of the Order-In-Council, the appropriate rate of
return for YEC would be 10.25%. |
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4.5.5 CURRAGH POSITION

Curragh noted that the rate of return awarded to YECL, in its previous GRA
proceeding, was 12.75%. Curragh submitted that the cost of capital has
decreased since that time.

Curragh noted that Mr. Parcell made a 1% adjustment for the high levels of
market-to-book ratios and that Mr. Parcell testified that:

"... @ market to book adjustment is proper because, with a
higher market to book ratio, a comparable cost of capital is
less than with a lower market to book ratio." (Curragh
Argument, Page 21)

With respect to the risk premium test, Mr. Parcell used a risk premium of
1.5% to 2.5%, whereas Ms. McShane used 3.5% to 4.0%. Curragh submitted that
Ms. McShane's risk premium does not recognize the decline in risk premiums in
recent years.

In Mr. Parcell's DCF test, Curragh noted that he did not include an
adjustment for financing flexibility:

"... since the DCF costs approximate the earned ROE and the
achieved M/B already exceeds 125 percent.” (Curragh
Argument, Page 23) '

Curragh submitted that it would be inappropriate to assess YECL as a
stand-alone company. Curragh noted that Mr. Parcell explained that the cost of
capital of YECL is tied to the cost of capital for APL and CUL. Curragh submitted
that this, in turn, reduces YECL’s financial risk. Currégh further submitted that
YEC’s and YECL’s business risk: |

.. is further reduced by being able to request the YUB to
award rates retroactively to guarantee a fair return for the first
year of a two year test period for rate making (1993-1994)."
(Curragh’s Argument, Page 24)

Curragh submitted that, based on the Evidence of Mr. Parcell, the
appropriate rates of return for YECL and YEC are 11.0% and 10.5%, respectively.
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4.5. A POSITION

FOA submitted that YECL and YEC should be awarded rates of return of
10.5% and 10.0%, respectively, although FOA did not provide evidence to support
this position.

4.5.7 _YEG/YECL POSITION

The Companies disagreed with the City and Curragh that YECL should not
be assessed on a stand-alone basis. The Companies suggest that this approach:

"... neglects both financial theory and the empirical evidence
of CU's and YECL's risks." (YEC/YECL Reply Argument,
Page A1)

The Companies noted that the risks of the Yukon utilities are greater than
those of CUL.

In Reply Argument, the Companies opposed the City’s criticism of
Ms. McShane’s selection criteria in her comparable earnings test. The Companies
noted that Ms. McShane based her selection, in this case, on the criterion of
industrials which have not decreased their dividend by more than 25% and
explained that such a reduction is a sign of significant financial distress and,
therefore, a risk. ‘

With respect to the equity risk premium test, the Companies noted that the
City disagreed with Ms. McShane’s estimated risk premium for high grade uﬁlities
of 3.5% to 4.0%. The Companies submit that the risk prerhium is 70% of the risk
premium for the aggregate stock market, which was supported by Mr. Parcell’s
CAPM test. The Companies indicated that:

"While the City asserts that the downward adjustments of both
experts are inadequate, they provide no evidence to support
this claim." (YEC/YECL Reply Argument, Page A4)
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The Companies noted the City’s criticism of Ms. McShane’s evidence where
she stated that the risk premium rises rapidly as interest rates fall. The Companies
also noted that risk premiums fell rapidly when interest rates rose dramatically in
the early 1980’s.

The Companies support the City’s conclusion that, due to the difficulties with
the application of the CAPM test, Mr. Parcell’s results from the test should be given
little weight. The Companies expressed concern regarding the intervenors’
contention that the consistent high market-to-book ratios of CUL suggests that
Ms. McShane’s recommendation for a rate of return is overstated. The Companies
submitted that:

"... there is no connection between allowed or achieved rates
of return and market-to-bock ratios due to deficiencies

inherent in these ratios." (YEC/YECL Reply Argument,
Page A7)

The Companies expressed a concern that the City was relying on the
evidence of an expert in the Alberta PUB hearings for APL. The Companies
submitted that the Board, in the current Yukon proceeding, ruled that this hearing
would rely on the review of new expert testimony and, therefore, it would be
inappropriate to:

. fe-argue the evidence from the earlier Alberta case.”
(YEC/YECL Reply Argument, Page A9)

4.5.8 BOARD FINDINGS

Having considered all the evidence and argument of the parties, and
recognizing the forecast economic condition for 1993 and 1994, the Board finds
that a return on common equity deemed to be financing the rate base of YECL of
11% is fair and equitable. In accordance with Order-In-Council 1991/62 YEC is
allowed a return of 10.5%. '
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