UTILITIES CONSUMERS' GROUP
Box 9300

29 Wann Rd.

Whitehorse, Yukon Y1A 4A2
Ph./Fax: 633-5210

September 2, 2008

Yukon Utilities Board

Box 31728

Whitehorse, Yukon

Y1A6L3

Attention. Deana Lemke, Board Secretary

Re: YECL 2008-09General Rate Applicat

Dear Deana:
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As per Board Order 2008-07, the UCG would like to file the following evidence on rate of

return and capital structure.

Should you have any questions, please do not hesitate to contact me.

Yours truly,

Roger Rondeau
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Table 1: Canada-US \verage \llowed Return Differential, 1992-2007

Canada us Difference
1992 12.88 11.98 0.89
1993 12.58 11.37 1.21
1994 11.44 11.24 019
1995 12.03 11.44 0.59
1996 11.68 1112 0.56
1997 11.01 11.31 -0.29
1998 10.38 11.52 -115
1999 952 10.64 -1.12
2000 9.80 11.35 -1.55
2001 9.64 10.96 -1.32
2002 9.61 1110 -1.48
2003 979 10.97 -118
2004 955 10.62 -108
2005 9.52 10.41 -0.89
2006 8.99 10.43 -1.45
2007 8.71 10 35 -1.64

By the simple metric of average ROEs in Canada and the US.a clear disparity has emerged.

This disparity was the subject of a recent report by Concentric Foergy Advisors. which examined
the disparity between Ontario 1LDCs and US [.DCs m particular Fhe Concentrie Report
concludes that Canadian ROEs were more sensitiv e to the drop i bond yields over this perrod
than were US ROEs. Further. the Concentric Report suggests that this sensitiv ity arose through
the adoption ol an automatic adjustment mechanmism that explicitly ties Canadian ROLs (o long-
bond prices.”

B. Is Allowed ROE the Proper Metrics for the Comparison of the
Treatment of Utilities by their Regulators?

A threshold question s whether the figures i Table 1 mean anything in terms of assessing
regulatory treatment i Canada versus the USL That s, grven the unique economic and fancial
contexts of cach country. are ROLs structurally different such that an allowed returnn the
Canada does not mean the same thing as an allowed return in the US?

Three issues artse in answering this question First. is the ROE the proper metrie, as opposed to
the return that the utilities in question have actually achieyed during the perrod of time the rates
were m efleet? Teis o queston that artses often in comparison of ROLEs. Second, does capital
flow freely between countries? I capital does not flow between countries, allowed returns are

Concentrie Fnergy Advisors, ™ N Comparative Analyvsis of Return on L guity of Natural Gas L ohines”” prepared
for Ontario 1 nergy Board (2007). p. 2.

N

[d..p. 50.
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Price Caps, Rate-of Return Reguiation. and the Cost of Capital

TABRLE 1 AVERAGH INFRASTRUCTUHE FIRM BITAS AY COUNTEY SECTOR AND IYPE OF REGULATION,
199694
Gombined gasg

Electricily Gas wnd slpctrnity Water Telouoms
Countyy wlation  Bets  Begulation  Beis  Begudetion Bets  Regulanon  Bets Regudption
Canada —_ e - e ROB G625 - RORB 031
dapan ROR 343 e e
Sweaden e e i
United Kingdom Pricecap (B4 - Gul
United States ROR 130 ROB 120 ROR .25 ROR .28 Prge cap

ATET
BOR inthers; 852

- Nt avaiiable or oot applicabie.

Hote: The hetas are asset hatas that control for differences in debt-equity raties hotween finns. BOR 55 rate-nhereturn reguianon.

Sowrce: Dxford Feonomin Researel Associates. "Begulatory Structure and Risle A International Lomparison” fLendoa, 1908,

the regulator natarally takes into account the
regulated utilings rate of return 1 its laugh. the
price cap s likely to be reduced ifitis Tow. the
price cap may be relaxed

But as long as price cap reviews are sufficiently
infrequent (sav, every five vears), price cap and
rate-of-return regulation should hay e different
ctfects on regulated firms In particular a price
cap subjects businesses to more riskh For ex-
amples under price cap regulation, af o firm s
costs rise.ats profits will fall Decause it cannot
raise its prices to compensate for the cost in-
creases—at least until the next price review .
which may be several years away. Under rate-
of-return regulation, however. the business
would scek—uand typically be granted within a
VeUr or So—a compensating price rise. so its
profits would not change much Butif the firm's
costs tall price cap regulation 1s more advan-
tageous to the firm than rate-of-return regula-
tion. because it would retain more of the
resulting benefits as profits. Thus, under rate-
of-return regulation. consumers bear some of
the risk that firms bear in price cap systems,
This difference in impact means that firms sub-
ject to price cap regulation have a stronger in-
centive 1o lower their costs because they keep
more of the cost savings than they would if
they were subject to rate-ol=return regulation
But the increased sk they bear tends to raise
their cost of capital

Empirical evidence on risk
andd the regulatory system

The risk that affects o firm's capital cost can be
measured by asstatistic called the firm's beta Betas
are used by investors worldwide and are an im-
portant factor m their decisionmaking. A firm s
Deta measares the extent (o which the firny's re-
turns vary relative to those of o diversitied port-
folio of equity holdings, It indicates whether an
investor with a diversified portfolio would take
on more risk by investing ina particular firm
The higher the bet the bigger the increase in
the riskiness of the imvestor’s portfolio.

Several studies that compared the betas of Brit-
ish firms subject (o price cap regulation with
those of TS firms subject to rate-of-return regu

lation found that the U S lirms have fower be

tas. as expected. But the results Teave room for
doubt because it is unclear whether it is the
difference in regulation that's at work or some

thing else. such as a difference in the degree of
competition in the British and U Somarkets, But
new empirical work done by Oxford Economie
Rescarch Associates for the World Bank tends
to contirm the carlier conclusions This study
measuared the betas of more than 100 infrastruc

ture firms in many countrics Table T summa

rizes the results of the study, by country. for
companices subject to price cap or rate-of-return
regulation  (Some countries in the study have
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