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Key Issues before IRAC

 What is a fair and reasonable ROE for MEC?

 Is MEC’S capital structure efficient? 

– Does it reflect what we might expect from a competitive 
firm operating as efficiently as possible?

– Capital market conditions

 My last report before IRAC on MEC was May 2010 
when I recommended 8.0% ROE on 40% common 
equity

 Currently I recommend a 7.50% ROE on 35% common 
equity, but IRAC might consider moving to this over 
time and use the AUC parameters of 8.50% ROE on 37% 
common equity for a local distribution company for the 
three test years
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Overnight rate (page 10)

 In setting policy the Bank of 
Canada effectively uses the 
Taylor rule: they lower interest 
rates when the economy is 
underperforming and inflation 
is below the target rate of 2.0%

 In 2010 the overnight rate was 
0.25% since the economy was 
weak and inflation had 
collapsed. Currently, the Bank 
has increased the overnight rate 
to 1.75%

Canadian Overnight Rate

Cansim 39079
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Canadian Economy (Page 12)

 Relatively weak commodity prices, particularly oil as US 
has become self sufficient and an exporter

Commodity Prices

initialised to 1.0 in January 1995
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Capacity Utilisation  (Page 12)

 Increased capacity utilisation has stalled mainly due to 
the resource sector in Western Canada

Capacity Utilisation in Canada
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Economy (page 15)

 Two speed economy: weak in resource sector relatively 
strong elsewhere and shift away from relying on 
consumer demand and housing
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Unemployment rate
Page 14

Canadian Unemployment Rate
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CPI Inflation (Page 16)
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Interest Rates (Page 18)

 Long Canada interest 
rates have rebounded 
from the extreme lows 
of 2016, but ended 2018 
at 2.15% significantly 
lower than the 3.85% 
used in my May 2010 
report

 Expectations are that 
target rates will soon 
drop

Canadian Interest Rates
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Forecast Interest Rates (Page 20)

 RBC forecast in my report: LTC 2.65%

 RBC’s June forecast (my sur-rebuttal, page 7)

 0.30% drop in forecast LTC rate and 0.10% drop in 
US Treasury rate



BOOTH MEC 2019

Two key points 
(Page 46)

 LTC yields are abnormally low 

– Spill over from negative interest rates in the euro area 
and enormous central bank bond buying that forced 
prices up and interest rates down

– 50% of the long Canada bond market is now owned by 
sovereign reserve funds

 US long term interest rates are 0.85% higher than in 
Canada. Why would utility fair returns be the same?  
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Overall Capital Market Conditions
Bank of Canada -1 (Page 29)
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Bank of Canada -2
negative means loose or easy loan market (Page 28)

Bank of Canada Senior Loan Officer Survey
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Kansas City Federal Reserve Stress Index
negative means easy markets (Page 27)

KCFSI

"+" is tough and "-" is loose
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Credit Market Conditions
(Page 23)

Default Spreads Since Dec 1979
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There was a minor increase in spreads at the time of my report 
but these have now settled back to their recent normal range
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Overall

 Strong economy despite weak commodity prices 

 Extremely low unemployment rate

 Benign inflation

 Exceptionally low Canadian interest rates due to AAA 
rating and negative rates elsewhere

 Optimistic business outlook

 Easy loan conditions and no financial market stress

 Tough talk from President Trump seems to be leading 
the Fed to lower its policy rate while Europe remains 
week with trade and Brexit concerns
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Two Approaches to fair ROE

 Normative: what should be

– Model building based on some simple assumptions about 
human behaviour

– Discounted cash flow models (DCF)

– Risk premium models, mainly the Capital Asset Pricing 
Model (CAPM)

 Positive: what is

– Survey results

– What people tell us they do 
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Graham and Harvey (JFE 2001) Survey 
(Page 34)
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Estimating Opportunity Costs

MRPRK F 

 CAPM: risk positioning model: models the basic 
propositions in finance

– Time value of money: the LTC interest rate

– The market trade-off between risk and return: the market 
risk premium

– The relative risk of a security

 Discounted cash flow (DCF models)

– Assumes that investors value the expected stream of 
future cash flows (dividends for a stock)

– Reverse engineers to find the discount rate for an 
assumed stream of dividends
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Market Risk Premium 1926-2018
Slight update to Schedule 9 Appendix B

Arithmetic is simple average; geometric is compound and OLS is the least squares estimate.

Approximately Geometric Mean = Arithmetic Mean - .5*variance

For example, US variance is about 4%  (0.0384), so AM and GM diverge by a bit less than 2%



BOOTH MEC 2019

Credit Suisse
(Appendix B, Schedule 26)

 I use 5.0-6.0% for the average historic MRP based an 
arithmetic annual returns

 Credit Suisse puts the MRP at barely 4.0% since 1900
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Fernandez 2019 Survey
Appendix B Page 10

Survey respondents use 5.8% MRP for 
Canada in my 5.0-6.0% range
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Fernandez Equity Market Return: 8.30%
(Appendix B Page 11)

.
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Duff and Phelps: 8.50%
Appendix B Schedule 25

 Major cost of capital 
advisory service

 Bought the “Ibbotson 
data and service”
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Other Independent Estimates: AQR
Page 54
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QRG
Page 55
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Bank of NY Mellon
Page 55
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Blackrock
Page 56
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J. P Morgan
Page 57
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Forecast Returns

 These returns are long run 

– Closer to compound than arithmetic returns

– Generally convert compound to arithmetic add 1.50-2.0%

– Typical 6% compound or 7.5-8.0% arithmetic

– Generally a judgment that long run returns will be less 
than the “equilibrium” or normal rate due to high prices

 Appendix D I estimate the equity market’s arithmetic 
return using DCF at:

– Canada: 8.21%-8.76%

– US: 9.17-9.89%

 Risk positioning would put a low risk utility’s fair ROE 
below these values for the overall equity market
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Relative Risk 
(Appendix C, Schedule 1)

Utility Index Beta Estimates
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Maureen Howe
RBC Utility Analyst

 October 3, 2001 Morning Comment (Appendix C, page 
4)

“like convertible bonds. When interest rates are low, as 
they currently are, the companies trade on their bond 
value and are supported by tax-efficient dividend yields. 
When the 10-year GOC yield rises above 6%-6.5%, the 
Canadian companies trade on the basis of their underlying 
earnings and P/E.”

 Utilities are defensive stocks and sensitive to interest 
rates (gamma)
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Canadian Regulated Firms
Appendix C Schedule 4

 I split my traditional sample into pipelines and regulated utility 
holding (UHC) companies since the pipes have become riskier 
due to government and “activist” intervention in their business

"Regulated" Holding Company  Betas

Lower Risk Utilities and Pipelines
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US UHC Betas
Appendix C Schedules 6 & 8

US Gas Utility Betas
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Similar pattern to Canada but riskier (higher betas)
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Beta Adjustment

 I use a range 0.45-0.55 to reflect forward looking estimates. 

 I do not mechanically adjust betas to 1.0 using the Blume 
formula

 Blume estimated this for all stocks where the average by 
definition is 1.0. In this case, suppose you estimate half the 
stocks at a beta of 0.50 and half at 1.5 the adjustment would 
then still be for an average of 1.0, ie., 

– For 0.5 the adjustment is to 0.666

– For 1.5 the adjustment is to 1.333

 For specific, perennially low, risk stocks this does not make 
sense as shown by Michelfielder and Theodossiou

 Its not even commonly done for most stocks, since you would 
then never observe betas less than 0.33

estimated *67.0.33.0 
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Public Market Betas
Appendix C pages 10 & 12

Canadian Betas 

VE RT RBC Yahoo Average Booth

TransCanada 0.42 0.78 0.92 0.49 0.65 0.57

Enbridge 0.18 0.56 0.8 1.3 0.71 0.62

Pembina 0.42 1.13 1.13 0.8 0.87 0.79

Average 0.74 0.66

Canadan Utilities 0.11 0.37 0.37 0.49 0.34 0.49

Fortis -0.09 0.02 0.02 -0.03 -0.02 0.01

Emera 0.11 0.12 0.12 0.28 0.16 0.00

GMI (VNR) 0.17 0.39 0.39 0.4 0.34 0.15

Average 0.20 0.16

US Electrics

VE RT RBC Yahoo Average Booth

Duke 0.01 0.02 0.02 -0.09 -0.01 0.25

Allette 0.29 0.26 0.26 0.11 0.23 0.48

Eversource 0.26 0.28 0.28 0.15 0.24 0.32

OGE 0.52 0.55 0.55 0.58 0.55 0.92

Pinnacle West 0.17 0.16 0.16 -0.08 0.10 0.39

Evergy 0.28 0.31 0.31 0.24 0.29 0.32

Average 0.26 0.26 0.26 0.15 0.23 0.45

No sign of adjustment to 1.0
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Betas

 Blume adjustment to 1.0 AUC (GCOC 2009-216, 
paragraph 251)

“The Commission is persuaded by the empirical analysis of Drs. Kryzanowski and Roberts 

that there is insufficient evidence to support the use of adjusted betas for Canadian utilities if 

the purpose of the adjustment is to adjust the beta towards one and therefore, beta should not 

be adjusted towards one. Therefore, the Commission rejects Mr. Coyne’s beta results as 

unreasonably high, because he adjusted his beta estimates on the assumption that they would 

revert to 1.00. In other words, his analysis assumes that, in time, utilities would be as risky as 

the market as a whole.” 
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DCF

 General DCF formula: discount all future cash flows (C)

 Impossible to extract K the discount rate from this formula so 
we constrain the growth rate in the future dividends to get a 
formula. If we assume constant growth forever it becomes the 
Gordon formula

 ONLY if this assumption holds can we rearrange the Gordon 
formula to get

 It does not hold for most firms!
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AUC Decision 
Appendix D, Page 19

 In response to Mr. Coyne’s (Concentric) evidence, identical to 
that of Mr. Trogonoski for MEC

 In their DCF estimates they used all firms where very few satisfy 
the assumptions of the DCF model that the growth rate is 
constant in perpetuity

445. The Commission finds that both Mr. Coyne’s and Mr. Hevert’s estimates of the expected Canadian and 
U.S. market returns using the DCF model, which range from 12.65 to 14.84 per cent, are too high. These 
results are driven by unreasonable growth rate estimates. The Commission observes that the basis of Mr. 
Coyne’s estimate of the Canadian market return relied on a sample with approximately 14 per cent of the 
companies having growth rates that exceeded 20 per cent. Turning to Mr. Hevert’s estimate of the 
Canadian market return, approximately 16.5 per cent of the companies in his sample had growth rates that 
exceeded 20 per cent. Considering that the single-stage DCF model assumes a growth rate into perpetuity, 
the Commission finds the resulting estimate unrealistic, and affords Mr. Hevert’s and Mr. Coyne’s equity 
market DCF estimates no weight. In addition, the Commission notes that the expected market return rates 
used by Mr. Coyne and Mr. Hevert use analyst estimates of growth rates that far exceed GDP growth. 
Accordingly, the Commission finds that the expected market return rates put forward by Mr. Coyne and Mr. 
Hevert are too high. No meaningful evidence was provided that would enable the Commission to quantify 
the extent of the over-estimation in order to develop a more reasonable estimate. 
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Do Utilities Satisfy the DCF Assumptions?

 Probably if they are 100% regulated, but what we observe are 
utility holding companies, which are intrinsically riskier, (Booth 
answer to MEC #10)

 Also the growth estimates come from analysts who are known 
to be “optimistic” ie., biased high. Easton and Summers (2007)

Electrics DPS Growth rates 

Arithmetic Compound OLS Volatility

Duke 4.2% 1.4% 0.5% 30.4%

Allette 3.0% 0.5% 0.4% 24.7%

Ever 5.8% 0.8% -1.6% 45.1%

Great Plains -0.2% -1.3% -1.3% 12.8%

OGE 1.1% 0.1% 0.3% 12.1%

PNW 8.0% 2.4% 1.3% 46.0%

WR 1.2% 0.1% -0.2% 12.8%

SO 1.3% 0.8% 0.6% 9.0%

"Industry" 0.9% 0.6% 0.3% 7.1%

GDP 6.6% 6.5% 6.8%
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Source: RBC Investment Strategy Playbook, February 2016 
Appendix D Schedule 19
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DCF for US Utilities
Appendix D Schedule 17

    5 year Growth

Past Future # Analysts Yield K (Est g) ROE Retention SUST G K MB DPS EPS Beta

Duke Energy 0.51 4.41 7 4.3 8.90 6.84 0.12 0.85 5.19 1.41 3.6 4.11 0.07

Allete Inc., 1.21 6 1 3.06 9.24 7.43 0.26 1.96 5.08 1.81 2.21 3 0.3

Eversource 5.86 5.83 6 3.03 9.04 9.21 0.39 3.61 6.74 1.84 1.99 3.27 0.26

OGE Energy 2.55 -2.25 2 3.38 1.05 17.41 0.60 10.46 14.19 1.98 1.33 3.33 0.5

Pinnacle West 6.98 4.11 4 3.37 8.90 9.77 0.38 3.73 7.23 1.76 2.78 4.5 0.11

Evergy 3.75 9.2 3 2.96 12.43 7.73 0.44 3.44 6.50 1.4 1.66 2.99 0.33

Alliant 5.59 6.9 2 3.2 10.32 11.41 0.41 4.69 8.04 2.17 1.32 2.24 0.22

American Electric 3.64 5.83 5 3.36 9.39 10.58 0.39 4.14 7.64 1.95 2.418 3.97 0.09

Edison International 0.56 3.75 5 4.16 8.07 2.97 -0.72 -2.13 1.94 1.48 2.42 1.41 -0.21

PNM 9.7 4.1 3 2.59 6.80 5.51 0.02 0.10 2.69 1.85 1.06 1.08 0.3

Southern 3.48 1.39 8 5.11 6.57 9.18 0.02 0.15 5.27 1.94 2.36 2.4 0.11

Average 3.98 4.48 4 3.50 8.25 8.91 0.21 2.82 6.41 1.78 2.10 2.94 0.19

Median 3.64 4.41 4 3.36 8.90 9.18 0.38 3.44 6.50 1.84 2.21 3.00 0.22

• DCF estimates significantly lower if you use the 
sustainable growth rate rather than the optimistic 
analyst growth estimates

• Forecast US GDP growth is just over 4.0%
• Sustainable reflects actual retention of earnings and 

what the firms earns on those earnings
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Relationship to ROEs

 Warren Buffet

“The most the owners in aggregate can earn between now and 
judgment day is what their businesses in aggregate earn.(italics in 
original)  True by buying and selling that is clever or lucky, 
investor A may take more than his share of the pie at the expense 
of investor B. And yes, all investors feel richer when stocks soar. 
But an owner can exit only by having someone take his place. If 
one investor sells high, another must buy high. For owners as a 
whole, there is simply no magic - no shower of money from outer 
space – that will enable them to extract wealth from their 
companies beyond that created by the companies themselves.”

 Jack Bogle

“Over the long run it is the durable economics of enterprise –
enterprise – that has determined total return: the evanescent 
emotions of investing – speculation –so important over the short 
run, has ultimately proven to be meaningless.”
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Investment and 
Speculative TSX 

Returns back to 1987
Schedule 4

ROE TSX Spec

1980 15.05 30.13 15.09

1981 11.70 -10.25 -21.95

1982 6.80 5.54 -1.26

1983 9.34 35.49 26.15

1984 10.53 -2.39 -12.92

1985 10.47 25.07 14.60

1986 9.49 8.95 -0.54

1987 11.19 5.88 -5.31

1988 12.97 11.08 -1.89

1989 11.79 21.37 9.58

1990 7.48 -14.80 -22.28

1991 3.53 12.02 8.48

1992 1.56 -1.43 -2.99

1993 3.69 32.55 28.86

1994 6.57 -0.18 -6.75

1995 9.55 14.53 4.98

1996 10.29 28.35 18.06

1997 10.86 14.98 4.12

1998 8.83 -1.58 -10.42

1999 10.70 31.71 21.01

2000 11.70 7.41 -4.29

2001 9.00 -12.57 -21.57

2002 6.90 -12.44 -19.34

2003 11.30 26.72 15.42

2004 12.40 14.48 2.08

2005 13.90 24.13 10.23

2006 14.90 17.26 2.36

2007 13.30 9.83 -3.47

2008 10.90 -33.00 -43.90

2009 9.00 35.05 26.05

2010 11.10 17.61 6.51

2011 12.10 -8.71 -20.81

2012 10.40 7.19 -3.21

2013 9.70 13.00 3.30

2014 10.70 10.55 -0.15

2015 6.90 -8.32 -15.22

2016 9.80 21.08 11.28

2017 10.68 9.10 -1.58

Average 9.92 10.14 0.22

Volatility 2.92 15.85 15.56
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Fair ROE (pages 61-62)

 LTC Yield: 2.65%

 Market Risk Premium: 5.0-6.0%

 Beta: 0.45-0.55

 Issue costs: 0.50%

 Credit spreads: 0.33

 Adjustment for bond buying 0.80%

 Risk Premium: 6.53-7.58%

 Overall equity market return: 8.5-9.5%

 Normal US Electric risk premium: 3.0-3.70%

 US electric DCF: 6.50%

 Average Canada ROE since 1990: 9.92%

 Asset manager’s equity returns: 7.0-9.0%

 Preferred shares (about): 5.25%
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Risk Ranking

 S&P Issuer rating

 S&P lowers the rating to BBB+ due to “management and 
governance”

 S&P then raises it two notches to A since it is secured 
financing (mortgage bonds) which lowers parent company 
risk (Fortis)
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Fortis Utility Operations
Schedule 7
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Schedule 8



BOOTH MEC 2019

Other Utility Bond ratings: Not one A
Schedule 9
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Fair ROE & Common Equity

 In 2012 I recommended an ROE of 7.50%, an AAM and LTC 
floor of 3.80%

 This forecast LTC floor has yet to be reached so I continue to 
recommend a 7.5% ROE. This is 2.0% more than typical 
preferred shares.

 In terms of business risk I see nothing in MEC that is unusual 
for a Canadian electricity distributor, particularly since it has 
minimal generation. I would therefore recommend a 35% 
common equity ratio

 Bearing in mind the AUC financial parameters a “half way” 
house would be their allowances of 8.5% ROE on 37% common 
equity which target an A rating


