Earnings Caps

2.a
Table 4-2

[Reference to the Excel spreadsheet?]

2.b
Indexing of the ROE Ceiling

In the draft Rate Handbook, Table 4-1 provided options for pairs of Productivity Factors and associated ROE Ceilings.  

The Initial ROE Ceilings for the PBR options would be set as:

Table 2.b-1

THE RELATION BETWEEN PF AND INITIAL ROE CEILING

Selection
Productivity Factor

(annual percent change)
ROE Ceiling

(percent)

A
1.25
MBRR+0.25%

B
1.50
MBRR+1.25%

C
1.75
MBRR+2.25%

D
2.00
MBRR+3.25%

E
2.25
MBRR+4.25%

F
2.50
MBRR+5.25%

In Table 4-1 of the draft Rate Handbook, the assumed MBRR was 9.75%, based on the analysis by Dr. William Cannon in 1998.
  The actual MBRR to be used for setting the ROE Ceilings at the onset of PBR will be set by the OEB to reflect economic conditions closer to the market start.  It is proposed that it be established coincident with the setting of initial rates.

It is proposed that the ROE ceilings for the PBR term be annually indexed to reflect changes in the price of capital.

2.c
Test for ROE within the Ceiling

The test to determine if the actual ROE is in compliance annually is:

Actual Net Income / Deemed Equity ≤ Selected ROE Ceiling

Where:

Deemed Equity = Deemed CERj ∙ Rate Base

Deemed CERj is derived from Dr. Cannon’s paper, according to an appropriate financing structural for a given size and “riskiness” of a typical distribution electrical utility.  The results from Dr. Cannon’s paper are summarized in Table 2.c-1.

Table 2.c-1

MEU Business Risk, Size and Deemed CER

MEU Risk Class Designation
Total Rate Base Asset Size Range ($ millions)
Deemed CER (Common Equity Ratio)
Deemed Debt Ratio

Low Risk
≥1,000
35%
65%

Medium-Low Risk
300-999
40
60

Medium Risk
100-299
42.5
57.5

Medium-High Risk
40-99
45
55

High Risk
≤ 39
50
50

If the condition is not met, the utility has exceeded its ROE Ceiling (overearned).  Earnings above the ceiling will be reduced as described in the following section.

2.d
Overearnings

In the event that a distribution utility earns, in any given year, an ROE greater than the Ceiling of the PF/ROE option that it selected at the outset of the PBR term.  In such a case, the allowed ROE is capped at the ceiling; the difference between the actual ROE and the Ceiling, known as the overearning, is to be returned to ratepayers.

It is proposed that overearnings be reduced according to the following priorities:

1. If the distribution utility has existent Z-factors, transition costs, or other extraordinary costs that are being allowed by the Board in the price cap formula, the overearnings would be first used to reduce these additional costs.  

2. If there are no such extraordinary costs, or if there is any remaining overearnings after reducing existent extraordinary costs, then the overearnings should be returned to ratepayers as a one-time rebate.  The amount rebated to each customer would be proportional to each customer’s annual distribution charges (excluding charges for Standard Supply Service).

Using overearnings to reduce rates is not considered optimal.  The overearnings may be a one time event; incorporation of it into rates could result in a permanent rate reduction for subsequent price cap adjustments unless a true-up is done the following year (i.e. while the overearnings reduce rates in the next year, the base rates for the following year are readjusted to remove the overearnings component prior to calculating that year’s price cap adjustments).  This latter approach would seem overly burdensome. 

� Cannon, William T., “A Discussion Paper on the Determination of Return on Equity and Return on Rate Base for Electricity Distribution Utilities”, prepared for The Ontario Energy Board, December 1998.





