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Reply to the Attention of François E.J. Tougas 

Direct Line 604.691.7425 
Direct Fax 604.893.2359 

Email Address francois.tougas@mcmillan.ca 
Our File No. 246623 

Date November 18, 2016 

BY EMAIL: consultations@otc-cta.gc.ca 

Canadian Transportation Agency 
15 Eddy St 
Gatineau, Québec 
J8X 4B3 

Attention:  Consultations 

Re: Agency Consultation Regarding the Methodology for 
Determining the Capital Structure of Canadian National 
Railway Company (CN) and Canadian Pacific Railway 
Company (CP) for the Determination of the Cost of Capital of 
the two Railway Companies (the “Consultation”) 

Further to our submissions of October 14, 2016, and in response to the 
submissions of those who participated in the first phase of the Consultation, we are pleased to 
make these further submissions. Again, for the record, we are solicitors for Teck Resources 
Limited and its affiliates Teck Coal Limited and Teck Metals Limited (collectively, “Teck”) in 
connection with the Consultation.  

We have appended a further report of Dr. Lawrence I. Gould, Ph.D., Professor of 
Finance and Senior Scholar at the Asper Business School, University of Manitoba, together with 
letters from Teck, the Western Grain Elevator Association and the Canadian Canola Growers 
Association. 

As we understand it, the Agency places a high degree of reliance on the financial 
statements provided by CN and CP, as well as on their submissions with respect to capital 
structure, as demonstrated by the language of Appendix A of Agency Decision 425-R-2011. In 
particular, CN’s and CP’s capital structure to finance net rail investment seems to us to rely too 
heavily on decisions by CN and CP both as to the proportions and the amounts of debt and 
equity.  The problem of reliance is then compounded by a verification process that is 
unarticulated.  In sum, we think the determination of the capital structure is opaque and 
incapable of scrutiny, thereby undermining the confidence that those who ultimately and literally 
pay the freight should have in the correctness of those railway company submissions. 
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Further, the manner in which net rail investment is used to develop capital 
structure ratios is similarly opaque and incapable of scrutiny.  We are unable to find or derive 
any calculus that would allow an independent third party, much less an independent party who is 
paying the freight, to determine whether or not the railway company submissions are valid or 
whether the Agency has correctly verified those submissions. 

Surely, it cannot be the intention of Parliament that the Agency would limit, 
restrict or even act as a barrier to the disclosure of the methodologies employed by CN and CP 
that are verified by the Agency.  

In a public utility setting, where cost of capital determinations are (i) transparent 
to those paying the bills, (ii) capable of scrutiny and (iii) verifiable, the public at least will be 
comforted by understanding the processes.  If railway companies are to continue enjoying the 
market power associated with natural monopolies, in the manner that public utilities enjoy it, cost 
of capital determinations should face the same rigours as those utilities.  If railway companies are 
not to be treated as public utilities for transparency purposes, they should be constrained from 
engaging in supra-competitive pricing and sub-competitive service levels.   

In fact, railway company regulation in Canada is a hybrid in that there are some, 
albeit few, constraints, mostly determined ex post, including the MRE, and fewer still, 
determined ex ante, such as regulated interswitching rates. Even the determination of rates and 
conditions of service ex ante through the final offer arbitration process suffers the glaring 
weakness that a shipper that has risked railway company retribution by submitting its rates to 
final offer arbitration cannot obtain a costing determination without the consent of the arbitrator 
and, sometimes, the railway company.  It is because of the market power of railway companies 
in relation to those markets they serve that the few regulatory constraints exist in the first place. 
Those using the regulatory remedies must have confidence in every aspect of the processes 
employed to arrive at the outcomes for which they hope; the cost of capital determinations are 
but a part of the equation that gives that assurance. That is true of the MRE, regulated 
interswitching and Agency costing determinations for other purposes, such as final offer 
arbitration, to the extent granted. 

Turning to the October 14, 2016, submissions of CN and CP in Phase 1 of the 
Consultation, our main contentions relate to the appropriate asset base for determining the cost of 
capital rate and the use of book v market value of assets.   

1. Appropriate Net Rail Investment (NRI). CP, at paragraphs 35 to 38 of its 
October 14, 2016 submission, seeks to have land included in the NRI to then arrive at a cost of 
capital rate, and claims that there is a double discounting occasioned by the removal of the value 
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of land from both the asset base and the capital structure. At paragraph 37, CP concludes as 
follows: 

 
The removal of the value of land from the capital structure, therefore, will result in a 
return on capital employed that is discounted twice for the same thing. It is difficult to 
imagine any scenario where this would be the intent of the regulations. Indeed, the 
regulation states that the cost of capital be applied to the variable portion of the net book 
value of assets related to the movement of traffic. Again, the regulation does not say 
anything about how the cost of capital is to be calculated.  

CP makes a critical mistake in reaching this conclusion by assuming that the 
Agency should derive the cost of capital from an NRI that is defined to include assets that have 
been excluded from the asset base by the Railway Costing Regulations, such as land.  

The Agency’s mandate is to apply a cost of capital rate on the rail business of CN 
and CP; as we understand it, that mandate is limited to the Net Rail Investment in Canada only.  
The scheme of regulation under the Canada Transportation Act (the “Act”) and the Railway 
Costing Regulations is simple and best articulated by the Agency itself:  

The central aim of cost development is to trace the various costs of providing rail service 
to their specific and diverse cause(s). 

The Agency’s regulatory costing methodology takes all the railway companies’ expenses 
identified in the UCA Manual, together with the costs of depreciation and ownership of 
capital, and determines how these are “caused” by the traffic handled by the railway 
companies (i.e., establish a relationship between railway expense and traffic), recognizing 
that some of these expenses do not vary freely with traffic and are therefore fixed costs. 

Contrary to the plain purpose of railway costing determinations, CP seeks a cost 
of capital rate that is determined from components of its business that are not caused by the 
traffic handled by it, that is, from the total asset base.  The logical extension of CP’s assertion is 
that its Canadian customers should pay for the costs of its capital incurred for businesses that are 
unrelated to rail traffic, as if CP were once again part of a large, largely or partly non-rail 
conglomerate.  To do so would be contrary to (i) the central aim of cost development, (ii) the 
reason why CN and CP are partially regulated under the Act, and (iii) its need for capital to 
provide rail, as opposed to other, services.   

2. Book Value v Market Value. Dr. Gould has made a number of 
observations in relation to the use of book value versus market value and the ability of a railway 
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company to obtain the necessary capital to viably carry on its business. His concluding paragraph 
on the point is reproduced below for ease of reference: 

The expected return is a direct link between the book value investment and share price. 
As long as a firm is expected to earn its required return on the book value of its assets, it 
will be able to raise capital for new investment and maintain its financial viability. This 
relationship is also the basis for regulating public utilities and performing certain Agency 
functions respecting federal railways in Canada. This view has been widely accepted in 
regulatory proceedings for Canadian companies.  It has allowed them to raise the capital 
necessary to meet the demand for services without an adverse effect on current 
shareholder stock.  The basis of this rate setting process is the determination of the cost of 
capital using book value weights applied to the historical cost investment. 

Once again, CN’s and CP’s assertions regarding the use of market value of assets 
not only would defy the scheme of the Act, and the purpose of regulation, but would impose on 
their customers the burden of carrying a load that is disconnected from the provision of rail 
transportation services.  In the absence of a stalwart regulator, they would do so because they 
can. By virtue of a railway’s market power in some of the markets it serves, it would impose on 
its customers not only supra-competitive rates and sub-competitive levels of service, but a return 
on capital greater than it needs to provide those services. Increasing the capital structure to 
include non-variable costs, such as land, and to declare those costs at a market value would result 
in a cost of capital requirement far in excess of a railway company’s needs. 

As Dr. Gould explains, the desire of railway company management for “the lowest 
possible debt ratio that it can persuade the regulatory agency to accept” contrasts sharply with the 
interest of its customers.  One important reason for the existence of the Agency, and the 
regulatory scheme it administers, is to ensure that the interests of the latter are protected, since 
those customers cannot do anything about them.  In the absence of a robust and transparent 
system of verification and enforcement, the customers are fully exposed to the ability of a railway 
company to declare a need for equity greater than its needs for the business that is the subject of 
regulation.  On this point, Dr. Gould concludes “the regulator cannot simply accept the debt ratio 
advocated by a company subject to its regulation.”  

Dr. Gould has made a number of observations, some of which relate directly to 
practices carried on by CN or CP or both, that should be discontinued, such as the netting of cash 
balances against long term debt.  He also observes assertions by these railway companies that are 
incorrect, such as CN’s assertion in relation to deferred income taxes and investment tax credits. 
In the former case, we are concerned they may have made their way into railway company 
costing submissions to the Agency and others, which may not have been contested by the 
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Dr. Gould has expressed, and we expressed in our October 14, 2016 submissions, 
that we know very little about the railway companies' capital structure and the methodologies 
employed to derive them or how or what the Agency does in its verification process. Indeed, it 
does not seem possible for us to know that, given what is disclosed. We seek disclosure and a 
process that allows for scrutiny of, and comment on, CN's and CP's capital structure. 

We also cannot identify the enforcement mechanisms that exist to address 
deficiencies the Agency might find during its verification processes. We ask the Agency to 
disclose those. 

Apart from disclosing its verification processes and the calculus for deriving net 
railway investment, the capital structure ratios and methodologies employed in the determination 
of the cost of capital of CN and CP, we again ask the Agency to disclose all financial data and 
information relating to CN's and CP's costs that are not strictly prohibited by the Act. 

Thank you for the opportunity to engage in the Consultation. We very much look 
forward to the results of the Consultation and to working with the Agency to address the 
concerns raised in these and the appended submissions. 

Yours truly, 

Francois Tougas 

FET/sgill 
Ends. 

*Law Corporation 
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I. INTRODUCTION 

The Canadian Transportation Agency (Agency) has initiated a consultative review of its 

methodology for determining the capital structure of Canadian National Railway Company 

(CN) and Canadian Pacific Railway Company (CP) for the determination of the cost of 

capital of the two railway companies (the “Consultation”).  I was asked by McMillan LLP to 

provide my independent judgment and opinion to the Agency on the responses provided by 

CN and CP pertaining to the Agency’s capital structure methodology in the Consultation. 

I am Senior Scholar at the Asper Business School, University of Manitoba.  Previously I 

have been Head, Department of Accounting and Finance at the University of Manitoba and 

Chairman, Finance and Business Economics at McMaster University. 

I received the Bachelor of Science Degree in Economics from the Wharton School of 

Finance and Commerce, University of Pennsylvania in 1966.  I completed the Master of 

Business Administration Degree in Finance from New York University in 1968 and the 

Doctor of Philosophy Degree in Finance from the University of Toronto in 1975. 

During the last 40 years I have been employed as a consultant in a number of cases that 

posed a wide range of problems in applying financial theory to the determination of the cost 

of capital and valuation.  I have testified on financial matters before the Canadian 

Transportation Agency, the Canadian Radio-Television and Telecommunications 

Commission, the Canadian Human Rights Tribunal, the Public Utilities Board of Manitoba, 

the New Brunswick Board of Commissioners of Public Utilities, the Newfoundland Board of 

Commissioners of Public Utilities, the Nova Scotia Utility and Review Board, the New 

Mexico Public Service Commission and the Federal Communications Commission. 
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I have also been engaged in academic research to extend the theory of the cost of capital.  

Among the subjects of this research have been the effects of income taxation on the cost of 

capital, the impact of growth on the cost of capital, the impact of inflation on the cost of 

capital, estimating the cost of capital for a non-traded division of a company and the use of 

the capital asset pricing model in estimating the cost of capital.  I have published articles on 

the cost of capital and related problems in finance in the Journal of Finance, Financial 

Management, the Journal of Portfolio Management, the Journal of Accounting, Auditing and 

Finance, the Canadian Tax Journal and elsewhere. 
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II. STATEMENT OF THE PROBLEM 

 

The Agency’s staff produced a consultation document that outlined certain issues about the 

Agency’s capital structure methodology that should be considered.
1
  These issues were in the 

form of questions on capital structure and working capital allowances. In response I provided my 

opinion on the Agency’s existing capital structure methodology and commented on the issues 

raised in the Consultation Document.
2
  

In addition to the submission by McMillan LLP, submissions were made by Canadian 

National Railway, Canadian Pacific Railway, the Forest Products Association of Canada and the 

Western Canadian Shippers Coalition, the Freight Management Association of Canada, and the 

Saskatchewan Association of Rural Municipalities. The process established by the Agency 

provides the opportunity for any party who made a submission to file a response to the 

submissions made by the other parties.
3
 

In reviewing these submissions, it became apparent that there were very important 

differences between my recommendations and the recommendations contained in the 

submissions of the Canadian National Railway (CN) and the Canadian Pacific Railway (CP). 

The purpose of this report is to provide comment on the submissions concerning the issues raised 

in the Consultation Document in order to assist the Agency in understanding the differences in 

the recommended capital structure methodology. 

                                                           
1
 Canadian Transportation Agency, Consultation on Methodology for Determining the Capital Structure of Canadian 

National Railway Company (CN) and Canadian Pacific Railway Company (CP) for the Determination of the Cost of 

Capital of the two Railway Companies, September 7, 2016 (“Consultation Document”). 
2
 My opinion on these issues is contained in the McMillan LLP submission on behalf of Teck, the Western Grain 

Elevator Association and the Canadian Canola Growers Association, “Capital Structure Issues Under Regulation,” 

October 14, 2016. 
3
 Consultation Document, page 6. 
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III.  ISSUES RAISED IN THE SUBMISSIONS 

 

Instead of commenting separately on each submission, I have organized my response by the 

issues where there was a substantial difference in the conclusions or recommendations. As 

explained in the previous section, CN’s and CP’s recommendations differ greatly from my 

analysis and recommendations, so I will respond specifically to those submissions. In addition to 

the issues raised in the Consultation Document, I will also respond to other issues raised by CN’s 

and CP’s submissions. 

1. Should the Agency use book values or market values when determining the relative 

weights of long-term debt and common equity in the railway companies’ capital 

structure? 

In its submission, CN argues that the cost of capital should be determined by using 

market value weights for bonds and equity:
4
 

“Financing and returns are all driven by market values.  Equipments and investments are 

not bought or sold at book values but at market values.  Investors who buy the company’s 

shares or bonds expect returns on the market value of their investment not its book value.  

CN challenges the pertinence of the Agency’s cost of capital method where the CAPM 

model is used to estimate the expected market returns on CN stock as traded on the TSX 

and the NYSE, and then uses this market return as applied to the book value of equity 

which is less than half the market value.” 

 

And 

 

“Where CN differs with the Agency is in determining the weights to be used for this 

market rate of return.  CN argues that since the rate of return is determined using the 

market value of CN shares, the market values of such shares should be used in weighing 

the different sources of capital.” 

   

                                                           
4
 Consultation on Methodology for Determining CN’s and CP’s Capital Structure Under the MRE, CN’s 

Submission, October 14, 2016 [CN’s Submission], page 2. 



6 
 

 In my submission of October 14, 2016, I explained that it is the embedded cost of debt and a 

current market cost of common equity that are the cost rates and that they are weighted at their 

book values in the calculation of the weighted average cost of capital. CN maintains that if book 

values depart from market values, market value weights should be used in calculating the 

weighted average cost of capital.  

 CP makes similar assertions in its argument concerning land: 

 “It follows that, since the book value of an enterprise is generally lower than its market 

value (as discussed above), a return on capital calculated using book values may not be 

adequate to attract capital.”
5
 

 

 And 

 

 “If the purpose of the regulatory return on capital is to ensure that the enterprise is able to 

attract and retain capital, then a calculation based on market values is clearly superior to 

one based on book values.”
6
 

 

 Both CN’s and CP’s assertions are based on an incorrect assumption that, under regulation, 

the market-determined opportunity cost of capital should be applied to the market value of the 

assets under regulation. CN and CP make the mistake of trying to use financial theory that 

applies to unregulated companies to regulation. It is not necessary for the Agency to abandon 

historical cost regulation with book value weights used in the current methodology to determine 

the weighted average cost of capital.  

 I will provide an illustration of historical cost regulation using a frequently used method to 

value common shares, the DCF (Discounted Cash Flow) Method.  It represents the valuation of a 

share of stock by the expression: 

 

                                                           
5
 Agency Staff Consultation:  Capital Structure Methodology, CP Submission, October 14, 2016 [CP Submission], 

p. 11. 
6
 CP Submission, page 12. 
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In this expression: 

 P0  =  the current price per share; 

 

 Dt  = the expected value of the dividend the share will pay at the end of 

  Period t; and 

 

  k  = the yield or return investors require on the share. 

 

 

 An alternate approach to Equation (1) for the price of a share is: 
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 Here, the future payments are the next period's dividend and the end-of-period price.  

However, the end-of-period price must be valued to include the dividends paid after the selling 

date and this substitution plus a little algebra results in Equation (1).  Therefore, valuing a share 

by discounting its dividends up to some point in the future and its expected selling price at that 

time is equivalent to valuing a share by discounting all future dividends. It is important to note 

that investors may place a high value on the shares of a company that does not pay dividends 

currently, but that value reflects the expectation of future dividends. 

 Share value is determined fundamentally by the value of future dividends, discounted for 

time and risk. However, it is a difficult problem to estimate the value of future dividends. To 

solve the problem, it is essential to understand the determinants of long-run dividend growth.  

For simplicity, a constant growth model will be used for illustration, although the same 
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conclusions could be derived under the more complex multi-stage growth model discussed 

below.  

 In the constant growth model, future dividends are expected to grow at the rate of g each 

period, and Equation (1) reduces to: 

 

 31

0 gk
D

P


  

 

 If a company is expected to earn a rate of return of r on the book value of its common equity 

and if it retains the fraction b of its earnings, then each year its earnings per share can be 

expected to increase by the fraction br of its earnings per share in the previous year.  Thus, br is 

a measure of the expected rate of growth in future earnings per share.  If the company is 

expected to have a stable retention ratio and, therefore, a stable dividend payout ratio, it follows 

that br is also a measure of the expected rate of growth in future dividends per share.  That is: 

 g = br.           (4) 

 This relationship is illustrated in Table 1.  There the hypothetical initial common equity or 

book value per share = $10.00, r = .10 and b = .4.  The first period earnings are expected to be 

$1.00 per share and the expected dividend is $0.60.  The retained earnings raise the book value 

of equity to $10.40 at the start of the second year, and r times that is $1.04, which is equal to the 

earnings per share the second year.  The dividend in the second year is expected to be $0.624, 

and so on through time.  The earnings, dividends, and stock price are expected to grow at the rate 

br = (.4) (.10) = .04 in every future year. 

 In fact, a company's return and retention rates do not remain constant over time.  However, 

investors do forecast the rate of return on the book value of common equity investment they 
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expect a company will earn and the fraction of its earnings that will be paid out in dividends. The 

conclusion that the expected rate of return on the book value of the common equity investment is 

a fundamental determinant of share price can be derived from a wide variety of complex share 

valuation models. 

 As can be seen in Table 1, when r = k investors receive the required return on their original 

investment and on reinvested earnings. The same would be true for new investors, allowing the 

firm to attract capital for new investment.  Table 2 illustrates the situation where a firm can earn 

a return on the book value of its common equity that is greater than the investors’ required 

return. Share price rises above book value and shareholders benefit even more from additional 

investment. 

 The opposite is true when the expected return on book value is below the investor’s required 

return, as shown in Table 3. Not only does the share price fall below the investor’s initial 

investment, but each additional dollar invested increases the loss.  

 The relationship is clear from these examples. The expected return is a direct link between 

the book value investment and share price. As long as a firm is expected to earn its required 

return on the book value of its assets, it will be able to raise capital for new investment and 

maintain its financial viability. This relationship is also the basis for regulating public utilities 

and performing certain Agency functions respecting federal railways in Canada. This view has 

been widely accepted in regulatory proceedings for Canadian companies.  It has allowed them to 

raise the capital necessary to meet the demand for services without an adverse effect on current 

shareholder stock.  The basis of this rate setting process is the determination of the cost of capital 

using book value weights applied to the historical cost investment.  
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2. Should the Agency continue to include and give weight to deferred taxes in the 

capital structure and if so, what rate should be assigned? 

 CN’s Submission is based on the assertion that its capital structure is only composed of the 

market value of its debt and shareholders’ equity.  Therefore, deferred taxes and the investment 

tax credits are not a source of financing: 

“Since these deferred costs are only accounting devices and not real funds obtained from 

a financing source outside the corporation, any amounts they represent on the balance 

sheet are ultimately financed by investors and therefore should attract the returns 

expected by these investors in the same proportion as debt and equity.”
7
 

 

 In my October 14, 2016 submission I explained that in establishing rates for regulated 

business, the rates charged to customers are set so that the income tax falls on the company’s 

customers and not on the company and its shareholders. Under the principle that customers pay 

rates that cover the prescribed return on common equity net of taxes, the practice of tax 

normalization forces on the customers the periodic loans to the railway equal to the increases in 

the provision for deferred income taxes.  However, the customer is compensated for the higher 

rates in the present by lower rates in the future if deferred taxes are included in the weighted 

average cost of capital at their book value weight and assigned a zero cost rate.  In effect, tax 

normalization with no return allowed on the provision for deferred tax provides customers as a 

group with the weighted average cost of capital on the provision for deferred taxes—the money 

they have loaned the company.   

 CN’s Submission is confused about the differences of deferred taxes in unregulated 

companies and the effect of deferred taxes under regulation.  A basic principle of regulation is to 

allow a return on capital provided by investors sufficient to attract capital. Investors other than 

the railways’ customers do not provide the funds represented by deferred taxes and the 

                                                           
7
 CN’s Submission, page 2. 
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investment tax credit. Hence, any return on these funds represents an excess return on the 

common equity over and above the return required. Tax normalization under regulation 

represents compulsory loans from the railway’s customers. CN’s recommendations on deferred 

taxes and the investment tax credit are the equivalent of being charged interest on the money you 

lend to, as well as the money you borrow from, a bank. 

 

3. Application of the Net Cash Balance to Reduce Long-Term Debt 

 As explained in my October 14, 2016 submission, the practice of applying the net cash 

balance to reduce long-term debt arose when CP was allowed to file its information using a 

“Cash Flow Method” for the purpose of determining its capital structure.
8
 CP was allowed to 

reduce the long-term debt by the amount of the cash balance, which decreased the proportion of 

the capital structure assigned to debt financing.  At the time CP was a subsidiary of a large 

conglomerate and had no stand-alone balance sheet for regulatory purposes.  As a subsidiary, 

CP’s net cash balance was considered as imputed debt to the parent company.”
9
 However, after 

the reorganization of Canadian Pacific Limited, CP was a separate corporate entity.  Therefore in 

2002 the Agency decided that CP would be required to calculate its net rail investment and its 

corresponding capital structure by following the balance sheet method.
10

 Despite the 2002 

Decision, CP continued the practice of netting cash balances against long-term debt when filing 

its capital structure, citing the 1985 Decision as its authority to do so.
11

 

 CP’s Submission provides the following additional explanation: 

                                                           
8
 Gould, Lawrence I., Capital Structure Issues Under Regulation, October 14, 2016, pp. 19-20. 

9
 Canadian Transportation Agency, Consultation on Methodology for Determining CN’s and CP’s Capital Structure 

Under the Maximum Revenue Entitlement Program, September 7, 2016, page 2. 
10

 Canadian Transportation Agency, 2002/2003 Crop Year Cost of Capital Rate for the Canadian Pacific Railway 

Company for the Transportation of Western Grain, LET-R-98-2002, page 2. 
11

 Canadian Transportation Agency, Decision No. 131-R-2016, page 8. 
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“However, as the CTA points out in the consultation document, the 2002 decision does not 

define what is meant by the ‘balance sheet method.’  Indeed, it is not even clear whether 

this balance sheet method is a reference to an adjustment for intercompany financing, or 

whether something else in the capital structure was being altered. 

 

We are left to infer that there was context in discussions between the CTA and the 

railroads that was not included in the 2002 decision document.  However, it is reasonable 

to suppose that the balance sheet method was a reference to an alternative for the cash-flow 

method, as the CTA proposes in the consultation document.  In that case, we can 

reasonably presume that the actual method employed to calculate CP’s capital structure 

since that time, which has been reviewed and approved annually by the CTA, should be 

taken to describe what was meant by the ‘balance sheet method’.”
12

 

 

 Of course, there is no public information about what if any context was in the discussions.  

Furthermore, according to CP, the new “balance sheet method” that calculates the net change in 

intercompany financing gives a result that is theoretically equivalent to the old “cash flow 

method.”  It is not obvious why anyone should reasonably presume that the Agency would 

require CP to change from the cash flow method to a method designed to give the same results. 

 The balance sheet method that CP uses calculates the net change in intercompany financing 

as: 

Intercompany Financing = Advances to Affiliates – Advances from Affiliates + Cash         (5) 

 The net amount of intercompany financing is then used to adjust the total amount of 

debentures on the balance sheet.  CP provides examples with hypothetical data to illustrate how 

this mechanistic adjustment works.  For example: 

“Now let us modify the example slightly.  Let us say that the railway again begins the year 

with $400 cash, generates $100 from operations, pays $100 in dividends, and invests $100 

in its network.  But in this scenario, CP’s parent company advances $150 to the railway.  

Now we find that the ending cash balance is $400 + $100 - $100 + $150 = $450. 

 

But recall that the intercompany financing adjustment formula applies the net of cash, and 

advances to and from affiliates, as described above.  In this scenario, the adjustment is 

calculated as the final cash balance, minus Advances from Affiliates, which is $450 - $150 

= $300.  Again the final number is $100 lower than in the previous year, which implies that 

                                                           
12

 CP’s Submission, page 2. 
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the balance of debentures will be $100 higher than in the previous year.  This reflects the 

fact that the railway required $100 of financing, in excess of its operating cash flow”
13

 

 

 However, the hypothetical examples assume funds from operations ($100) equal to dividends 

($100).  Changing the example with the assumption that funds from operations exceed dividends 

and are $400 implies that the balance of debentures will be $200 lower than in the previous year.  

It is apparent that without actual data it is not possible to determine the long run effects of using 

this mechanistic adjustment.  CP has provided no information on the amounts of the 

intercompany financing adjustments and the actual capital structure ratios that have resulted from 

it since 2002.  The only information provided in the Consultation Document is that in the last 

three years the cash balance amounts have grown significantly. 

 CN’s Submission recommends that: 

“CN agrees that the net cash balance should not be applied to reduce long-term debt.  Long 

term debt is well identified on the company’s books and requires the returns expected by 

bondholders, and any cash balance (net of short term liabilities as explained above) is part 

of the working capital that should attract the cost of capital returns required by investors.”
14

 

 

 It is not correct to reduce long-term debt by the amount of cash balances.  Netting cash 

balances to reduce long-term debt increases the measured proportion of equity in the capital 

structure. The cost of equity capital is higher than the cost of debt capital, so the result is an 

increased weighted average cost of capital. This practice should be discontinued.   

 

 

 

 

 

 

 

 

                                                           
13

 CP’s Submission, p. 17. 
14

 CN’s Submission, p. 2. 
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4. Should the Agency include land in the Net Rail Investment used to determine capital 

structure and, if so, what value should be assigned? 

 CP’s Submission argues that the market value of land should be included in the Net Railway 

Investment (NRI) for the purpose of calculating a regulatory return on capital.
15

 It is obvious that 

a railway company must acquire land as well as plant and equipment in order to provide services 

to its customers.  NRI, the asset base, is the portion of the railway company’s net assets that are 

providing railway transportation services and that are under Agency jurisdiction.  Any capital in 

the NRI must be provided by someone, and customers should be charged the appropriate cost of 

each type of capital.  It is useful to categorize this capital into the following sources:  capital 

which arises from the ordinary business operations of the firm; capital which arises due to tax 

policies; capital which arises from donations and grants; and capital which is provided by 

investors. First, we will discuss whether land should be valued at historical cost or market value. 

Second, we will discuss the appropriate cost of capital if land is obtained from grants. Finally, 

we will consider the cost of capital for land with capital provided by investors. 

 In its submission CP argues that a cost of capital return based should be based on market 

values for land: 

 

“The above discussion establishes that a cost of capital return based on market value is, in 

principle, preferable to one that is based on book values – at least in consideration of 

Land assets. Nevertheless, the two principle drawbacks of market valuations remain: that 

market values may be difficult to determine, and that they may fluctuate dramatically. As 

mentioned, these are issues of practicality, not of principle, but they must be dealt 

with.”
16

 

 

                                                           
15

 CP Submission, page 15. 
16

 CP Submission, page 13. 
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 There are serious problems in determining the market value for land and dealing with the 

fluctuations in those market values, but the main problem is that it is simply wrong in principle. 

CP maintains: 

“It follows that, since the book value of an enterprise is generally lower than its market 

value (as discussed above), a return on capital calculated using book values may not be 

adequate to attract capital.”
17

 

 

And 

 

“However, any actual changes in the value of those lands, or any lands acquired since, 

has no prospect of ever being reflected in their book values. Therefore, a return on capital 

based on the book value of Land does not provide a fair return according to the Supreme 

Court definition of that term.”
18

 

 

 Those statements are incorrect. In Section III. 1 above, it was shown that as long as a firm is 

expected to earn its required return on the book value of its assets, it will be able to raise capital 

for new investment and maintain its financial viability.  

 Next we consider the appropriate cost of capital if land is obtained through grants. CP 

acknowledges that a plausible reason for excluding land from the NRI is that it was originally 

provided to the railway as a grant, and thus does not represent investor capital.
19

 However, CP 

claims that lands obtained from grants were earned compensation and thus represent property 

owned by the shareholders on which they should expect to receive returns. This is based on an 

incorrect assumption that, under regulation, the market-determined opportunity cost of capital 

should be applied to the portion of assets under regulation regardless of whether investors 

provided the funds. CP makes the mistake of trying to use financial theory that applies to 

unregulated companies to regulation. A basic principle of regulation is to allow a return on 

capital provided by investors sufficient to attract capital. Investors did not provide the funds for 

                                                           
17

 CP Submission, page 11. 
18

 CP Submission, page 12. 
19

 CP Submission, page 5. 
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land acquired by grants. Hence, any return on this land would represent an excess return on the 

common equity over and above the return required.  

 Finally, we consider land that is acquired with investor supplied capital and is used and 

useful in providing service. As previously explained, if included at all, it only should be included 

in the rate base at historical cost and allowed to earn the weighted average cost of capital. 

However, as CP notes, this land has been excluded from the asset base by the costing 

regulations:  

 

“As noted in paragraph 5, above, the costing regulations state that the allowance for cost 

of capital is applied to the “variable assets” only. In fact, the cost base of the MRE does 

not include a cost for land, and the VRCPI does not track inflation for land. Therefore, if 

the intent is to ensure that the railroad is not compensated for cost of capital on land, this 

end has already been achieved. To further exclude land from the Net Rail Investment 

used to determine the regulatory cost of capital rate would be to apply a compounded 

discount – in other words, it would be a case of double-counting.”
20

 

 

 The Consultation Document provides no information on how the NRI is used to determine 

capital structure weights in the regulatory cost of capital and CN and CP have not provided any 

data or description of that process. If the Agency’s calculation of capital structure weights is 

based on equating the book value of the NRI excluding land to the book value of liabilities and 

equities used to finance it, there is no double counting. The capital structure weights are then 

based on the percentage amounts of each source of capital used to finance the asset base 

excluding land, which will provide investors with their required returns for each source of 

capital. The equation of (a) NRI excluding land to (b) the liabilities and equities used to finance 

it is the theoretical justification for applying the company’s cost of capital to its rail assets as 

done by the Agency’s costing model. 

   

                                                           
20

 CP Submission, pp. 7-8. 
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5. How should the Agency determine the working capital allowance? 

In my October 14, 2016 submission I noted that the current working capital allowances for 

CN and CP are based on a lead-lag study for the base year 1992, but no information had been 

provided in the Consultation Document about the design or results of this study. CN believes the 

study was based on 1985 or 1986 data
21

 and CP believes that annual indexation has not been 

correctly applied.
22

 In any event, significant changes in the operations of the railways, changes in 

the capital markets and technological changes in payment methods make it very likely that 

working capital allowances have changed over the last 25-30 years. 

CN and CP both acknowledge that a lead-lag study is theoretically sound and the most 

accurate way of determining the working capital allowance. However, they recommend 

simplified determinations based on balance sheet accounts because of the higher costs of a lead-

lag study: 

“While it is generally accepted in North American regulatory circles that a lead-lag study is 

the most accurate way of properly gauging the amount of working capital required for the 

operations of a regulated utility, it is also the method that requires the most resources and 

effort, and that is why it has not been reproduced since 1992 for the prescribed railways in 

Canada. Moreover, CN is not a regulated utility. Regulated grain movements represent less 

than 10% of its Canadian operations traffic. It would be inappropriate to apply a method 

developed for regulated utilities to an almost unregulated company.  

 

CN proposes instead to use the simpler and more classical definition of working capital: 

net short term assets, or current assets minus current liabilities.”
23

 

 

And 

 

“The method is theoretically sound, but complicated, expensive, and time-consuming to 

implement. This is because it requires examining thousands of invoices, service contracts, 

                                                           
21

 CN Submission, page 3. 
22

 CP Submission, page 27. 
23

 CN Submission, page 3. 
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freight movements, and other sources of indirect financing. This may be the primary reason 

that the current working capital allowance has not been updated since 1992.”
24

  

 

“Furthermore, a calculation method relying on railroad accounts is practical and 

reasonable, and it would allow for annual updating of the allowance for working capital.”
25

 

 

CN and CP raise valid concerns about the costs of conducting lead-lag studies. However, 

after 25-30 years it is reasonable to require that a lead-lag study should be done for both CN and 

CP in order to determine the current working capital allowance.  A new lead-lag study would 

provide an accurate current amount as well as the measure of the change that has taken place 

since the previous lead-lag study.  It also would provide a benchmark to evaluate the accuracy of 

any different methodologies proposed by the railways or other interested parties. 

Changes in the working capital allowance could be indexed for short-term changes in 

operations until the next lead-lag study, initially set three years later.  At that time the resulting 

change in the working capital allowances could be evaluated to determine the optimal time 

periods for repetitions of the lead-lag studies. However, CN and CP should be encouraged to 

show that a less costly balance sheet model produces reasonable results against the benchmark 

provided by a new lead-lag study thereby eliminating the need for future lead-lag studies. 

 

 

  

                                                           
24

 CP Submission, page 27. 
25

 CP Submission, page 32. 
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IV.  AGENCY DETERMINATIONS ON CAPITAL STRUCTURE  

 

 The previous sections have commented on CN’s and CP’s Submissions and explained the 

underlying principles about capital structure methodology. In concluding, it may be useful to 

review what information about the Agency’s capital structure determinations has been made 

available to interested parties for comment. 

 In CP’s Submission there were several statements discussing the treatment of intercompany 

financing that indicate how a company that is regulated on only part of its operations can act. For 

example: 

“But there is another hidden cost that may be more significant. This is because the use of 

intercompany advances allows the parent company to maximize tax efficiency by using 

cash where it is cheaper, on an after-tax basis, and also by using intercompany financing to 

move tax-loss credits to wherever they will do the most good. Such transactions are 

common within the CP Limited conglomerate, and they are often the primary source of 

intercompany balances. If the treatment of intercompany advances for regulatory purposes 

creates a negative return on those advances, then the opportunity to apply tax optimization 

principles will necessarily decrease.”
26

 

 

And 

 

“We can either leave the Advances to Affiliates on the asset side of the balance sheet, or 

we can show a net value for advances to-and-from affiliates. It is obvious that, if the 

balances are not netted in the calculation, then the railroad could itself execute 

transactions to produce a net position on the balance sheet. In that case, the railroad 

would simply run a calculation each year to determine whether it is more beneficial to 

show the balances netted, or separately. The optimal course of action would depend on 

the relative weights of equity versus debt, and their rate of return, in the capital structure. 

Clearly, this would be a step in the wrong direction if the goal is to have an objective 

method.”
27

 

 

And 

 

                                                           
26
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“The intercompany financing adjustment effectively ensures that the total amount of debt 

shown on the regulated railroad’s balance sheet is a result of actual financing requirements. 

Lacking this mechanism the only recourse is to examine each new debt issue and make a 

judgment call as to whether it should be classified as “rail” or “non-rail”, based on the 

intended use of the proceeds. This will never be an objective exercise because cash is a 

fungible asset which can, and will, be used wherever it is required regardless of any stated 

intention. It would always be in the railroad’s interest to label new debt items in such a 

way that they are deemed to be non-rail in nature.”
28

 

 

 In my October 14, 2016 submission I explained that the consequences of the capital structure 

decision for a regulated company differ from those for an unregulated company so as to make it 

incumbent on a regulatory agency to make a correct and balanced decision on the matter and not 

simply accept the company’s capital structure decision.
29

  For a regulated company, increasing 

the debt ratio allows customers to enjoy the benefits in reduced revenue requirements of a high 

debt ratio, while the management and stockholders suffer the increased risk.  The consequence is 

that the management of a regulated company will want the lowest possible debt ratio that it can 

persuade the regulatory agency to accept, so the regulator cannot simply accept the debt ratio 

advocated by a company subject to its regulation.  

 In the regulation of public utilities the regulator often determines a capital structure after 

receiving comments from interested parties. As I explained in my October 14, 2016 submission, 

the Agency provides transparency and detail of every calculation for the cost of capital rates. The 

determination of the risk-free rate, the market risk premium, beta, and the Canada/U.S cost rate 

of common equity are all described in elaborate detail allowing interested parties to understand 

the process and even replicate the results.
30

 However, contrast this with the information available 

from the Agency on how the weights used in the weighted average cost of capital are determined 

or the use of intercompany financing transactions. 

                                                           
28

 CP Submission, page 24. 
29

 Gould Report, pp. 22-23. 
30
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 We do not know details about the capital structure methodology that CN and CP use in their 

annual submissions to the Agency, we do not know the details of what adjustments were made 

by the Agency and we do not know even know the final determinations of CN and CP’s capital 

structure by the Agency. As a result, it is not possible to determine whether CN and CP are 

complying with correct principles of capital structure methodology. 
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TABLE 1 

           Page 1 of 1 

 

 

RELATIONS AMONG A COMPANY'S RETENTION RATE, RATE OF RETURN, 

RATE OF GROWTH IN DIVIDENDS, AND OTHER VARIABLES WHEN R=K 

 

______________________________________________________________________________ 

 

 SOY Book   Share      Share  Retained 

Year   Value 
1
 Earnings

2
  Dividends

3
  Earnings

4
  Prices

5 

 

  1 $10.00    $1.00       $.60      $.40   $10.00 

 

  2   10.40      1.04         .624         .416    10.40 

 

  3   10.816     1.082        .649       .433   10.816 

 

  4   11.249     1.125        .675       .450       11.249 

 

  5   11.699     1.170        .702       .468   11.699 

   

  6   12.167     1.217        .730        .487   12.167 

 

______________________________________________________________________________ 

 

 
1
For year two on, the previous value plus retained earnings in previous year. 

 

 
2
10% of start-of-year book value based on r = .10. 

 

 
3
60% of share earnings based on b = .4. 

 

 
4
Earnings less dividends. 

 
5
Based on P = D/ (k-g), where D = the dividend for the year, and where in every period 

 k   = .10 and g = .04.  
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TABLE 2 

           Page 1 of 1 

 

 

 

RELATIONS AMONG A COMPANY'S RETENTION RATE, RATE OF RETURN, 

RATE OF GROWTH IN DIVIDENDS, AND OTHER VARIABLES WHEN R>K 

 

 

______________________________________________________________________________ 

 

 SOY Book   Share      Share  Retained 

Year   Value 
1
 Earnings

2
  Dividends

3
  Earnings

4
  Prices

5 

 

  1 $10.00    $1.00       $.60      $.40   $15.00 

 

  2   10.40      1.04         .624         .416   15.60 

 

  3   10.816     1.082        .649       .433   16.22 

 

  4   11.249     1.125        .675       .450       16.87 

 

  5   11.699     1.170        .702       .468   17.55 

   

  6   12.167     1.217        .730        .487   18.25 

 

______________________________________________________________________________ 

 

 
1
For year two on, the previous value plus retained earnings in previous year. 

 

 
2
10% of start-of-year book value based on r = .10. 

 

 
3
60% of share earnings based on b = .4. 

 

 
4
Earnings less dividends. 

 
5
Based on P = D/ (k-g), where D = the dividend for the year, and where in every period 

 k   = .08 and g = .04.  
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TABLE 3 

           Page 1 of 1 

 

 

 

RELATIONS AMONG A COMPANY'S RETENTION RATE, RATE OF RETURN, 

RATE OF GROWTH IN DIVIDENDS, AND OTHER VARIABLES WHEN R<K 

 

 

______________________________________________________________________________ 

 

 SOY Book   Share      Share  Retained 

Year   Value 
1
 Earnings

2
  Dividends

3
  Earnings

4
  Prices

5 

 

  1 $10.00    $1.00       $.60      $.40   $7.50 

 

  2   10.40      1.04         .624         .416    7.80 

 

  3   10.816     1.082        .649       .433    8.112 

 

  4   11.249     1.125        .675       .450        8.436 

 

  5   11.699     1.170        .702       .468    8.774 

   

  6   12.167     1.217        .730        .487    9.125 

 

______________________________________________________________________________ 

 

 
1
For year two on, the previous value plus retained earnings in previous year. 

 

 
2
10% of start-of-year book value based on r = .10. 

 

 
3
60% of share earnings based on b = .4. 

 

 
4
Earnings less dividends. 

 
5
Based on P = D/ (k-g), where D = the dividend for the year, and where in every period 

 k   = .12 and g = .04.  
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November 18, 2016 

 

 

Canadian Transportation Agency 

15 Eddy Street 

Gatineau, Québec 

J8X 4B3 

 

Attention: consultations@otc-cta.gc.ca 

  

Re: Consultation Regarding the Methodology for Determining the Capital Structure of Canadian 

National Railway Company (CN) and Canadian Pacific Railway Company (CP) for the 

Determination of the Cost of Capital of the two Railway Companies  

 

As a follow-up to Teck’s October 7, 2016 submission and as the Agency conducts its next phase of 

consultation on this matter, we are pleased to support the submissions of McMillan LLP and Dr. Lawrence 

Gould to which we append this letter.  We urge the Agency to consider these submissions with a view to 

addressing the various issues raised.   

 

We again emphasize the need for greater disclosure of all relevant financial information relating to CN 

and CP that is not strictly confidential, so that we can have confidence that railway company claims and 

Agency determinations of cost are both accurate and justified. 

 

We especially look forward to the opportunity to have in-person presentations, and ask the Agency to give 

consideration to our request in that regard.  

 

Thank you for your consideration. 

 

 

Sincerely, 

 
Marcia Smith 

Senior Vice President, Sustainability and External Affairs 

Teck  

 

 

Cc:   Brad Johnston, General Manager, Logistics 

 Alexa Young, Manager of Government Affairs and Head of Canadian Government Affairs 

 



WESTERN GRAIN ELEVATOR ASSOCIATION 
      Ste. 440-360 Main St.                                                                                                 Telephone: (204) 942-6835 
      WINNIPEG, Manitoba                                                                                                          Fax: (204) 943-4328 
      R3C 3Z3                                                                                                                            E-Mail: wgea@mts.net 

 Cargill Limited  Louis Dreyfus Company Canada ULC  Parrish & Heimbecker, Limited  
 Paterson GlobalFoods Inc.  Richardson International Limited  Viterra Inc.       

      
 

 
 
 
 
 
 
November 18, 2016 
 
 
 
 
Canadian Transportation Agency 
15 Eddy Street 
Gatineau, QC 
J8X 4B3 
 
consultations@otc.gc.ca 
 
Dear Sir/Madam, 
 
Re: Capital Structure and Cost of Capital Methodology 
 
The Western Grain Elevator Association supports the views brought forward by Dr. Lawrence 
Gould in his November 18, 2016 report, and agrees with the points included in this package of 
submissions by McMillan LLP, Teck Resources, and the Canadian Canola Growers Association.   
 
Thank you in advance for considering our views on this important matter. 
 
Yours truly, 

 
Wade Sobkowich 
Executive Director     
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November 18, 2016 

 

Canadian Transportation Agency  

15 Eddy Street   

Gatineau, QC  

J8X 4B3 

 

 

Attention: Consultations  

 

Re: Agency Consultation Regarding the Methodology for Determining the Capital 

Structure of Canadian National Railway Company (CN) and Canadian Pacific Railway 

Company (CP) for the Determination of the Cost of Capital of the two Railway 

Companies  
 

 

The Canadian Canola Growers Association (CCGA) supports the issues identified in this secondary 

Agency Consultation submission prepared by McMillan LLP, the supplemental views of Teck Resources 

and the Western Grain Elevator Association and the more detailed work, “Response to Submissions on 

Capital Structure Methodology” prepared by Dr. Gould.   

 

Sincerely,  

 

 

 

Rick White  

Chief Executive Officer  
 


