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2016 (the Application) 

On May 10, 2015, the British Columbia Utilities Commission (the Commission) issued its 
Decision and Order G-75-13 in the Generic Cost of Capital (GCOC) Stage 1 proceeding (the 
GCOC Stage. 1 Decision). In the GCOC Stage 1 Decision, the Commission directed FEI to 
file an application for the review of its common equity component and ROE by no later than 
November 3Q, 2015. 

Attached is FEI's Application and supporting evidence. 

Given that tlib GCOC stage 1 Decision is relatiyely recent, and that the Company evidence 
is consistent 'with the previous application, FEI believes that the Company evidence in this 
Application would be most efficiently and effectively handled through a written process. FEI 
is cognizant"that the Commission Panel may wish to hear from expert witnesses, and 
therefore proposes a regulatory review process which includes a limited scope oral hearing 
(likely one or two days) on the expert evidence filed during the proceeding (both Company 
and intervener, if any) . FEI proposes the following regulatory timetable. 
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1,Iltervener Registration Tuesday, October 20 

(':ommlssion Information Request (IR) No, 1 ., Tuesday, October 27 

Intervener IR No.1 Tuesday, November 3 

FEI Response to IRs No. 1 Tuesday, November 17 

Commission and Intervener (IR) No. 2 Tuesday, December 1 
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Intervener Evidence (if any) Thursday, January 7 

IRs on Intervener Evidence Thursday, January 21 

Intervener Response to IRs on Evidence Thursday, February 11 

Rebuttal Evidence (if any) Thursday, February 25 

Oral Hearing (limited scope Expert Evidence) We$. of March 7 

FEI Written Final Submission Thursday, March 31 

I ~tervener Written Final Submissions Thursday, April 7 

tEl Written Reply Submission Thursday, April 14 
.' 

Based on the proposed timetable, a decision will not be reached in this proceeding until mid-
2016. Interim rates, effective January 1, 2016 are necessary to facilitate this process. 
However, there is no need to request interim rates in this Application, since FEI has already 
sought interim delivery rates effective January 1, 2016 in its Annual Review for 2016 Rates. 
That request in the Annual Review contemplated the present Application. 

If further information is required, please contact the undersigned. 
J: 
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I 
FORTiSSC EN,ERGY INC. 
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i" Diane Roy ·, ., 
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1 1. INTRODUCTION AND EXECUTIVE SUMMARY 

2 On May 10, 2013, the British Columbia Utilities Commission (BCUC or the Commission) issued 

3 Order G-75-13 for Stage 1 of the Generic Cost of Capital (GCOC) proceeding, establishing 

4 FortisBC Energy Inc. (FEI or the Company) as the benchmark utility with a return on equity 

5 (ROE) of 8.75 percent and common equity ratio of 38.5 percent. Order G-75-13 directed FEI to 

6 file an application for the review of its common equity component and ROE by no later than 

7 November 30,2015. 

8 In accordance with the Commission's Order and pursuant to sections 59 to 61 of the Utilities 

9 Commission Act; R.S.B.C. 1996, c.473 (Act) , FEI applies for approval of a capital structure 

10 consisting of 40;:percent equity and 60 percent debt, and a return on common equity of 9.5 

11 percent. FEI respectfully submits that the accompanying evidence on FEI's business risk and 

12 retum on equity: ~nd capital structure considerations demonstrate that FEI's proposals meet the 

13 Fair Return Standard, and should be approved. A draft form of order sought is provided in 

14 Appendix D. 

15 1. 1 FAIR RETURN STANDARD 

16 The Fair Return Standard is a fundamental element of the regulatory compact and is captured in 

17 section 59(5) of the Act. The Commission has confirmed' that the Fair Retum Standard 

18 requires that a f~ir or reasonable overall return (including a return on and of capital) is one that 

19 meets all three of the following requirements: 
.~ 

20 
21 

• is comp*able to the' return available from the application of the investe~ capital to other 
enterprises of like risk (comparable investment requirement); 

22 • enables '!he financial integrity of the regulated enterprise to be maintained (financial 
23 integrity requirement); and 

24 • permits incremental capital to be attracted to the enterprise on reasonable terms and 
25 conditions (capital attraction requirement). 

26 
27 The application of the Fair Return Standard to FEI must account for the ongoing challenges that 

28 FEI faces in attracting capital on reasonable terms and conditions. It must reflect the business 

1 Decision attacifed to Order G-15B-09 (2009 Cost of CapHal Decision), at p. 15, cHing on p. 8 to 9 of the 
2009 Cost of C~pHal Decision, p. 6 of National Energy Board Decision RH-1-2008 in respect of Trans 
Quebec & Maritimes Pipeline (TOM). 

" ., 
" 
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1 risks facing FEI ;~hat define the risk that the Company faces in achieVing a fair return on and of 

2 invested capitalHn both the short and long-term. In addition, it must account for the risks 

3 associated with ~ontinued volatility and uncertainty in the financial markets. It is the combination 

4 of all of these f~ctors that justifies a capital structure conSisting of 40 percent equity and 60 

5 percent debt, and a retum on common equity of 9.5 percent. 

6 1.2 BUSINESS RISK SINCE 2012 
7 Business risk analysis is an important factor in an investor's decision-making process. A key 

8 reference point for assessing FEI's business risk is the GCOC Stage 1 proceeding which 

9 determined the cost of capital for the benchmark utility (FEI). FEI filed evidence in that 

10 proceeding in August of 2012. Since the Commission considered FEI's cost of capital relatively 

11 recently, there is a significant amount of continuity in the underlying business conditions 

12 applicable to FE!. However, there have been developments that are important for understanding 

13 why FEI consid~rs that its required return on equity and equity component of capital structure 

14 are higher than y(hat the COmmission approved in the GCOC stage 1 Decision. 

15 

16 

17 

18 

19 

20 

21 

22 

23 

4~ 

Amalgamation 

One notable change since the GCOC Stage 1 proceeding is the amalgamation of FEI with 

FortisBC Energy (Vancouver Island) Inc. (FEVI) and FortisBC Energy (Whistler) Inc. (FEW). 

The Commission approved the amalgamation of FEI, FEVI and FEW on February 26,2014, by 

Order G-21-14. On May 23, 2014, the Lieutenant Governor in Council (LGIC) issued Order in 

Council No. 300 consenting to the amalgamation, and on December 31, 2014 the three 

companies amalgamated. The amalgamated entity is carrying on business as FEI, and in this 

proceeding may' be referred to as "FEI", "amalgamated FEI" or "FEI Amalco" as the context 

requires. 
! 

24 At the time of th~ amalgamation, both FEW and FEVI had a higher ROE and thicker equity than 

25 FEI, commensu~ate with their relatively higher business risk. On March 25, 2014, the .. 
26 Commission iss~ed its Decision and Order G-47-14 in the GCOC Stage 2 proceeding (GCOC 

27 Stage 2 Decisio~). The GCOC Stage 2 Decision set a common equity ratio of 41.5 percent for 

28 both FEVI and F.EW and equity premiums over the benchmark utility's ROE of 50 and 75 basis 

29 points for FEVI and FEW, respectively. 
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In the GCOC Stage 2 Oecision, the Commission acknowledged that the evidence in the GCOC 

proceedings treated FEI, FEVI and FEW as separate entities and that it did not contemplate the 

potential impact of an amalgamated entity, and as such there was no firm basis on which to 

make a determination with respect to the amalgamated entity? The Commission further stated: 

" ... once 'amalgamation has been effected and postage stamp rates implemented, the 

ROE and capital structure wiff be the same for the amalgamated entity as for FEI as the 

Benchmarl< utifity. In the altemative, if FBCU considers the cost of capital for the 

amalganiated entity is not indicative of current circumstances, it may apply to the 

Commission on behalf of the amalgamated entity .... 
. , 

.:~ 
,. 

In this filing, FEI ·has considered the extent to which FEI's risk profile has changed as a result of 

amalgamating with FEVI and FEW. While amalgamation is a factor affecting FEI's business risk 

that should be conSidered, it is not the primary justification for FEI's request to increase FEI's 

equity thickness or ROE. FEI Amalco remains a large natural gas distribution utility, regulated 

by the BCUC, whose core business is to provide space and water heating to its customers. As 

was the case in 2012, FEI's core market is experiencing declining use per customer and low 

customer growt~ while faCing the same competitive challenges as FEI did, pre-amalgamation. 

The addition of {he Vancouver Island and Whistler service territories to FEI's service area has 

increased the a~algamated FEI's supply interruption risk as both of the Vancouver Island and 

Whistler areas ~re exposed to greater security of supply risk. As such, FEI, Amalco is now 
J' 

exposed to cert~n factors as a result of amalgamation that contribute to a slight increase in 
1." ;. 

overall businesSTisk. 
\1 

Changes in FEI's BusinASS Risk Apart from Amalgamation 

Amalgamated FEI's business risk, independent of the effect of amalgamation noted above, is 

broadly similar to what it was in 2012; however, there are some differences that point to a 

somewhat higher business risk than what is reflected in the capital structure and ROE 

determined in thlj! GCOC Stage 1 Decis,ion. 
l. , 

FEI business ris1< is closely related to its ability to attract new customers (add new load to the 

system) and ret~in its existing customer base in its various customer segments (maintain or 

2 GCOC Stage 2 ~ision, p.138. 
3 Ibid. F' 

' .' .. _-
,1 
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1 increase the throughput levels of its eXisting customers). Key indicators such as total 

2 throughput, use _per customer, or natural gas capture rates in various sectors can be used, in 

3 conjunction with other considerations, to assess the change in a utility's risk status. For 

4 instance, all elsE1 equal, if throughput levels decline for whatever reason, FEI's business risk in 

5 effect increaseS: because the invested capital must be recovered over fewer GJs. These 

6 indicators are ~ffected by various exogenous factors, including customer preference, price 

7 competitivenesst of natural gas versus other altematives, the macro-economic environment as 

8 well as provincl~1 and local governments' energy policies and regulations. Closely related to 

9 business risk is"the risk faced by utilities, termed regulatory risk, associated with having to 

1 0 obtain approval from a regulator for rates (and therefore revenues), the cost of capital, as well 

11 as new utility investments. 

12 FEI has performed its business risk analysis using the same risk categorization that it had used 

13 in the GCOC Stage 1 proceeding, so as to facilitate the Commission's review of how business 

14 risk has evolved;over time. FEI's assessment of risk can be summarized as follows: 

15 
16 

17 
18 
19 
20 
21 
22 

23 
24 
25 
26 

27 

• 

• 

• 

For the rilajority of the risk categories identified, the risk status has remained relatively 
stable c6111pared to 2012. 

The prin\hry difference from 2012 is in the political risk category. Most notably, FEI 
faces gr~~ter risk now due to recent local government policies and initiatives to promote 
mandato!), connection to neighbourhood energy systems or installing renewable or 
higher emciency energy systems that will hinder FEI's ability to attract new customers 
and/or retain existing ones. In addition, the recent legal developments related to 
Aboriginal rights and land title issues have led to an increase in risks_ 

The adoption of a Performance Based Ratemaking (PBR) Plan starting in 2014 has 
given rise to some additional regulatory uncertainty and risk compared to previous 
periods, although the broader regulatory constructs that supported FEI's characterization 
of regulatory risk in 2012 remain substantially the same. 

28 Therefore the a~algamated FEI's overall business risk is best characterized as being similar to 

29 that of 2012, an~ is trending higher. 

': 
30 1.3 EVIDENbE ON COST OF CAPITAL, FINANCIAL MARKET CONDITIONS AND .,.' . 

31 CRED/'hMETRICS 

32 FEI retained Mr!iJames Coyne of Concentric Energy Advisors Inc. (CEA or Concentric), a cost 

33 of capital expert -with many years of experience regarding the North American utility industry, to 

PAGE 4 
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1 provide an expett opinion on FEI's cost of capital. Mr. Coyne's report is attached as Appendix 8. 
\ 

2 Mr. Coyne's evid,ence, among other things: 

3 • DiscusseS capital market conditions in the U.S. and Canada, concluding that U.S. and 
4 Canadia!i,capital markets are highly integrated and that it is appropriate to use the U.S. 
5 proxy gr~,up data for FEI's ROE and capital structure determination . . 
6 • Conducts Capital Asset Pricing Model and Discounted Cash Flow analyses, with 
7 alternative inputs and model speCifications, to determine an appropriate ROE for FEI. 

8 
9 

10 
11 

12 

13 

14 

• Assesses FEI's operating and financial profile and conducts a comparative risk analysis 
as part of assessing the reasonableness of FEI's proposed capital structure. 

Mr. Coyne concludes, based on his analysis, that the proposed minimum equity component for 

the amalgamated FEI at 40 percent should be combined with an ROE of 9.5 percent to meet the 

Fair Return Standard in the current market conditions and in light of FEI's overall business and , 
financial risk. 

15 In addition, FEljI has presented information, in section 6, regarding capital structure 

16 considerations. !'tEl's analysis demonstrates that an increase in the common equity component 

17 of its capital stfLcture to 40 percent is warranted, considering the upward trend in FEI's 
f. . 

18 business risk, the need to strengthen the Company's credit metrics and to support the ongoing 

19 access to capital investment. 

20 1.4 A UTOMA TIC A DJUSTMENT MECHANISM 

21 FEI continues to believe that the appropriate approach for setting its allowed ROE and capital 

22 structure is by (way of a traditional cost of capital application process. However, if the 

23 Commission de~ermines it is appropriate to maintain an Automatic Adjustment Mechanism 

24 (AAM), then the. two factor model approved by the Commission in its GCOC Stage 1 Decision 

25 should be continged. 
,,;. 

i~ 

26 1.5 BENCHMARK UTILITY 

27 As cited earlier in this section, the GCOC Stage 2 Decision stated that the amalgamated FEI 

28 shall remain the benchmark utility4. FEI believes that Amalgamated FEI continues to be the 

29 logical choice to serve as the benchmark utility. FEI Amalco is engaged in the same businesses 

'Ibid. 
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1 as pre-amalgamation FEI. The Commission should consider the business and risk profile of the 

2 amalgamated FEI and continue to treat FEI as the benchmark utility. 

3 It should be noted that a determination in this regard does not impact the determination of FEl's 

4 cost of capital. The benchmark is used in setting the ROE for other utilities in their own cost of 

5 capital determin!ltions. 

6 

-. 
• ... 

' ; 
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1 2. OUTLINE OF THE APPLICATION 

2 This filing, including the appended materials, provides the necessary evidentiary basis upon 

3 which the Commission can determine a fair return for the amalgamated FEI. 

4 In the following sections, FEI sets out its position and evidence on the following matters: 

5 • The Fair Return Standard and its implications for setting the cost of capital for a 
6 benchmark utility; 

7 • The appropriate approach to assessing business risk for FEI; 

8 • The appropriate ROE for FEI; 

9 • The appropriate capital structure for FEI; 
;. 

10 • The Autornatic Adjustment Mechanism; and 

11 • FEI as aj'>enchmark for other utilities. 
, \ 

12 
13 The AppendiceS'ilre: 

14 • Appendix A - Supporting Documents. 

15 • Appendix B - Evidence of Concentric Energy Advisors Inc. regarding the appropriate 
16 cost of capital for FE!. 

17 • Appendix C - Evidence of FEI regarding business risk facing FE!. 

18 
19 FEI has filed the;following information as supporting documents in Appendix A: 

20 • FEI's 2@14 Financial Statements, Annual Information Form and Management 
21 DiscussiQns and Analysis; 

22 • Credit R<i/ting Agency Reports; 

23 • Investmebt Analyst Reports including both Equity and Debt Analyst Reports; 

24 • Debt Pro~pectus; 
''-: 

25 • Bond Issue Listing; 

26 • Fortis Inc. Equity Prospectus; 

27 • Historical Regulatory Financial Information; and 

28 • Accounting Policy Changes. 

29 

,. 

:i 
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1 3. 
2 

APPLICATION OF THE FAIR RETURN STANDARD TO THE 
BENC~MARK 

3 In this section, ~EI provides an overview of the Fair Return Standard, which the Commission 

4 has repeatedly 'iconfirrned applies in determining a utility's cost of capital for ratemaking 

5 purposes. The practical application of the Fair Return Standard is addressed in detail in Mr. 

6 Coyne's expert ~:,idence . 

7 3.1 THE OSLIGA TlON TO FIX A FAIR RETURN FOR 1i'A TEMAKING PURPOSES IS 

8 ABSOLUTE 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 
19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

The Act sets out the Commission's obligation to determine, in respect of every utility, a cost of 

capital for ratemaking purposes that meets the Fair Return Standard. The obligation is 

absolute, and is not an exercise in balancing shareholder and ratepayer interests. , 

Section 59(5) ofthe Act provides that a rate is "unjust" or ·unreasonable" if it Is: 

a) more thao a fair and reasonable charge for service of the nature and quality provided by 

the utility; 
;f' 

b) insufficient to yield a fair and reasonable compensation for the service provided by the 
::!,;. 

utility, or' a fair and reasonable return on the appraised value of its property; or 

c) unjust and unreasonable for any other reason. 

There is a SUbstantial body of case law that deals with the principles that utility rate regulators 

must apply in determining a fair and reasonable return for the utility shareholder. The following 

passage from the Decision attached to Order G-14-06 regarding the cost of capital for TG I and 

TGVI (2006 Cost of Capital Decision) articulates the Commission's duty to approve rates that 

will provide a reasonable opportunity to earn a fair return on invested capital: 

"The CoiTlmission Panel does not accept that the reference by Marlland J. [in British 

Columbi~ Electric Railway Co. v. British Columbia Public utilities CommissionS] to a 

·balanciti~ of interests' to mean that the exercise of determining a fair return is an 

exercise :'of balanCing the customers' interests in low rates, assuming no detrimental 

effects on the quality of service, with the shareholders' interest in a fair ret(Jm. In coming 

S [1960J S.C.R. 837. 
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.i!. 

to a conclusion of a fair return, the Commission does not consider the rate impacts of the 

revenue required to yield the fair return. Once the decision is made as to what is a fair 

return, the Commission has a duty to approve rates that will provide a reasonable 

opportunity to earn a fair return on invested capital. ,S 

Similarly, in the GCOC Stage 1 Decision, the Commission reiterated the principles articulated in 

the 2006 and 2009 Cost of Capital Decisions and confirmed that it has a duty to provide a 

reasonable opportunity to the utility to earn a fair return on and of invested capita!.7 

This Commissioh's articulation of the Fair Return Standard is consistent with prior court 

decisions, inclu~g the concurring reasons of Locke J. in British Columbia Electric Railway, in 

which Locke J . ~tated in part: 

"The Commission is directed by s.16(1)(a) [of the old legislation] to consider all matters 

which it deems proper as affecting the rate but that consideration i!; to be given in the 

light of the fact that the obligation to approve rates Which will give a fair and reasonable 

return is absolute. ,.a 

, 
The application of the Fair Return Standard ensures that utilities are in a position to: 

( 

• 
• 
• 
• 

• 
• 

meet their customers' service needs at a reasonable cost; 

attract investment capital at reasonable cost under all market conditions; 
~I 

earn a f~~ and reasonable return on previously invested capital; 

support the energy and environmental policy objectives of the BC government to the 
extent appropriate under the Act, 

pursue investments in efficiency; and 

be financially sustainable in the face of ongoing and changing business risks. 

26 In addition to being fair to the utility, adhering to the Fair Return Standard is beneficial for 

27 customers who can continue to obtain utility service from a utility operating on a financially 

28 strong and sust~nable basis. 

• 2006 Cost of Capital Decision, p.B. 
7 GCOC Stage 1lPecision, p.12. • • [1960J S.C.R. 9!7 at 848 . .. 
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1 ,1.2 ADHiERING TO THE FAIR RETURN STANDARD INVOLVES SATISFYING THREE 
2 . TESTS 

3 The Commissior has endorsed" the National Energy Board's (NEB) articulation of the Fair 

4 Return Standard in NEB Decision RH-1-2008. The NEB had stated: 

5 ' The Fair Return Standard requires that a fair or reasonable overall return on capital 
~ 

6 should: " 

7 • be comparable to the retum available from the application of the invested capital to 
8 othercmterprises of like risk (comparable investment requirement); 

9 • enable the financial integrity of the regulated enterprise to be maintained (financial 
10 integrity requirement); and 

11 • permit incremental capital to be attracted to the enterprise on reasonable terms and 
12 conditions (capital attraction requirement). · 

13 
14 Each of the three requirements of the Fair Return Standard is separate and distinct and all three 

I 

15 must be satisfiep. None of the three requirements is given priority over the others. In other 

16 words, the Fair Return Standard is only satisfied if the utility can attract capital on reasonable 

17 terms and con~ltions, its financial integrity can be maintained and the return allowed is 
~; 

18 comparable to tlfe returns of enterprises of similar risk . 

. : -

19 :J!.' 

" 2009 Cost of capna/ Decision, at p.1S, citing p.6 of RH-1-2008 in respect of TOM. 
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1 4. FEI Bli~INESS RISKS 

2 FEI's business rtsk informs its cost of capital because it impacts the likelihood that the Company 

3 will be able to earn a fair return on and of its invested capital. The section below provides a 

4 high level summary of factors affecting FEI's risk profile. FEI's complete evidence regarding its 

5 business risks is found in Appendix C. In addition, Mr. Coyne has reviewed FEI's business risk 

6 evidence, augmented that assessment with his own review, and has conducted a comparative 

7 risk analysis of FEI's business and financial risks relative to Canadian and U.S. proxy groups. 

8 Mr. Coyne's analysis is included in his report (Appendix B). 

9 In the GCOC Stage 1 Decision, the Commission defined risk "as the probability that the future 

10 cash flows will ;~ot be realized or will be variable resulting in a failure to meet investors' 

11 expectation" anif asserted that the investment risk is comprised of the sum of business risk, 
0-

12 financial risk ani( regulatory risk. The Commission also reaffirmed its previous statement in the 

13 2009 Cost of Capital Decision that "the assessment of the risks has a Significant bearing on the 

14 application of the fair return standard and the determination of an appropriate common equity 

15 ratio for regulatory purposes." 

16 A business risk assessment is by its very nature a qualitative assessment. In general, however, 

17 there is a positive relationship between business risk and cost of capital, i.e., the higher the 

18 business risk, thi! higher return required by investors and therefore the higher the cost of capital. 
'I 

19 Business risk can be categorized in different forms. For the sake of consistency and continuity 

20 of risk assessment, FEI has adopted the same eight business risk categories that it had 

21 employed in th~ GCOC proceeding. These eight categories conform to the Commission's 

22 definition of riskf since as each one of these risk categories (and each one of the factors within 

23 each category) ~an potentially limit FEI's ability to realize its future cash flows and/or meet 

24 investors' expecfations.'o 

25 4.1 REGULA TORY RISK 

26 Regulatory discretion in approving or denying a utility's applications is the main cause of 

27 regulatory unce~ainty. It gives rise to the risk that the allowed return does not accord with the 

28 Fair Return Stanaard, that rates are set at a level that does not provide FEI with an opportunity 

'0 Certain risk calegories impact investors' expectations in the short-term while others are more long­
term risk factor~_ 

-- ;~ 

'" 
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1 to earn its fair return, or that necessary investments are not approved. The broader regulatory 

2 constructs that supported FEl's characterization of regulatory risk in 2012 remain in place, 

3 although the adoption of a PBR Plan in 2014 results in some additional regulatory uncertainty. 

4 FEI has thus assessed its overall regulatory risk as being similar to what it was in 2012, with the 

5 potential to be higher over the term of the PBR Plan. 

6 4.2 MARKET SHIFT RISK 

7 This risk category considers the various market elements that influence FEl's ability to attract 

8 new customers and retain its eXisting customer base and throughput. Similar to 2012, the trend 

9 in FEl 's througtWut level, particularly for the residential sector, is characterized by.: (a) weak 

10 capture rates in the new construction market in the grOwing multi-family dwelling sector, and (b) 

11 declining use per customer from existing and new customers which is caused by factors such as 

12 smaller average dwelling size, higher capital costs for natural gas appliances versus electric 

13 appliances, changes in customers' preference and improvements in energy efficiency and 

14 conservation efforts supported by the policies of provincial and local governments. 

15 4.3 POLITICAL RISK 

16 This risk categor;y addresses the impact of proVincial and local government poliCies, as well as 

17 Aboriginal rights;and land ti\le issues, on FEl's operations and its ability to grow its business by 

18 attracting new c~stomers and/or retaining eXisting ones and increasing the throughput on the 

19 system. Government policies in particular have a direct influence on FEl's growth potential. As 

20 in 2012, the pro~ncial government does not promote the use of natural gas in FE/'s core space 

21 heating and water heating markets while promoting the role of natural gas in the transportation 

22 sector and LNG export. The intensity of local government green initiatives, and their potential to 

23 significantly impact FEl's operations, has increased since 2012 . . For instance, FEl's capture 

24 rate is threatened by municipal bylaws proposing mandatory connection of new buildings and 

25 even entire neighborhoods to district energy systems. In addition, FEI may fail to retain some of 

26 its existing cust~mers due to the amendments to certain bylaws that require higher efficiency 

27 appliances that are not easily installed in older homes. On the subject of Aboriginal rights and 

28 title issues, th~:' 2014 Supreme Court of Canada Decision in Tsilhqot'in Nation v: British , 
29 Columbia introdljces new uncertainties. As such, political risk is assessed as higher . 

. c, 
,-~ : 
, '. 
r;-' 
\ .• 

. . ' 
f 
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1 4.4 ENERGY PRICE RISK 

FORTISBC" 

2 This risk category consists of natural gas commodity price risk, natural gas commodity price 
" 3 volatility risk an~ price competitiveness of natural gas (including the upfront and installation ,. 

4 costs) . These risk factors incorporate elements of both long-term and short-term risk. While 

5 actual spot market prices are currently similar to what they were in mid~2012, medium and long 

6 term commodity price forecasts are lower than what was expected in 2012. However, market 

7 prices continue to remain volatile, despite the abundance of gas supply driven by shale gas 

8 production growth. In terms of competitiveness, the current price competitiveness of natural gas 

9 versus electricity has improved on an operating cost basis as electricity rates have increased 

10 relative to FEl's natural gas rates. However, the upfront and installation costs have not changed 

11 significantly for ,-natural gas versus electricity and this, along with other non-price factors, 

12 continues to add to the challenge of maintaining throughput on FEl's system. All things 

13 considered, FEC?sSesses that the overall risk associated with energy price is similar to that of 

14 2012 levels. ;' : 
(' 

15 4.5 BUSINESS PROFILE 

16 FEl's business profile is characterized by a large service territory and a relatively large customer 

17 base. The business profile of the FEI as a result of the amalgamation is not materially different 

18 from FEl's pre-amalgamation business profile . 

. / 

19 4.6 ECONOr "C CONDITIONS 

20 Economic conditions shape companies' and households' consumption and investment decisions 

21 which in turn dpuld impa~t FEl's throughput and growth potential. The current Canadian 

22 economic enviroitlment continues to be dominated by uncertainty. A combination of factors from 

23 the significant diop in oil prices and a slow-down in economic growth in Europe and China, to a 

24 weaker Canadi~h dollar and U.S. recovery leads to the assessment that while the overall 

25 Canadian economy technically fell into recession in the first half of 2015, the impact of the 

26 overall economic condition on the Be economy is not materially different from 2012 levels . 

. ' 
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1 4.7 OPERATING RISK 

2 This risk categol)' includes the assessment of FE"s system integrity and the possibility of third 

3 party damages and other unexpected events. All things considered, the overall operating risk is 

4 assessed to be &imilar to 2012. 

5 4.8 £NERG ~< SUPPL y RISK 

6 Compared to 2012, the natural gas transportation infrastructure in FEl's service territory has 

7 remained relatively unchanged. The development of several significant gas transmission 

8 infrastructure projects connecting BC natural gas deposits with Alberta and with eastern 

9 markets in the coming years could alter the amount of gas available to FEI and the historical 

10 pricing relationship of BC supply in relation to Alberta production. This could have a negative 

11 impact on the price that consumers pay for natural gas in BC in the coming years. The addition 

12 of FEVI and FBf'I to FEl's service territory has slighlly increased FEl's exposure to security of 

13 supply risk, as these two utilities are downstream of pre-amalgamated FElon a radial system 
>. 

14 that crosses challenging terrain and the Strait of Georgia. As such, the overall energy supply 

15 risk is considered to be slighlly higher than 2012 levels. 

16 Considered together, amalgamated FEl's overall business risk is best characterized as being 

17 similar to that ofifhe 2012 benchmark utility and trending higher. 

18 

, 
I 
t 

~ 
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1 5. PROPOSED ROE FOR FEI 

2 FEI submits that the appropriate allowed ROE is 9.5 percent, based on a minimum of 40 

3 percent common equity. These proposals are supported by the expert evidence of Mr. Coyne. 

4 Mr. Coyne's methodology for estimating the appropriate ROE is consistent with the key 

5 elements of how the Commission has previously determined FEl's ROE. 

6 In prior proceedings, the Commission has supported the application of Discounted Cash Flow 

7 (DCF) and Capital Asset Pricing Model (CAPM) as the main methodologies to calculate a 

8 utility's cost of equity. The Commission has also conSistently supported the use of a U.S. proxy 

9 group of comparable companies' data when Canadian data do not exist in significant quantity 

10 or quality, or as;.~ supplement when Canadian data gives unreliable results. 

11 For instance, in the 2009 Cost of Capital Decision, the Commission accorded the primary weight 

12 to the DCF approach, stating that the DCF model has "more appeal in that it is based on a 

13 sound theoretical base, it is forward looking and can be utility specific·11
• The Commission also 

14 concluded that "given the paucity of relevant Canadian data, the Commission Panel considers 

15 that natural gas distribution companies operating in the US have the potential to act as a useful 

16 proxy in determining TGl's capital structure, ROE, and credit metrics"12. 

17 In the GCOC stage 1 Decision, the Commission reiterated its support for the DCF and CAPM 

18 models however:gave equal weights to the two methodologies: 

19 "The PaFlf3I finds thl'lt the two most compelling frameworks for asseSSing the cost of 

20 equity a~ the DCF model and the CAPM. These models have well understood 

21 theoretic~f bases and explicitly recognize the opportunity cost of capital. Accordingly, 

22 these tw~' models are given equal weight in determining the allowed ROE. ,,13 

23 Similar to the Commission's approach in past decisions, Mr. Coyne's view is that more than one 

24 test should be used to determine the fair ROE. He uses both DCF and CAPM methodologies, 

25 with alternative inputs and model specifications, to calculate a range for ROE estimation. 

26 The results produced by Mr. Coyne's analysis cover a broad spectrum. Giving equal weight to 

27 DCF and CAPM,models and considering the Commission's finding in GCOC Stage 1 Decision 

11 2009 Cost of Capital Decision, p.45. 
12 Ibid, p.16. , 
13 GCOC Stage lfoecision, p/56. 

)~ -
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1 regarding the multi-Stage DCF vs. constant growth DCF, Concentric concludes that an 

2 appropriate ROE for FEI is 9.5 percent (including the standard 50 bps flotation costs previously 

3 approved by the Commission). Mr. Coyne's complete evidence can be found in Appendix B. 

i 
4 Mr. Coyne has also provided a summary of current capital market conditions and has compared 

5 those condition~. to 2012, at the time of the GCOC Stage 1 filing. In summary, the capital 

6 market condition's can be considered broadly similar. While Government of Canada bond yields 
:1 

7 are somewhat lo~er, corporate credit spreads are· higher thus supporting the view of ongoing 

8 risk aversion. In addition, while the level of equity markets is higher, there has been an increase 

9 in market volatil flY. In total, there has not been a SUbstantial shift in capital market conditions 

10 since the last proceeding, and markets continue to be marked by ongoing uncertainty. 

11 

" 

i\ 
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1 6. 
2 

CAPITP;L STRUCTURE FOR FEI SHOULD INCLUDE 40 PERCENT 
EQUITY 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 

29 

30 

31 

Utilities are large consumers of both equity and debt capital. Their fundamentals are watched 

carefully and scrutinized thoroughly by the financial analyst community for equity investors and 

by the credit rating agencies for debt holders. The latter are especially sensitive to (il the 

proportion of common equity in a utility's capital structure as it provides security for investors 

lending money to a utility, and (ii) the cash generated by the allowed returns to ensure that the 

interest on the debt of the utility can be serviced. The combination of an upward trend in FEI's 

business risk an;d relatively weak financial metrics that impact access to capital, demonstrate 

that FEI's comman equity ratio should be increased to 40 percent. .. ,. 
. . 

FEI's financial fl.exibility and financial integrity depend on its ability to access the capital markets 

on reasonable fGrms and pricing in all economic conditions. A stand-alone investment grade 

debt rating in th~ A category ensures FEI's ability to access capital markets and gives FEI the 

required flexibility to finance its large capital plan on reasonable terms. 

FEI's continued weak credit metrics impact the assessments of the Company's ratings by credit 

rating agencies, which impacts FEI's financing terms and flexibility when accessing debt capital 

markets. This is particularly important, considering the Company's potentially high capital 

expenditure requirements and the ongoing access to debt capital that will be necessary in the 

near term. An irjcrease in the common equity percentage is further supported by a comparison 

of FEI's financial metrics to its Canadian utility peers and the continued upward trend in FEI 

business riSk. ':Additionally, an increase in the common equity component of the capital 

structure will sU8port the Company's ongoing debt issuance capacity under its Trust Indenture. 

As such, FEI reS-~eCtfUIlY submits that the equity component of FEI's capital structure should be 

increased from t~e current 38.5 percent to 40 percent. This change will adequately reflect FEI's 

business risk. In conjunction with the proposed ROE, 40 percent equity will address the 

requirements of the Fair Return Standard from a capital structure perspective, ensuring that 

financial integrity and flexibility is maintained as well as to allow FEI to attract capital on a 

comparable basis with its North American peers. 

Mr. Coyne condl,lcted a comparative risk analysis of FEI's risk with the Canadian and U.S. proxy 

groups and reviewed FEI's financial metrics. In Mr. Coyne's expert opinion, a 40 percent equity 

thickness is appropriate, but at the low end of the range of reasonableness because of FEI's 
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1 higher risks rel~ive to the majority of proxy companies, especially with regards te long-term 
, 

2 business risk. For more information regarding Mr. Coyne's evidence on this matter please refer 

3 to Appendix B. 

4 6. 1 BUSINE.$S RISK ASSESSMENT SUPPORTS REQUESTED CAPITAL 
5 S TRUC7,URE 

6 In the GCOC Stage 1 Decision, the Commission panel recognized that business risk, 

7 particularly long~term business risk, should be reflected in the capital structure of the utility, In 

8 consideration of investors' ability to recover their invested capital. The Commission further 

9 explained the link between business risk and capital structure as fellews: 

10 

11 

12 
13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

"This is because if the underlying risk decreases, more debt can be issued; if it 

increase$, the common equity ratio would increase resulting in less debr4. 
J, , 

There are a nuniber of factors as explained in FEI's risk analysis evidence (Appendix C) that 

indicate FEI's business risk and particularly long-term business risk continues on an upward 

trend compared;"iP 2012. 

FEI is operating) n a challenging competitive environment due 10 BC's low cost of electricity, 

which is predeminantly hydro-based generation, and is viewed as a more environmentally 

friendly energy source. As well, FEI faces more political risk due to the challenges faced by 

natural gas as a fuel source for space and hot water heating, as discussed previeusly. A 

detailed explanation of FEI's competitive environment can be found in Appendix C. 

In addition, Mr . . Coyne has assessed FEI's competitive environment and has compared FEI's 
; 

business and fin,ancial risk with that of the U.S. and Canadian proxy groups. In his assessment, 

FEI has higher long-term business risk than the majority .of utilities in the U.S. and Canadian 

proxy groups. 
',ll ., 

25 Given FEI's hig~~r leng-term business risk and lower equity ratio compared to the majerity of 

26 utilities in Mr. Cqyne's prexy greups, it is reasenable te increase FEI's equity ratie. 

14 GCOC Stage 1 Decision, p.24. 
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1 6.2 IfIiAINTAINING ,'="£I's CREDIT RATING IN THE A CATEGORY 

FORTISBC" 

2 As discussed below, maintaining a credit rating in the A category carries with it important 

3 benefits, notably in terms of the cost of borrowing, access to capital markets, and FEl's credit 

4 with its counterparties. One of the primary determinants of FEl's credit rating is its financial 

5 metrics, which are currently viewed by the rating agencies as being below the range acceptable 

6 for an A rating. The lower financial metrics are due to FEI having a common equity ratio and 
" 

7 allowed ROE that are at the lower end of the range of comparable utilities. An increase in FEl's 

8 common equity c;:omponent will improve FEl's financial credit metrics and support the likelihood 
.: . 

9 of FEI maintaining its A-category credit rating. 
, . 

10 The Appjoac~T of Rating Agencies and FEI's Current Ratings 

11 Securities issued by FEI are rated by OBRS Limited (OBRS) and Moody's Investors Service 

12 (Moody's). OBRS rates debt instruments by rating categories ranging from AAA which 

13 represents the highest quality of securities, to 0 which represents the lowest quality of securities 

14 rated. Moody's rates debt instruments by rating categories ranging from Aaa which represents 

15 the highest quality of securities to C which represents the lowest quality of rated securities. The 

16 Table below presents Moody's and OBRS' rating categories for long-term debt. 
• 

17 Table 1:, Moody's and OBRS' Rating Categories for Long-term Debt Instruments 

18 

., 
\: 
',''­
:, ' 

19 Moody's rating methodology for electric and natural gas utilities is primarily based on a rating 

20 grid comprised ~f four key factors. Table 2 below provides a deSCription of Moody's rating 

21 factors and sub-factors as defined for regulated utilities, 
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t. 

Regulatory Fran1!!;Work 

Ability to recover costs 
and earn returns 

Diversification 

Financial Strength 

• 
" 

Table 2: Moody's Rating Grid for Regulated Utilities 

25% 

25% 

10% 

40% 

legislative and judicial underpinnings of 
regulatory framework 

and of 

timeliness of recovery of operating and capital 
costs 

of rates and returns 

12.5% 
12.5% 

12.5 % 
12.5% 

Market Position' 5 % 
Generation and Fuel I 5 % 

CFO + Interest I Interest 7.5 % 
CFO Pre-WC I Debt 15 % 
CFO Pre-WC - Dividends I Debt 10 % 

L ____ . ___ :.. _______ ._..':D~e~b:t.:tI!!::~~~~. __ . __________ 7_.5_% __ ...J 

2 • 10% weight for issuers that lack generation 
3 •• 0% weight for issuers that lack generation 

4 The factors in' 'the rating grid do not constitute an exhaustive treatment of all of the 

5 considerations i6r ratings of companies in the regulated electric and gas utility sector. Other 

6 considerations that may play an integral part in a rating process include items such as liquidity, 

7 management quality, ownership and governance. Therefore, the grid-indicated ratings do not 

8 always match the actual Moody's rating of each company. 

9 The ratings assigned to securities issued by FEI are reviewed by credit rating agencies on an 

10 ongoing basis. Currently FEI's unsecured long-term debt is rated as "A3' by Moody's (the lowest 

11 level of the A category) and "A" by DBRS (the middle level of the A category). 

12 As FEI carries an A3 rating from Moody's, which is one notch above a Baa1 rating and lower 

13 than its DBRS ~fting, a Moody's downgrade would put FEI into the Baa/BBB category. This 

14 would result in a"split-rating' for FEI (that is, one debt rating in the A category and one rating in 

15 the Baa/BBB c'0\egory), Investors typically focus on the lowest rating 16 and as such the 

16 predominant we~ht on the lower Moody's rating would result in FEI being considered principally 

15 CFO Pre-WC stands for Cash Flow from Operations pre Working Capital. 
,. The impact of split-rating on risk premia has been studied in a 1997 study by R. Cantor et al. titled 

"Split-rating and the Pricing of Credit Risk" concluded that credit risk priCing "in the investment-grade 
sector is more conservative - placing more weight on the lower rating than the higher rating" and that 
"the market prices split rated bonds between the yield implied by the lower rating and that implied by 
the average rating" . 
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1 a BBB rated entity. This outcome would have an adverse impact on FEI's cost of debt (both 

2 short-term and long-term), access to capital markets and credit with its counterparties. 

, 
3 Credit Rating:and Cost of Debt 

4 With respect to ihe cost of debt, the credit spread associated with a BBB credit rating category 

5 is higher than that associated with an A credit rating category. In addition, A-rated debt yields 

6 are less volatile .than BBB-rated debt. Figure 1 below shows the new issue credit spreads of 

7 BBB and A-rated corporate issuers, and the difference between them, from January 2005 to 

8 August 2015. During this period, the average credit spread differential was apprOXimately 70 

9 basis points, with the pricing difference more pronounced during periods of market disruption 

1 0 (see 2008 and 2009). 

11 Figure 1: Indicative 30 year credit spreads of BBB-rated and A-rated new issuances (from January 
12 2005 to August 31st 2015) . 

13 
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14 Source: RBC Capital Markets 

15 
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16 A similar trend can be seen in the Canadian utility sector. Figure 2 below shows the incremental 

17 credit spread b~tween the average indicative new issue spreads, on a weekly basis between 

18 January 2008 and July 2015, of four Canadian utilities 17 with, at a minimum a split rating, or a 

19 majority of their ratings in the BBB category and four Canadian utilities ,. with all or a majority of 

20 their ratings in t~e A category. The figure demonstrates that there is a significant range in credit 

17 FortisBC Inc. , Union Gas Limited, West Coast Energy Inc. and Nova Scotia Power Inc. 
,. Enbridge Gas Distribution Inc., FortisAlberta Inc., Gaz Metro Inc. and FortisBC Energy Inc. 
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1 spreads betweeh rating categories, particularly during periods of market disruption, as seen in 

2 2008/09. 

3 Figure 2: Indicative 30 year credit spread between selected BBB/split rating and A-rated utilities 
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. 
SOU~: Scotiabank Debt Capital Markets 

Credit Ratingi,nd Access to Capital iIIIarltets 

In the context of debt capital markets, as illustrated in Figure 3 below, there is a much larger 

market for A-rateD debt compared to BBB-rated debt, with a large majority of debt issued in the 

A-rating . category, Many institutional investors face limits on the proportion of Baa/BBB rated 

debt they are allowed to hold in their portfolios and in case of a downgrade they may have to 

rebalance their portfolios by selling their lower rated bonds to meet their investment guidelines, 

As indicated in Figure 3, approximately 88 percent of all long-term domestic corporate debt 

issued from 2005 to August 31.2015 are A-rated or higher. 

Figure 3·; Corporate Bond Issuance Volumes by Rating from 2005 to August 2015 
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1 In order to matcr. the long term nature of its regulated assets, FEI typically finances the majority 

2 of the debt portio:! of its capital structure with debt at terms of 30 years and longer. Issuers with 

3 BaalBBB categ~;~ ratings can be shut out of the Canadian debt capital markets at times, , 
4 particularly during periods of market distress and for longer tenure issuances, such as 30 years. 

5 As a regulated utility, maintaining the flexibility to access debt capital under various market 

6 conditions, and in particular for longer duration bonds, is critical. Figure 4 below illustrates the 

7 limited access to 30 year and longer term bonds in the Baa/BBB category, and how access to 

8 debt capital for this category can be even more challenged in distressed markets like the one 

9 that existed in 2008. 

10 Figure 4: BBB-rated Corporate Bonds Issuances by Year and Term from 2005 to August 2015 
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12 (Source: RBG Ca~ital Markets) 

t 
13 Credit Ratinaand FEI's Credit with its Counterparties 

14 FEl's credit ratir6Js also have significance for FEl's operations. Currently, counterparties to FEI 

15 do not require c~'lateral in the form of letters of credit, nor has FEI experienced any restrictions .. ' 
16 on the amount OJ unsecured credit the counterparties have extended to FEI. This is due in part 

17 to FEl's A credit rating deSignation. A credit rating downgrade below the A rating category could 

18 lead to FEI being required to post leiters of credit with its counterparties, which would add direct 

19 costs in the form of letter of credit fees and lead to a higher utilization of debt facilities, reducing 

20 the availability of its credit facilities to fund ongoing operations, including capital requirements. 

21 In previous proceedings, the Commission has recognized the importance of an A category 

22 credit rating. FOS instance, in the 2009 Cost of Capital Decision, the Commission Panel agreed 
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1 with FEI that "the combination of the equity ratio and the allowed return thereon should be 

2 adequate to attract capital on reasonable terms and conditions and allow TGI to maintain the A3 

3 rating on its debt and unsecured debt from Moody·s."'· Similarly, in the GCOC Stage 1 

4 Decision, the Commission restated its support for an A category rating to the extent that is 

5 required by the Fair Return Standard: 

6 "The Commission Panel is supportive of maintaining an "A» category credit rating but 

7 only to the extent that it can be maintained without going beyond what is required by the 

8 Fair Return Standard. ,/lO 

9 
10 FEI believes th~ maintaining an A category credit rating is essential to meet the Fair Return 

, . 
11 Standard criteri~ as it will support FEl's financial integrity and will enable FEI to satisfy its 

12 Significant capital needs on reasonable terms and conditions, even under challenging economic 

13 conditions. 

14 FEl's allowed capital structure and ROE are key determinants of the credit metrics that support 

15 the Company's rating in the A category. 

16 Table 3 below shows Moody's four key financial metrics and the relative position of these 

17 metrics compar¢d to Moody's guidelines for an A3-rated entity2'. In the event of a decrease to , 
18 FEl's equity and allowed ROE, financial ratios that are weak at equity levels of 38.5 percent and 

• I " . 

19 allowed ROE 0( 8.75 percent would be further weakened and may risk a downgrade, while an 

20 increase in deemed equity and allowed ROE would alleviate some of the pressure on weak 

21 financial metrics~lative to current ratings. It is worth noting that when the current rates were set ,. 
22 as a result of the GCOC Stage 1 Decision, FEI was initially placed on negative watch by 

23 Moody's due to expected deterioration of credit metrics. The subsequent removal of the 

24 negative watch appears to be based on Moody's expectation of a stable regulatory environment 

25 and stable, albeit weak financial metrics22
• Reductions in either allowed ROE or equity thickness 

26 will not only weaken financial metrics, it may also lead credit rating agencies to reconsider the 

27 qualitative evaluation of regulatory support and stability of financial metriCS, putting pressure on 

28 FEl's ratings. Th~ reaction of Moody's to the GCOC Stage 1 Decision highlights the risk of FEl's 

.. 
,. 2009 Cost of Capital Decision, p.15. 
20 GCOC Stage i Decision, Executive Summary, p.(iii). 
2' The reason for .focus on Moody's metrics was articulated earlier in this section. 
22 Moody's Credit) l.ating Report for FEI, dated July 15th 2014 . 

. - --, 1~, . . -
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current rating, Which is influenced by the Company's relatively weak credit metrics. FEl's 

action. 

proposal to incr~ase its allowed equity thickness will lessen the risk of a negative credit rating 
' 1 

" 
Table 3: FEl's KW Financial Indicator Scores Compared t~ minimum A3 rating per Moody's Utility 

.. Rating Methodology 3 

7 As shown in th~ above Table, with the exception of Debt to Capitalization ratio, all financial 

8 metrics are below the Moody's designated threshold for an A3 rating2 
• . 

J,. 
1: 

9 Moody's most re,gent credit rating on FEI stated: 
, ' ," 

10 "FEl's c~it quality is driven by its credit supportive regulatory environment and its 

11 monopoly position. The company has a long term track record of earning its allowed 

12 return on equity and its cash flow continues to be highly predictable. This is offset by the 

13 company's weak financial metrics, with limited headroom at the current rating level, that 

14 are primarily a product of the allowed return on equity and the equity component of its 

15 capital structure'':''. 
',' 

16 
17 Table 4 below c9mpares the approved capital structure and other credit metrics of a sample of 

18 Canadian utilities with those of FE!. 

23 Financial Metrics per Moody's Credit Opinion on July 20, 2015. ' 
24 Threshold betWeen Baa-rating and A-rating per Moodys Rating Methodology for low Business Risk 

Entities. Source: Moody's Investors Service Rating Methodology for Regulated Electric and Gas 
Utilities December 23, 2013. 

20 For DebtlCapitalization %, lower scores denote higher creditworthiness. 
26 DebtlCapitalization has been positively impacted by the adoption of US GAAP which resulted in an 

increase in Shareholder's Equity on the Balance Sheet of FEI as Goodwill was increased on the Asset 
side of the Balance Sheet with a proportionate increase in Shareholder's Equity. 

27 Moody's Credit Opinion on July 20, 2015, Appendix A. 
>, 

" 
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1 Table 4: Comparative Analysis of Utilities' Credit Metrics, Allowed ROE and Equity Thickness 
2 (Source: OBRS Research) 

Enbridae Gas 
Distribution Inc. 

Union Gas 
Umlted' 

Trai1sClnada ,A 2.36 2.63 2.74 51.7 53.9 54.0 11.5 11.5 11.5 40.0 40.0 40.0 
Pipelines Li:nitedS 

Aver ... Natural 2.22 2.38 2.39 58.8 60.0 61.6 9.3 9 •• 9.7 37.6 37.6 37.6 
. Gas Distribution 

ond 

FortlsBC Energy 2.03 1.'19 2.05 58.9 60.3 61.4 9.S 8.8 8.8 40.0 38.5 38.5 
Inc. 

Avera" Electrk 2.57 2.66 2.70 57.0 57.4 57.S 9.1 8.8 8.9 40.5 40.2 
Distribution ilnd 
Transmksk>n 

FortlsBC Enel'lV 2.03 1.99 2.05 58.9 60.3 61 .• 9.5 8.8 8.8 40.0 38.S 38.S 
Inc. 

3 1 For assets not being funded by capital tracker revenue, Mowed ROE and Equity Thickness were sal at 8.75% and 
4 41%, respectively, for 2013 and 2014. 
5 2 Financials based on Gaz Metro Limited Partnership. Regulatory ratios based on Gaz Metro-QDA. 
6 3 Allowed ROE is for the transmission Segment 
7 ' 2014 data Is for the 12 months ended June 30, 2014. 
8 ' Allowed ROE and EquityThickness based on Canadian Mainline. 2014 dala is for Ihe 12 monlhs ended March 31, 
9 2014. , 

10 ' 2014 data is for th~ 12 mos. ended September 30,2014. 
11 72014dataisforlhe12mos.endedMarch31,2014. 
12 

13 As can be seen ,in the table above, FEls credit metrics are generally weaker than its Canadian 

14 peer group. For .i~stance, FEl's 2014 Earnings Before Interest and Tax (EBln interest coverage 

15 at 2.05 is lower than the average of both the natural gas and electric distribution and 

16 transpoltation pE:er group of companies. In addition, Mr. Coyne's evidence indicates that FEI 
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and Canadian uiliities in general, have more financial risk and weaker financial metrics than the 
'.( 

U.S. proxy grou~ companies. 

3 6.3 FEl's DrEST ISSUANCE CAPACITY COULD BE CONSTRAINED 

4 As a regulated distribution utility that is required to continually invest in its gas distribution 

5 system to serve its customers, ongoing access to capital is imperative. This is particularly true 

6 for FEI in the near term, considering the capital projects underway or planned. In addition to the 

7 ongoing base qapital, FEI has a number of potential large projects such as the Tilbury 

8 expansion proje'Ct Phase 1 B, the Lower Mainland Intermediate Pressure System Upgrade 

9 (LMIPSU), the qoastal Transmission System and the Eagle Mountain Gas Pipeline Project. In 

10 total, the debt firrancing required to satisfy FEl's capital needs for the 2016 to 2018 period could 

11 approach $1 billi\!in. 
" 

12 FEl's Trust Indet1ture'8 governs FEI's debentures including the ability to issue new debt. The 

13 debt issuance coverage test in the Trust Indenture provides that FEI will not issue debentures 

14 (other than First Mortgage Bonds or Purchase Money Mortgages (PMMs) (both represent 

15 secured debt) maturing 18 months or more after the date of issue) unless Consolidated 

16 Available Net Earnings (CANE)'· is at least 2.0 times the annual interest expense on 

17 debentures, excluding interest related to PMMs and including the annual interest requirements 

18 on the additional debentures being issued (defined as Interest on Funded Obligations under the 
I 

19 Trust Indenture)~ Formulaically, CANElinterest on Funded Obligations >=2.0. Failure to meet , 
20 this test would limit FEl's ability to issue long-term debt. 

:. 

21 FEI's debt issua:hce capaciiy is impacted by its approved ROE and capital struCture as well as ., 
22 the market-drivetl .. cost of debt. FEI has provided an illustrative example that demonstrates that 

23 while FEI curreq,t1y has adequate debt-issuance capacity, it may become more constrained 

24 based on chang~s in ROE and capital structure as well as debt issuance rates. To support the 

25 Company's ongoing ability to issue debt in this period of high capital growth, FEl's requested 

26 increase in common equity can be viewed as reasonable. 

28 The Trust Indenture is the legal agreement that specifies the terms and conditions under which 
debentures are issued and specifies the rights and obligations of both the debt holders and issuer . , 
dUring the term' of the debentures. 

29 CANE is calculated by starting with net income, and adding back income taxes, as well as interest on 
Funded Obligation (which is effectively interest on debt in excess of 18 months, excluding interest on 
First Mortgage.Sonds, PMMs and short tenm debt). 
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FEI current capacity to issue debt reflects the current equity component of 38.5 percent, ROE of 

8.75 percent, and the fact that FEI has $275 million of debt classified as PMMs (out of total 

long-term debt of $2.045 billion) which is excluded from the debt issuance coverage test. FEI 

will begin to lose the benefit of the PMM interest exclusion as $275 million in PMMs will mature 

in 2015 ($75 million) and 2016 ($200 million). These maturing PMMs will be refinanced with 

senior unsecured debentures under the FEI Trust Indenture, whose interest, unlike the PMMs 
, ' 

will be included in the issuance tes!'o. ., 

In order to dem:~nstrate the debt issuance capacity, Table 5 below calculates a base year 

issuance capacity using 2014 earnings, but adjusted for the earnings impact that will result from 

the reduced RO~ and equity percentage applied to the approximately $845 million rate base of 

FEVI and FEW, .commencing January 1, 2015. That base issuance capacity, of approximately 

$733 million, is then adjusted for the maturity and subsequent refinancing of PMMs, which will 

reduce FEl's issuance capacity by an estimated $137.5 million. 

·H 

30 The Company's Trust Indenture limits FEl's ability to issue secured debt. In addition, FEI believes that 
it is not prude~.t to extend the use of secured deb!. Secured debt is restrictive and inefficient as it 
places a direct. claim over assets on behalf of debt holders. It is more appropriate for an A3 rated 
utility to have .j:iroper capitalization to ensure debt issuance as opposed to having to resort to less 
efficient financing instruments. 

';., -
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Table 5: Base Adjusted Issuance Capacity at Current Allowed ROE and Capital Structure 

FE! 2014 Ur.ad; .. s.~d Earn ?""-55 (Per Dec 31, 2014 FS) 
Ifoml,ogS"/mpa<:I> cfROflEquit}.~ OlDng'!s at Amo,';amotk;ln: 

Char'i~ in FEVi ~OE & £Quity a.tAmalgamation~ 

C"ange ill FEWROE &. =Quit'," a: AmaJgamatlonl 

;n ··.erI!:1:'Sa~'I:-_g5 ~r; Ad~ustec!" EC;Lit'( zt Amalp,Tlaticn" 

;>re-Tax FEVt&.FPNEam. 

n:o!4 .. iI"~e'l !Jo'- .~~'(. jed !'Jbl-iiG"OO.-S 

ln ier.es.t 0:1 Funded Ob!;g:;t i ti_.,~f 

Jnterollst 

AvaiiabieStatl15 Q" "0 Ilmlonl:2 Cip:adty"; {All· 6j15" 

141;000 

595,6120 

1· sf'.' t.'i~t,;r ""-, _-"'_."';" "J~: ~ C'lilr;>!i j- fl;C E{S.l.!K!cS:$"I--,, ' ~ ~_.:t r-e....:;!'!i! .• "'i;'[ ';: ~"1~ ... ~~r":e-hn i!::S.':·;-:' ~C~. J"it ; ,. ~ .. I,,"/.!I _!JI. ~ ~3!.5":"B: :r i'r, ' 
':! !i . 2! '~ -:· 

2· ~/. ~- ': . nfr:!~(:1~ ;; 3-;,:-:: ~ lo: ;f~tI~ i..: !'ic(~_s,.;;". b;' ' ~. ' f9£qI.-~I (,3 ;;-=" 'I .. ,q-.v r: :c-,i2I -:ue un :$3S. IlCO~ x,~/Z"'J.t ·"'Il>;.,;tf~ '~L! " t2H.~ -,Yf( .t 
5:t&5:a., . _ . . 

"!,H·~i ' ~.-:. -~hcl1 l:.f"tr~ "!~.o!S .X',). 1t :"l nit rII Ie:. " #' t! .i..! '~';.I ~.~ Ar.E.· .~.f.'. ~q_i"JJ!nt ' :!I\I!:Er ..,~bI: liI-te \§~ . 

.;, . _ ~;"",",r-:e., ~t~ '" :II: ffi · ;1"" :JFfo'. , ··' 1 i!"a7 ,,;: tl!lr .".;; J<:j,r':""lt.r.u. ~l)ft'-urll"'OO!" t ·" ~r<-.e::fft~·'te Lt, ilk ~t r~te:;o)C I 31. :~t ... IS, .• 7 .. :",; . 
/ft..; ~; Earft,rp: .\:J..iIir·, · ~,..--:."'t-C"'1~-jp. 'lI'.:x~,. [:;_ ~ , ~"::':' .. !i:'I.::,.'.T: . 1O:I"UJ."!-FE'1 .~~ ~r'·<'t'~ .~~·"!"Iv~forO;::",e inltCH:.t:I!",It, 

J - C. ":!IU"': r~M~~.L - 'i"e:....r. !.:t.:11!1 Ie k"· .. ti 1 ... ·10 utKne !l!t.~1 ~ ~ Net. 10- Dtcer-!:!t ' 3, 2)14 F :::)""1:· 11 !":J~e:Ir.~f\'".I f:rr .~tiJf':1j .. , ~:·.ts .d ! lII"tr~5tn·<!J. 

E·Pe'-~". ·l! , ~ in.Jl~ :;!'!;'::' r~-:: . i"e.. Co ' ::.1! i;, j:ftl:t"H::r Z,. !-~erfl:~t.C . ".mr r-.-:':lr: ~.~~:::c:: ' · l=!:~-!."he ~=,.-. ~ 1_': , r; ee'~r ' ~u -:11, 1 ,: , d: ·c ~!I~ t :-, f-:r 
lJt..:lr.cl .. suu ..... ··i .;; ~!! •. SJ: '_~-::!. ·,;t:. 

The adjusted baSe issuance capacity for FEI is approximately $595 million. As mentioned, this 

analysis is donef to illustrate a base level of issuance capacity, adjusting for known changes 

impacting the is~uance test and it is not intended to be a specific forecast of issuance capacity 

in a given year-'Jhis provides a starting point from which to demonstrate the potential further 
" impacts to issua,~ce capacity from changes to the level of allowed ROE and capital structure 
",. 

and the cost of debt for new issuances. The impact of changes in allowed ROE and deemed 
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1 equity on issuari,Fe capacity is presented in Table 6 while the issuance rate sensitivity analysis 

2 is shown in Table 7. 

3 Table 6: Impact of Changes to ROE and Common Equity Levels on Issuance Capacity 

~.f-:r,~' .,", .. ,,:: .. -, ~-., ..... ..~ :.\ ~":" ~'".~ .. .. ~ c' •• ,~~ .~~,4.~-.;:'~~)~ . ",lo ,·· ··· -~I ;1: ...... \£t "'~lf'~ "'l"i .... " r~'l ' '~~~ ".;':~·;':d-:'(!·i~''&.'ii'l'i; i*'.;r,JS''~'1'~·>·'-·~':-:''''' · ':t Ni:'·~~'''I ·~~l;.o;m J.~~"".}"~'<'r' ~'r''!.t .... .o;YI;''ifj'. !!':m-·· .. ;Ift 'iil!"::< ' ~m-' .-..... ~ ;;, .' 

A;~=t;;:!~;~~~:~~~~=!;;'!~t~:~f£?&1k~~~:;~~1 .. J. 
! Status Quo - 8.75% ROE and 38.5% Equity 595,600 

I Decreased Scenario - 8.25% ROE and 37% Equity,,,·3 430,000 

4 "Impact On Earnings due to change in ROE = (2014 Mid-Year Rate Base X Status Quo 
5 Equity % X Incremental Change in ROE from Status Ouo)l(1-2014 Effective Tax Rate) 

6 2-lmp~ct On Eamings due to Change in Equity = (2014 Mid-Year Rale Base X 
7 Incremental Change in Equity from Status Quo % X New ROE%)/(1 -2014 Effective Tax 
8 Rata; + Incremental Interest Due 10 Change in Debt = 2014 Mid-Year Rate Base X 
9 lricrwnental Change in Debt% from Status Quo X New Issuance Yield (5%). 

10 3' lmpl(\;t of Changes in ROE & Equity to Status Quo Issuance Capacity = ((Impact of 
11 Earrtlngs due to Change in ROE + Impact of Earnings due Change in Equity)J2) -
12 Incremental Interest Due to Change in Debt)/New Issuance Yield (5%) 
13 

14 As illustrated in Table 6 above, at a 5.0 percent issuance rate, an ROE reduction of 50 bps and 

15 an equity ratio reduction of 1.5 percentage points would reduce FEI's issuance capacity by 

16 approximately $166 million. 

17 Similarly, Table IJ demonstrates that an increase in new debt issuance rates impacts issuance 

18 capacity. 
., 

19 Tab~e 7: Sensitivity of Issuance Capacity to Cost of Debt (Issuance rate) 

Issuance at 6.0% 

Issuance Capacily at 7.0% 

330,800 

260,100 386,200 

20 

517,000 

21 Based on the potential finanCing required from 2016 to 2018 of $1 billion, the average annual 

22 debt issuance forecast is $333 million. However in any given year, annual issuances may 

23 exceed this amount depending on the timing of speCific capital projects. An annual debt 

24 issuance requirefTIent of $400 million or more in one of the three upcoming years would not be 

25 unreasonable given the size of the overall potential financings. As the sensitivities in Table 7 
;' 

26 demonstrate, the Company's ability to issue debt may be constrained under certain 

27 circumstances. ':', 
.-.. 

~ ! 

:,::, 

" i , 
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From the analySis above, FEI is demonstrating the impact on issuance capacity from a) the 

refinancing of n!aturing PMMs with debentures, b) changes in the allowed ROE and equity 

percentage of c'i'pital structure, and c) increasing interest rates for new debt issuance. Under 

certain circumstiinces, and in a period of higher debt capital requirements, debt issuance may 
, 

be constrained::', An increase in equity andlor allowed ROE would be reasonable to support 

issuance capacity going forward. 

7 6.4 CONCLUSION ON CAP/YAL STRUCTURE DISCUSSION 

8 Canadian utilities need to compete for capital in the global market place and it is important that 

9 utilities are allowed a return and capital structure that enable them to do so. FEI respectfully 

10 submits that a 40 percent equity thickness is warranted conSidering the upward trend in FEI's 

11 business risk, Ute need to strengthen the Company's weak credit metrics and to support the 
" 

12 ongoing access,to capital. A 40 percent equity thickness will support FEl's rating as an A rated , 
13 utility, providing ~!or access to capital markets under reasonable terms and conditions in all 

14 economic envir!J.nments, and improve FEl's ability to compete for capital with its peer 
:~':li. 

15 companies. 

16 

" ., 
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1 7. AUTOMATIC ADJUSTMENT MECHANISM 

2 As stated in FEI's 2009 Cost of Capital Application and again in the GCOC Stage 1 Proceeding, 

3 FEI continues to believe that a regulatory proceeding is preferable to the use of an Automatic 

4 Adjustment Mechanism for setting the allowed ROE for a utility. 

,-
5 In the GCOC Stage 1 Decision, the Commission reinstituted the AAM that had been eliminated 

6 in 2009 by Order G·158·09. In developing the parameters of the AAM, the Commission agreed 

7 with FEl's argum.ent that an AAM with limited inputs cannot capture all of the complex factors 

8 affecting ROE and acknowledged that a single variable formula similar to the one used prior to 

9 2009 does not satisfy the Fair Return Standard in a low interest rate environment. In the GCOC 

10 Stage 1 Decision, the Commission Panel adopted a two variable formula similar to those 

11 adopted at the tirne by Ontario and Quebec that consider the changes in both Long Term 

12 Canadian Bond Forecast (LCBF) and the changes to the utility bond spread as follows: 

13 ROE = BaseROE + 0.5*(LCBF,- BaseLCBF) + 0.5*(UtilBondSpread, - BaseUtilBondSpread) 

14 To avoid the d0'i'!nward bias inherent in the formula, the Commission also decided to make the 

15 application of the formula conditional upon the actual long term Canadian bond yield meeting or 

16 exceeding a thr~shold of 3.8 percent. Since 2013, the Canadian long term bond yield has 

17 remained below the 3.8 percent threshold and therefore the AAM has not been applied to FEI's 

18 ROE. "i 

J. 

19 The CommissiOlJj sought comfort in the applicability of AAMs in Quebec and Ontario and stated 

20 that" application :of similar models within both Ontario and Quebec supports it usefulness and 

21 acceptance"."' 

22 Since the GCOC Stage 1 and Stage 2 Proceedings, Quebec has suspended application of its 

23 own formula32
. 

24 Consistent with .. previous proceedings, FEI believes that a formula cannot capture all the 

25 changes facing f utility's cost of capital and can yield a return that does not meet the Fair 

26 Return Standards Therefore, FEI respectfully submits that the Commission should suspend the 

27 application of the; AAM in BC, instead reviewing the cost of capital for the benchmark utility in a 

28 three to five yearilime frame. Nevertheless, if the Comrnission continues to believe that an AAM 

31 GCOC Stage 1 -ij:>ecision. p.90. 
32 Regie, Orders 0'2013·036, 0·2013·085, 0·2014·078 and 0·2015·076. 
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1 is appropriate ~en it should continue with the two factor model approved in the GCOC 

2 proceeding. 

3 
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1 8. RATIONALE FOR THE SELECTION OF FEI AS BENCHMARK 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

FEI has been Ihe benchmark utility for the purposes of determining the allowed rate of return for 

BC utilities since 1994. In each cost of capital application since 1994, the Commission has re­

examined FEl's business profile and business risk as it existed at the time, thus updating the 

profile of the benchmark utility. The use of a benchmark utility, and FEl's suitability for serving 

as the benchmark utility, were most recently re-affirmed in the GCOC Stage 1 proceeding. FEI 

believes that the same approach that has been used for two decades remains appropriate 

today. The COr:lmission should consider the business profile and business risk of FEI as it 

exists today, post amalgamation, and continue to treat FEI as the benchmark utility. 

Designating a b~lchmark utility for the purpose of establishing the cost of capital for BC utilities 
I, 

is efficient and ~ncourages consistency in decisions, while still permitting the application of the 

Fair Return Standard. Using a real utility, rather than a hypothetical construct, permits greater 

understanding of the characteristics of the benchmark utility and thus permits more efficient and 

transparent comparisons. FEI has always been considered to be the best suited among all of 

the BC utilities to serve as the benchmark utility. 

The Commission most recently affirmed FEI as the benchmark utility in the GCOC Stage 1 

proceeding, citing similar reasons. Procedural Order G-148-12 from the GCOC Stage 1 

proceeding statEi'tl:33 

.1 

19 "The COiJlmission Pljnel notes that there was general agreement among the parties with 

20 raspect tQ FEI in 2012 being made the benchinark for the GCOC proceeding. FEI is well 

21 establish&t, of sufficient size and has a diverse customer and asset base. In addition, ., 
22 FEI is well understood as a utility by all the participants as it has traditionally been used 

23 as the benchmark utility in British COlumbia. This and the fact that there is a substantial 

24 body of FEI related evidence already on the record in this proceeding makes FEI a 

25 reasonable candidate for the benchmark utility. Therefore, notwithstanding the various 

26 positions of the participants as to whether FEI can be described as a pure play gas 

27 distribution utility, the Commission Panel agrees with the participants and accepts FEI, in 

28 the presert time frame, as the most appropriate choice for the benchmark utility. " 
,. 

33 Order G-148-1,~, Reasons for Decision, pA. The Commission affinned this in the Stage 1 GCOC 
Decision (p.114.), stating: ' The common equity component and the approved ROE in this Decision will 
serve as the bJnchmark cost of cap~al for any other util~ in British Columbia that uses the benchmark 
utility to set rat($." 

. ;~J-.. 
" 
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1 FEI ~ontinues to be the logical choice to serve as the benchmark utility based on the above 

2 criteria. In particular, as was the case in 2012: 

3 • FEI is the largest investor-owned utility in British Columbia, remains one of the larger 
4 gas distJ'ibution utilities in the country, and continues to have a relatively diverse 
5 geograpljic, customer and asset base. 

6 • FEI remilins representative of the general business risk characteristics facing BC ' 
7 utilities, f~cilitating comparisons with other BC utilities. 

8 • Although FEI's equity is not publicly traded, its debt is rated by two debt rating agencies, 
9 providing 'some independent capital market assessment of its overall business and 

10 financial l1sks, albeit from a debt holder's perspective. 

11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 

25 
26 
27 
28 
29 
30 

31 
32 
33 
34 
35 

• The Commission, interveners and other utilities are familiar with FEI as the benchmark. 
Past proceedings have examined the business profile and business, regulatory and 
financial risks of FEI. It is more efficient to utilize the record from those proceedings as 
necessary, and supplement it, rather than to start over with a new benchmark. The 
continued use of FEI as the benchmark also allows for analysis of the changes to 
business risk over time, for both FEI as the benchmark as well as foreacb utility that 
benchmarks to FE!. The corporate amalgamation of FEI, FEVI and FEW, effective 
Decemb~r 31, 2014, resulted in changes to certain financial and operating metrics of 
FEI, but ~id not fundamentally alter FEI's business profile. FEI Amalco is fundamentally 
engagedi.in the same business as FEI had been involved in before the amalgamation. 
The same categories of risk or risk factors that had been applicable to FEI pre­
amalgam~tion remain relevant for FEI Amalea. Changes in the risk assessment can all 
be accowtilted for in the business risk analysis, and do not affect the suitability of FEI to 
serve asia benchmark utility. 

't ~ 

• FEI rem~ins, and will remain for the foreseeable future, primarily a 'pure play" gas 
distribution utility as it had been in 2012. On any objective measure, FEI's traditional 
customer base remains the overwhelmingly dominant component of FEI's business. 
Moreover, all services provided by FEI, including Natural Gas for Transportation and 
Renewable Natural Gas, represent the distribution of natural gas to residential, 
commercial and industrial end users. 

• Pacific Northern Gas Inc. (PNG) and FortisBC Inc. (FBC) are the only other sizable 
> 

investor -qwned utilities in the Province. PNG and FBC both lack the broad geographic , 
scope al)d large customer base of FEI. There would be regulatory inefficiencies 
associated with moving away from a long-established benchmark utllity and designating 
PNG or F'Bc as the benchmark utility. 

I; 
36 il 
37 The approach o( benchmarking BC utilities to 'FEI as it exists at the time of a cost of capital 

;., 

38 proceeding" has,worked for almost two decades. There is every reason for the Commission to 
rt . 

39 continue using that approach, and no compelling reason to change. 
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CONcLuSION 
:.1. 

FORTISBC" 

2 The materials fil~ in this Application provide the necessary evidence on which to determine the 

3 key matters at jssue in the proceeding. In determining an ROE and capital structure for 

4 amalgamated FEI that meets the Fair Return Standard, the Commission should give recognftion 

5 to the current assessment of FEl's business risks, which in the view of FEI are trending higher, 

6 consideration of the need for higher equity thickness to support credit ratings and the ongoing 

7 challenges posed by uncertainty in financial markets. 

8 

9 

10 

11 

f . 

Based on the eV;idence before the Commission, FEI submits that the Fair Return Standard is 

met in this proceeding by having a capital structure that includes a 40 percent equity ratio, and 

an ROE of 9.5 ptlrcent. 

.,. 
• • 
.' 

, , 

· .. , 

~, . 
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