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EXECUTIVE SUMMARY

On October 2, 2015, FortisBCEnergy Inc. (FEI) filed an application forareview of its common equity component
and return on equity (ROE) for 2016 in compliance with British Columbia Utilities Commission (Commission)
Order G-75-13. After considering and weighing the evidence and submissions in this proceeding, the Panel has
determined the following, effectiveJanuary 1, 2016:

e FEI's common equity componentis set at 38.5 percent;

e FEI'sROE s set at 8.75 percent;

e The use of the Automatic Adjustment Mechanism (AAM) is suspended indefinitely;

e The common equity component and ROE approved for FEl in this decision will serve as the benchmark
cost of equity for any other utility in British Columbia that uses the benchmark utility to set rates; and

e The common equity component and ROE will remain in effect until otherwise determined by the
Commission.

In reachingthis decision, the Panel applied the Fair Return Standard to ensure that the common equity
componentand ROE metthe three testsfor a justand reasonable return on equity: the comparable investment,
financial integrity and the capital attraction requirements.

Contextual issues

The Panel considered three issues to establish the context for this decision: the key determinations in the 2013
Generic Cost of Capital Decision; the changesin global and economicconditions since 2012; and reliance on
decisions and datafrom otherjurisdictions. The 2013 Generic Cost of Capital (GCOC) Decisionis viewed by the
Paneltobe areasonable reference pointtoassistinthe evaluation of the evidence presented inthe current
proceeding, including the determinations with respectto the use of the capital asset pricing model (CAPM) and
the discounted cash flow (DCF) models and the use of proxy companies comparableto FEI. The expert witnesses
inthe current proceeding focused onthese two models using comparable Canadian and US data. With respect
to changesineconomicand global market conditions, all partiesin this proceeding agree that current conditions
are substantially the same as existed at the time of the 2012 GCOC proceeding.

Dealing with uncertainty

As isthe case inall hearings dealing with ROE and common equity ratio determinations, in makingits decision
the Panelisfaced with a number of uncertainties. This requires the application of judgment, informed by the
evidence onrecordinthe proceeding. The Panel noted anumber of areas where uncertainty exists including:

e Theuse ofimperfect modelsthatrely onsignificantassumptions, subjectto a high degree of uncertainty
and variability;

e Theuse of US proxy companies subject to differencesinthe regulatory treatment and evidence of
growth rate instability;

e Reliance ona Canadian group of proxy companies whose businessinterests are not directly comparable
FEI’sdue to the lack of stand-alone publically traded natural gas distribution companiesin Canada;

e Theimpact of distortions to capital markets resulting from the abnormal conditions inthe bond markets
resulting from the impact of global bond buying programs;

e Uncertainty with respecttothe appropriate adjustmentto raw betas forlow risk utilities; and

(i)



e Sensitivity of the DCF model to growth rate assumptions.

The Panel has endeavoured to deal with these uncertainties by: (a) identifying the uncertainties and quantifying
themwhere possible; (b) using different financial models as a check against the other; and (c) and while not
determinative, considering the findings of otherregulatory bodiesin Canada.

Fair Return Standard

The expectedrate of returninvestorsrequire is based on the risk-return alternatives availablein competitive
capital markets. The financial models are the primary means used by FEl and interveners to estimatethe
comparable return available toinvestors from other entities of like risk. The expert witnesses in this proceeding
used both Canadian and US proxy companiesto provide inputtotheir models. Indeterminingthe appropriate
weightto place on the models, the Panel recognized the models are imperfect and considered the totality of the
evidence. The Panelnoted both the CAPMand DCF model rely on proxy group information and aselection of
proxy companiesthat are imperfect comparators due to business and regulatory environments that differfrom
FEI. Further, given the currentglobal economicand capital market environment, the reliability of the models is
calledinto question more thaninthe previous cost of capital hearings, requiring the Panelto exerciseits
judgementtoagreaterdegree. The Panel also considers whether conditions have changed sufficiently sincethe
2012 GCOC proceedingtowarrantan increase ordecrease in ROE. Afterassessing the output of the models and
weighingthe uncertainties, the Panel determined that maintaining the return on equity at 8.75 percentis
appropriate.

In assessingthe common equity component, the Panel determined that while there are some differencesinthe
risks facing FEI relative to the time of the 2012 GCOC proceeding, the changes are not of a substantial nature
requiring achange to FEI’s ROE or common equity ratio. As a check, the Panel considered that the common
equity componentand ROE determined by the Panel situates FEl appropriately based onits relative risk to
comparable Canadian natural gas distribution utilities.

With respectto debtfinancing, FEI’s ability to attract capital and maintainits financial integrity isimpacted by its
creditrating. The Panel considered whether a higher ROE or common equity ratio is necessary to maintain FEI’s
current “A” credit rating given FEI’'s metrics weak financial metrics relativeto the required metrics foracredit
ratingin the “A” category. The Panel agrees with FEl that maintenance of an A credit rating helps ensure FEI’s
access to capital in most market conditions, and among other benefits, ensures alower cost of borrowing. The
Panelis notpersuaded thatthe high level of capital expenditures that FEl has planned through 2018 will impact
its creditrating giventhe Panel has maintained of its currentallowed ROE and common equity component.

The Panel assessed whetheranincrease inits common equity component was necessary to support FEI’s
ongoingdebtissuance capacity underits Trust Indenture as a result of the significant new capital requirements
facing FEl inthe nextfew years. The Panel concluded thatassuming both a 5.0 percentand 6.0 percentyield on
new debtissuances, FEl has sufficient capacity underits Trust Indenture to meetits financingnee dsinthe 2016
to 2018 period. The Panel noted FEl does not become constrained untilinterestratesreach 7.0 percent which
giventhe expertevidenceonforecastinterestrates forthis period, the Panel considers unlikely. Further, in the
event FElis faced with interestrates atthislevelithas otheralternativesincludingits ability toissue secured
debt, alterthe timing of certain capital expenditure or bring an application to the Commission forachange in
ROE. Accordingly, the Panelis of the view thatanincrease is ROE or common equity ratiois not required to
support FEl's abilitytoissue debtunderits Trust Indenture.

(ii)



The Panel concludes an ROE of 8.75 percentand common equity component of 38.5 percent meet the
comparable investment, capital attraction and financial integrity requirements.

Automatic Adjustment Mechanism

The Panel continuesto hold the view that an effective AAMcan be a useful tool in providing an updating
mechanism for ROE, thereby eliminating some of the need forlengthy and expensive formal reviews. However,
we acknowledge that economicconditions are uncertain and accept Dr. Booth’s explanation of long Canada
bondyields are less affected by investors and more by central banks’ policies. Therefore, the Panel does not
believethat continuing withan AAMat thistime will necessarily resultin changes reflecting a fair ROE or
meetingthe Fair Return Standard.

FEl as the benchmark utility

The Panel notesthatthere was general agreementamong the parties with respect to FEI being made the
benchmarkforthe GCOC proceeding. Accordingly, the common equity componentand ROE approved inthis
decisionwillserve as the benchmark cost of capital for any other utility in British Columbia that uses the
benchmark utility to setrates.

(iii)






1.0 INTRODUCTION
11 Overview of the application

On October?2, 2015, FortisBCEnergy Inc. (FEI) filed an application for areview of its common equity component
and return on equity (ROE) for 2016 (Application) pursuant to the British Columbia Utilities Commission
(Commission) decision inthe 2012 Generic Cost of Capital (GCOC) Stage 1 proceeding. Inthe Application, FEI
requests approval of a capital structure of 40 percentequity and 60 percentdebtand a returnon common
equity of 9.5 percent for 2016." This compares to FEI’s currently allowed ROE of 8.75 percent and common
equity component of 38.5 percent.

1.2 Background

In the 2013 GCOC Decision rendered on May 10, 2013,> the Commission determined that:

e FEl'scommon equity ratioisreduced from 40.0 percent to 38.5 percent, effective January 1, 2013.

e FEI'sROE s setat 8.75 percent, effectivelJanuary 1, 2013 until December 31, 2015, subjecttovariation
commencingJanuary 1, 2014, by an Automatic Adjustment Mechanism (AAM) formula.

e The AAMformula, based ona two factor model, was to be applied annually to set the ROE of the
benchmark utility between ROE proceedings. It will commence in 2014 and operate until December 31,
2015. The implementation of the AAMwould only be applied when the long Canadabondyield metor
exceeded 3.8 percent.

Commission Order G-75-13 accompanying the 2013 GCOC Decision directed the benchmark utility, FEI, tofile an
applicationforthe review of its common equity componentand ROE approvedinthatorder by no laterthan
November 30, 2015.

Since the 2013 GCOC Decision, FEl has undergone an amalgamation of three affiliated utilities serving distinct
service areas: the former FortisBCEnergy Inc., FortisBC Energy (Whistler) Inc. (FEW) and FortisBC Energy
(Vancouverlsland) Inc. (FEVI), to become Amalgamated FEl or, as used in this Application, FEI.

On October 2, 2015, incompliance with Order G-75-13, FEl filed its Application pursuant to sections 59 to 61 of
the Utilities Commission Act (UCA) seeking approval of its proposed capital structure and return on common
equity to take effect January 1, 2016.

At the time of the filing of this Application, FEI’'s Annual Review of 2016 Delivery Rates proceeding was before
the Commission, and FEI's existing common equity componentand return on equity was approvedasinterimin
that proceeding, effective January 1, 2016, pending the outcome of this Application.’ Order G-204-15 ordered
that FEI'scommon equity component and return on equity would remain the benchmark on aninterim basis
effectivelanuary 1, 2016.

L ExhibitB-1, p. 1.
2 British Columbia Utilities Commission Generic Cost of Ca pital Stage 1 (2013 GCOC), Decisiondated May 10, 2013, Order G-75-13.
* FortisBC EnergyInc. Annual Review of 2016 Delivery Rates, Order G-193-15 with Reasons for Decision dated December 7, 2015.



13 Purpose and scope of the proceeding

The purpose of the proceedingisto establish afairreturn forFEl based on the Fair Return Standard and the
standalone principle. The focus of this proceedingis on matters that directly affect the fairreturn of FEI. These
mattersinclude:

e Consideration of the amalgamation being afactor affecting FEI’s business risk;
e Changesinbusinessrisksince the 2012 GCOC proceeding, independent of the effect of amalgamation;

e Changesineconomicconditions and capital markets since 2012 and theirimpact on FEI’s cost of capital;
and

e Consideration of the appropriate means of determining the allowed ROE reflecting the rate of return
being earned by comparable companies.
In addition, this decision examines the need for continuation of an AAM. In accordance with this, by Order
G-204-15, the Commission determined that aregulated utility that uses the benchmarkto establishits rates
must apply to the Commissionif it wishesto have its rates made interim pending the outcome of this
proceeding. This decision determines the role of FEl as a benchmark utility.

14 Regulatory process

The regulatory review was by way of a limited scope oral hearing, as proposed by FEI, which took place aftertwo
rounds of information requests (IRs) to FEl and one round of IRs on Intervener Evidence.*

Six parties registered asintervenersin this proceeding:

Commercial Energy Consumers Association of British Columbia (CEC);
British Columbia Municipal Electrical Utilities (BCMEU);

British Columbia Hydro and Power Authority (BC Hydro);

British Columbia Old Age Pensioners’ Organization etal. (BCOAPO);
Industrial Customers Group (ICG); and

o s WN P

Association of Major Power Customers of BC(AMPC).

Amongthe registered interveners, CEC, BCOAPO and AMPC: collectively the “Utility Customers,” were most
active and they jointly sponsored the expert evidence of Dr. Laurence Booth of the University of Toronto. CEC
and AMPC participated separately in the IR process, cross-examination and filing of final submissions. BCOAPO
separately participatedin the IR process but joined AMPCinfilingits final submission. ICG participated in the
second round of the IR process and filed afinal submission.

A numberof regulated utilities either registered as interested parties or provided Letters of Comment to this
proceedinginorderto provide theirviews related toissues such as interim rates for utilities thatrely on the
benchmark utility for setting rates.

* Exhibit A-2, Commission Order G-177-15 dated November 9, 2015.



The oral hearingtook place from March 9, 2016 to March 11, 2016 where participants cross-examined the
expertwitnesses, Mr.James Coyne of ConcentricEnergy Advisors and Dr. Laurence Booth of the University of
Toronto, representing respectively, FEl and the Utility Customers.

At the close of the oral hearing, counsel for FEI, AMPCand CEC submittedinturnto the Panel thatthere was no
furtherneed for questions onthe business risk of FEI. Accordingly, the Panel closed the evidentiary record on
March 11, 2016 and, based on agreementfrom all parties, established the timing for FEI’s final submission,
intervenerfinal submissions and FEl reply submission to take place from April 3, 2016 to April 28, 2016.

On May 5, 2016, AMPC soughtleave fromthe Commission tofile two narrow sur-reply submissions based oniits
view thatthere were new issuesraisedin FEI’s reply submission. The Commission, after considering comments
from FEl and otherinterveners, allowed the sur-reply to remain onrecord by Order G-68-16. With the admission
of AMPC’s sur-reply onthe record, the argument phase forthis proceeding ended on May 13, 2016, the date the
Commission accepted the sur-reply by Order G-68-16.

1.5 Approach to the decision

The legal framework for determining afairreturnfora regulated utility is called the Fair Return Standard and is
discussedin Section 2.

There are a number of broaderissues of importance which are contextual in nature and include the following:
e Thekeydeterminationsinthe 2013 GCOC Decision and relevance to this proceeding;
e Changesineconomicand global market conditions since 2012/2013; and

e Consideration of otherjurisdictions.

These issuesare discussedin Section 3and provide the Panel with acontextto assistinreviewingand assessing
the evidence.

Section 4 deals with an appropriate capital structure given FEI's business risk and consideration of otheritems
impacting common equity componentincluding: creditratings, FEI’s ability toissue debt underits Trust
Indenture and the common equity component decisionsin otherjurisdictions.

Section 5 considersthe appropriate ROE for the benchmark utility with areview of some of the keyissuesand
models employed by the expert witnesses.

Section 6 examines potential AAMmodels and whetherthere is justification to continue torelyonsucha
mechanism. Section 7 deals with the role of FEl as a benchmark utility.

2.0 APPLICATION OF THE FAIR RETURN STANDARD

The principles of the Fair Return Standard were established by the Supreme Court of Canadain the
Northwestern Utilities v. City of Edmonton (1929) case. The Fair Return Standard isthe legal test applied to
ensure thatinvestors receive the opportunity costontheirinvestment represented by the rate of return
investors could expect to earn elsewhere without bearing more risk.
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In summary, the Fair Return Standard is fundamental to cost of equity proceedings and has three requirements
or teststo be met fora fairand reasonable return on capital:

a) The comparable investmentrequirement;
b) Thefinancial integrity requirement;and

¢) The capital attraction requirement.

FElI submits thatunderthe Fair Return Standard, the overall rate of return allowed for FEI (i.e., the combined
capital structure and return on equity must meet the above three distinct elements of the test) must not
compromise FEI’s legitimate cost of service resulting from these testsin order to achieve lowerratesinthe short
run; mustaccount for the risks that FEI facesin achievingits return on and of its invested capital; and must allow
FEI to maintain appropriate access to capital, particularly with FEI’s significant capital investment requirements.’

In this proceeding, no party has directly challenged the Fair Return Standard or the regulatory compact,
although FEl argues that some parties have indirectly doneso by raising the issue of rate impacts and by
characterizing rates that provide an appropriate risk adjusted rate of return as being unnecessarily high. °

AMPC/BCOAPO submitthat FEIl made an irrelevant argument because AMPC/BCOAPO have not made any
submissions related to their members’ ability to pay rates but concede the Commission should notsimplyignore
how its decision will affect ratepayers. They submit the Commission’s mandate requiresit to balance the
interests of ratepayers and utilities investors.’

Consistent with previous decisions and the “regulatory compact” the Panel confirms thatithasa dutyto
approve ratesthat meetthis standard, and to provide areasonable opportunity for the utility to earn a fair
returnon invested capital. The Panelalso concurs with the findingin the 2013 GCOC Decision thatin assessing
the Fair Return Standard, the utility must be assessed on the basis of the standalone principle. Thatis, it must be
assessed asif FEl isa stand-alone entity, raising capital on the merits of its own economic, business and financial
characteristics.® No party challenged the application of this principle.

The Panel has not considered rate impacts that result from the revenue required toyield the fairreturn. The
Panel recognizesthat once arevenue requirement that has been established consistent with the FairReturn
Standard and the regulatory compact, an assessmentisrequired to determine not only that the rates give the
utility the opportunity torealize its revenue requirements but also to ensure the ratesthat are set are
structured so thatthey are consistent with the UCA requirement that they must not be “unjust” or
“unreasonable” by being “more than afair and reasonable charge forthe service of the nature and quality
provided by the utility.”’

> FEI Final Submission, pp. 8-10.

® FEI Final Submission, p. 12.

7 AMPC/BCOAPO Final Submission, p. 13.

82013 GCoc Decision, p. 100.

® Utilities Commission Act, RSBC 1996, Chapter473, section59(5).



The Panel agrees with the finding inthe 2013 GCOC Decision: “The Commission observes that the application of
the FRS (Fair Return Standard) leaves room for disagreement, judgment and discretion.” "

3.0 CONTEXTUAL ISSUES
3.1 Determinationsinthe 2013 GenericCost of Capital Decision

3.1.1 Keydeterminationsinthe 2013 GCOC Decision

The 2012 GCOC proceeding was initiated by the Commissionin 2012 to review and determine the ROEand

capital structure for a benchmark low-risk utility, which was last setin 2009 by Commission Order G-158-09 on
December 16, 2009.

In the 2012 GCOC proceeding, FEl filed detailed company evidenceand tendered four expert witnesses who
presentedtothe Commission a variety of models for determining the appropriate ROE using anumber of
methodologies that varyin structure, assumptions and the datafrom which the model results were estimated.
The proceedingalsoraised anumber of broaderissuesthat were contextual in nature. The key determinations
of the 2013 GCOC Decision are summarized below:

a) Weighting of the models —itwas determined that the two most compelling frameworks forassessing
the cost of equity are the discounted cash flow (DCF) modeland the capital asset pricing model (CAPM).
These two models were given equal weight when determining the allowed ROE."*

b) Relevance of USdata - it was determined thatit was appropriate to continue to acceptthe use of
historical and forecast datafor US utilities and securities as outlined in the 2006 Terasen Gas Inc.and
Terasen Gas (Vancouverlsland) Inc. Application to Determine the Appropriate Return on Equity and
Capital Structure and to Review and Revise the AAM (2006 TGl ROE) Decision and again in the 2009
Terasen Gas Inc., Terasen Gas (Vancouverlsland) Inc. and Terasen Gas (Whistler) Inc. Return on Equity
and Capital Structure (2009 TGI ROE) Decision. However, the Commission did not accept that US data
should be considered to be the same or necessarilybe given equalweight as the data for Canadian
utilities. It was of the view that the use of US data mustbe considered on a case by case basisand
weighed with consideration to the sample being relied upon and any jurisdictional differences which
might exist."”

c¢) Comparability with other Canadianjurisdictions - the Commission took the view thatitisimportantto
considerthe methodologies, approaches and regulatory principles related to otherjurisdictions’
decision. However, it did not accept that results and values from otherjurisdictions could be used for
the purposes of determining the ROE and common equity component requirements for utilitiesin BC."

d) Relevance of disparity between allowed and actual ROE™ - as part of assessing the relevance of the
disparity between “allowed” and “actual” ROE, the Commission considered the question of whether FEI
faced any short-run risks with respect toits ability toannually earnits allowed ROE givenits strong track

92013 Gcoc Decision, p. 8.

2013 GCOC Decision, p. 80.

22013 GCOC Decision, pp. 19-20.

32013 GCOC Decision, p. 20.

1 The Commission approves a ROE that meets the Fair Return Standard. Based onthe approved ROE, a revenue requirement is calcul ated
andratesaresetandapproved bythe Commission atlevels thatare judged to allow the utility the opportunity to earn its approved ROE.
The utilitymayearnmore thanits approved ROE or less, dependingon the efficency of its operations and on the economic
circumstances it encounters. The term “allowed ROE” or “approved ROE” means the ROE found by the Commission that meets the Fair
Return Standard. The term “actual ROE” or “realized ROE” refers to the ROE that the utility ends up achieving.



record of earning more thanits approved ROE. The Commission noted that there was no evidence to
suggestinvestors are likely to make a major distinction between short-term and long-termrisk; and
accordingly, concluded that the relevance of disparity between allowed and actual ROE of FEl is
entrenchelgl inthe regulatory compact, revenue requirements proceedings and management’s proactive
approach.

e) Financingflexibility adjustment - expert witnessesinthe 2012 GCOC proceeding proposed financial
flexibility adjustments ranging from 32to 100 basis points (bps), dependent on avariety of conditions.
The Commission approved the addition of 50 bps to be added to the CAPM and DCF testsin determining
the fair ROE after reviewing a range of proposed allowances."®

3.1.2 Relevanceto currentproceeding

The key determinations of the contextual issues in the 2013 GCOC Decision provide the Panelin this proceeding
with some guidance when considering the evidence in this proceeding.

3.2 Changesin economicand global market conditions since 2012

All partiesin this proceeding approached the review of FEI’s proposed ROE and common equity ratio by focusing
on the changesin economicand capital market conditions since 2012 ratherthan undertaking afull analysis of
current market conditions. The Panel accepts this approach and considers that changesinthe economicand
global market conditions should, among other considerations, inform its decision on whetherthe ROE and
common equity component establishedinthe 2013 GCOC Decision shouldincrease, remainin place, or
decrease.

In the current proceeding, all parties agree economicand capital market conditions remain much asthey were
in2012. With respecttothe changessince 2012, Mr. Coyne states:

Generally, current capital market conditions are not dissimilar to whatthey were inJune 2012.
Capital markets continue to recoverfromthe global economiccrisis of 2008-2009, butat a
slowerthan expected pace and have shown little change from when FEl last filed its GCOC
evidence in 2012. Bond yields have remained low and utility bond spreads have remained
somewhat elevated, with no significant movements since June 2012. v

...Though financial markets have reflected more optimism in valuations, recent financial market
volatility indicates that optimism may be waning and uncertainty persists in today’s financial
markets, as itdidin June 2012, as the pace of recovery proves slowerthan expected and the
impact of China’s economicslowdown hasyetto be fully realized on the global economy.
Thoughitisdifficultto predict what will unfold,  would not characterize the global economy as
appreciably improved today from where it stood initsrecoveryinJune 2012, and accordingly, |
would notle;xpectinvestors toview current capital market conditions as dissimilartothose in
June 2012.

In Dr. Booth’s view, since 2012, conditions have beenina “holding pattern” waiting forthe US and Europe to
recoverfromthe effects of theirrecessions. He indicates that the recovery has beenimpacted by slowed growth

132013 GCOC Decision, p. 22.
162013 GCOC Decision, p. 80.
Y Exhibit B-1, AppendixB, p. 22.
'8 Exhibit B-1, Appendix B, p. 24.
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in Chinawhich alsoimpacted commodity markets and triggered a correction in the stock market. Dr. Booth
states:

The upshotis that the stronger markets that were expected at that time have notdeveloped as
anticipated and Alberta, in particular has been badly hit. Further conditionsinthe bond market
have become evenlooserthantheywerein 2012 as the massive amount of liquidity in global
markets continues toincrease, depressing bond yields.

FEI describesthe current Canadian environment as continuingto be dominated by uncertaintyand as “not

materially different form 2012 levels.”*°

Mr. Coyne analyzesthe corporate bond marketand notes the Canadian Utilities A-related spread over 30-year
government bonds was 1.588 percentinJune 2012 verses 1.868 percentin August 2015, an increase of 28 bps.21
Mr. Coyne states thisincrease indicates ongoingrisk aversion in the wake of continued economic uncertainty.
Mr. Coyne also analyzesthe change in FEI bond spreads and concluded that FEI’s bond spread has increased
since June 2012. ltisalso Mr. Coyne’s opinion that the average Canadian distribution utility bond spreads have

increased more than the Corporate A-rated bond spreads.’

Dr. Booth states that utilities continue to have easy access to debt markets at very low interest rates and similar
to 2012, conditions are very receptiveto “good credits” like Canadian utilities.”?

Intervener submissions

CEC describes capital market conditions as not being dissimilarto what they were in June 2012, and capital

markets have continued to recoverfromthe global economiccrisis of 2008-2009, but at a slowerthan expected
24

pace.

AMPC/BCOAPO submitthe decreaseinlong Canadayields reflect lower utility borrowing costs, allowing FEI to
access the bond market on more favourable termsthanin 2013 and resultingin FEl havinga lowerembedded
debt cost, an increase initsinterest coverage ratio and an enhancement of its financial flexibility.”®

FEl reply submission

FElI submitsthe increase in creditspreadsisan indicator of increased investorrisk aversion regarding utility
equity and therefore implies a higher cost of equity.®

FEI submits Dr. Booth has notaccounted for credit spreads which quantifies the compensation investors
demand for makinginvestmentinrelationship torisk free rate and in addition, the increased credit spreads
since 2012 are an indicator of increased risk of a utility investment.”’

¥ Exhibit C7-7-2, pp. 2-3.

20 Exhibit B-1, p. 13.

2L Exhibit B-1, Appendix B, p. 19.

22 Exhibit B-9, BCUCIR 32.2.

2 Exhibit C7-7-2, pp. 34—45.

% CECFinal Su bmission, p. 10.

2> AMPC/BCOAPO Final Submission p. 37.
%% FEI Final Submission, p. 32.



Panel discussion

While FEland AMPC/BCOAPO differin theirinterpretation of the meaning of recent movement of utility credit
spreads, the Panel acceptsthatthereis little disagreementamongthe parties that the economiccondition of
the BC economy and capital market conditions are not materially different from the 2012 levels. Inthis
proceeding, similartothe approach setout inthe 2013 GCOC Decision, the Panel hasto assessa number of
elementstodetermineifachangein FEI's ROE and common equity componentisappropriate. This analysis
includes weighing the impact of the changesin economicconditions and global market conditions since 2012
and the extentto which changesinthese conditionsimply changesinaninvestor’s opportunity cost.

3.3 Consideration of other jurisdictions

The “comparable investment requirement” of the Fair Return Standard requires the return availablefrom the
application of the utility’s invested capital to be comparable to the return of otherenterprises of like risk . The
challenge posed by acomparability testis tofind agroup of proxy companies that reflect the substantially
similarenvironment facing FEl, including the market, regulatory, financial, environmental and political
circumstances affecting currentand future economic prospects.

All parties acknowledge thereare no publically-traded, pure play gas distribution companies in Canada. Hence,
both the FEI and the Utility Customers’ expert witnesses assessed asample of US companies thatare primarily
engaged in natural gas distributionin orderto assess the market expectations specificto a natural gas
distribution utility.”®

Mr. Coyne and Dr. Booth also looked at a set of Canadian companies as comparators although they recognized
the Canadian comparators were mainly holding companies and not directly comparableto FElin terms of their
business functions.

Details of the assessment and use of the comparators proxy companies are set out in Section 5.

Separate fromthe use of the Canadian and US proxy companiesthatwere inputsinto the assessment of an
appropriate ROE, Mr. Coyne and Dr. Booth also provided evidence onthe approved equity structures and ROE’s
of gas distribution utilities in other Canadian jurisdictions and how these awarded capital structures relate to
FEI’s circumstances. This assessment of how FEl comparestothe allowed common equity component of other
regulated utilitiesin Canadaisincludedin Section 4.3.3.

4.0 CAPITAL STRUCTURE
4.1 Assessing business risks

In the 2013 GCOC Decision, risk was viewed “as the probability that future cash flows willnot be realized or will

be variable resultingin afailure to meetinvestor expectations.”>’ None of the partiesin this proceeding raised

any issue or provided any alternativeto how risk had been defined in past Commission decisions. Therefore, the

" FEIRe ply Submission, pp. 13-14.
% Oral Hearing Transcript Volume 3, pp. 581-595; FEI Final Submissionp. 77.
%2013 GCOC Decision, p. 24.



Panel will continuetorely onthisdescription of riskinits review of FEI's risk profileand its determinations on
capital structure.

4.1.1 Establishingaframeworkforassessing risk

In the 2013 GCOC Decision, the Commission explained thatinherentinits definition of risk is the recognition
there isthe risk of potential financial disruption and therefore accepted the distinction made in previous
decisions whereinvestment risk comprised business, financial and regulatory risks.*°

Accordingto Mr. Coyne, the purpose of his testimony related to FEI's risks was to examine FEI's risk profile in
comparisontoits peerswithinthe context of FEI's request fora 40 percent equity component. Mr. Coyne
assertsthat risk for utilities orany company comes from two primary sources, business risk and financialrisk. He
describes businessriskas beinginherentinacompany’s operations regardless of how itisfinanced while
financial riskisa function of the extent to which acompany incurs fixed obligations in the financing of its
operations.*!

Dr. Booth provides commentary related to the establishment of a framework forassessingrisk. Dr. Booth judges
the best way to determine capital structure isto assess it based on the businessrisk of a utility and cites
examples of other Canadian jurisdictions relying on this methodology. He states that a utility “with higher
businessrisk should then have more common equity, so thatless financial risk offsets higher business risk to
equalize total risk” allowing aregulatorto award the same allowed ROE from a generic cost of capital
proceeding. Dr. Booth does acknowledge however, that there are cases where an adjustmentto both the
common equity ratioand the ROE is necessary, particularly inthose cases where aninefficient capital structure
has resulted.*

While ithas been common practice in the Commission’s cost of capital decisions to considerthe common equity
ratioand ROE at the same time and not uncommon fora decision toresultinachange to both components, itis
acknowledged that capital structure and cost of equity are notindependent but closely linked to one another.
The Panel sees no need to move away from past practice in this proceeding and notes there has been no strong
argument from the partiesto do so. Therefore, consistent with past practice, the Panel hasreviewed the
evidence and provided its determination on the common equity component with consideration of three factors:
(i) changesin FEI's business risk since the last proceeding; (ii) financial implications related to the potential for
creditratings adjustments; and/or (iii) failure to meet the trustindenture issuance test. In addition, the Panel
will also examineand address FEI's level of risk relative to other Canadian utilities.

Priorto examining any potential changesinrisk since the 2013 GCOC Decision, the Panel willaddress two factors
that have arisen during this proceeding, each of which provide contexttorisk relatedissues to be examined.
They are as follows:

e Short-termversuslong-termrisk of earning the allowed ROE; and

e Theimpact of amalgamation on FEI’'s overall risk.

%% 2013 GCOC Decision, p. 24.
! Exhibit B-1, AppendixB, p.61.
32 Exhibit C7-7-2, p. 64.
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4.1.2 Short-termversuslong-termrisk of earning the allowed ROE

The impact of short-term risk on overall risk, and whetherashort-termrisk if neverrealized overaperiod of
time should be considered along-termrisk and evaluated as such was raised by the parties. Specifically, this
issue related to FEI's history of achievingactual earnings higherthanits allowed ROEand whether the risk of not
earningthe allowed ROE should be considered arisk at all when viewed in the context of FEI’s historical ROE
performance.

Mr. Coyne explains that business and financial risks also have atime dimension and bothlongand short-term
risks are considered by investors and affect a utility’s business risk profile. He describes short-termrisks as those
that will reverse and resolve themselves within aone to two year period through eitherthe normal ebb or flow
of earnings orthrough regulatory reliefas a utility’s short-termrisk. Examples of these could include weather
events orfinancial market disruptions. By contrast, longertermrisks are those characterized by a business
profile shift where mitigationis not foreseeable. Included among his examples of long-termriskis the risk of
stranded assets because of market share losses or changesin environmental policies with a substantial impact
on operational profitability.**

Dr. Booth describesthe ability to earnthe allowed ROE, reflecting areturn on capital, as short-runrisk. The
return of capitalis a long-runrisk reflecting the utility’s ability to recoveritsinvestmentin plantand equipment.
Dr. Booth asserts however, thatto have any impact, long-termrisks must eventually become short-termrisks
and states that: “To all intents and purposes FEI’s shareholders have not suffered any losses or experienced any
risk.” Further, when such serious risks do arise, Canadian utilities typically come before the regulatorfora
reallocation of costs.>* Further, AMPC/BCOAPO, with reference to the earning of ROE, explain neitherthey nor
Dr. Booth take issue with FEI’s position that the ability toearn ROE in a particulartestyearrepresentsshort-
termrisk. However, they contend that year afteryear “FEIl continues to face very little short-runrisk, such that
this pattern of consistentoverearningis clearly along-term phenomenon” and pose the question as to how
many years of persistent over-earning does it take for a utility witness to accept the limited risk faced by utility
investors.>

CEC takesissue with FEI's statement that risk factors impairing the ability of shareholdersto recovertheir
invested capital presentrisks today are considered by investors in makinginvestment decisions. CEC submits
that stock equity investors are more concerned with immediate risk and current ROE performance and assert
“investors are free to altertheirinvestment atany time ifimmediate rewards do not match the immediate risk.”
Moreover, itsview is thatrisks five yearsin the future will likely already be reflected in the ROE at the time and
therefore recommends greater weight be placed on short-termrisks.*®

FEI submits there are two problems with Dr. Booth’s position that FEI’s history of earningits ROE suggests FEI
experienced norisk. First, riskis prospective in nature and FEl benefiting from sound management and executive
oversightgenerally expectstoearnitsallowed ROE while atthe same time acknowledging that variances still
occur due to the imprecisioninherentin forecasts and circumstances thatarise during a testyear. Its ability to

3 ExhibitB-1, Appendix B, p. 61.

% Exhibit C7-7-2, pp. 64-65, 69.

> AMPC/BCOAPO Final Submission, pp. 18—19.
3% CEC Final Submission, pp. 59-60.
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earnits currentallowed ROE providesinsight only into how the utility managesits short-termrisk. A second
problem with Dr. Booth’s assertionisthe full recovery of invested capital in the future is not guaranteed by a
utility’s ability to manage its budget within atest year. FEI’s positionis thatinvestors require risks to be
compensated throughout the investment period and would not accept that risks should be considered only
when it materializesin earnings.’’

FEI states that CEC’s observation that utilities are “free to alter theirinvestment at any time” isflawed. FEI's
investmentinlong-termassets are subject to statutory obligations concerning safe and reliable service and
because of this, the law requires the regulator to meet the comparable investment requirement part of the Fair
Return Standard. In addition, no investor would accept the argument that compensationisrequired only for
risks that have materialized.*®

Commission determination

In the 2013 GCOC Decision, the Commission addressed the relevance of the disparity between allowed and
actual ROE stating “the differencesinactual and allowed ROE relate to revenue requirements and are influenced
by management’s ability first to forecastand then to control cost for each test period.” The Commission also
observedthatthe relevance of adisparity between allowed and actual ROE is a matter that is “entrenched in the

regulatory compact, revenue requirements proceedings, and management’s proactive approach.”>*

AMPC/BCOAPO take issue with FEI's position thatin agiventestyear, the ability of a company to earnits ROE is
short-termrisk. Their collective concern seems to be with the fact that historically, FEl has managed to make
and exceed its allowed ROE on a relatively consistent basis and at some point, the risk must be considered very
limited orin Dr. Booth’s words: “FEI’'s shareholders have not suffered any losses or experienced any risk.”

AMPC/BCOAPQ’s positionisforarisk to remain a risk, it mustat some point occur. The Panelis not persuaded
that thisinterpretation of risk is reasonable orreflective of the prospective nature of risk. In the Panel’sview, a
risk does not disappear because it has not occurred overa period of time and non-occurrence of a riskin the
past does not necessarily alterthe probability of occurrence in the future.

The Panel does not agree with CEC’s assertion that equity investors are concerned primarily withimmediate risk
and current ROE performance as they can altertheirinvestment when rewards fail to match the immediate risk.
While investors certainly considerarisk which has recently occurred, they must be equally concerned about the
future prospects of an investment. Further, while itis true investors may sell a particular investment; it would be
imprudent of aninvestor to fail to consider the future prospects of an investment and any potential future risks
which may occur.

The Panel accepts FEI's argument thatriskis prospective. In the Panel’s view, the risk of earning ROE does not
disappearinany giventestyearbecause of a utility’s successin achievingitin prioryears. However, this does
not meanthat an investor does not consider historical performance when choosing to make aninvestment but
indoingso mustaccept that there is no certainty that past performance will be repeated in the future. Given

* FE| Final Submission, p. 51.
%% FEI Reply Submission, p. 36.
392013 GCOC Decision, p. 23.
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this, we agree with the parties and considerthe attainment of ROEto be a short-term risk and if FEI failsto earn
itsapproved ROE ina giventest period, it has the capability toinitiateactions toresolve the matterinashort
time span.

A secondissueiswhetherthere hasbeenachangein FElI’s ability to earnits ROE ina given yearas compared to
the period precedingthe 2013 GCOC Decision. Inthe view of the Panel, there isno evidenceto suggest there has
beena changeinthisregard. FEl has historically beenable, in most circumstances, toearnitsROE ina given test
yearand none of the parties have taken the positionthisislikelytochange inthe foreseeable future. Therefore,
the Panel finds the short-termrisk of FEl earning its ROE to be similarto 2013.

4.1.3 Impact of amalgamation

A noteworthy change that has occurred since the 2013 GCOC Decisionis the amalgamation of FEl with FortisBC
Energy (Vancouverlsland) Inc. (FEVI)and FortisBC Energy (Whistler) Inc. (FEW) that was approved by the
Commission on February 26, 2014 by Order G-21-14. This was consented to by the Lieutenant Governorin
Council who thereby issued Orderin Council No. 300. On December 31, 2014, the three companies
amalgamated and are now collectively referred to as FEI. The issue to be considered in this proceedingis
whetherthere hasbeen amaterial differenceinthe levelof riskassumed by FEl as a result of amalgamation or
whether FEl’'s overall risk has remained unchanged from the period prior to amalgamation.

FEI points out that at the time of the amalgamation, both FEVIand FEW, as a result of the 2014 GCOC Stage 2
Decision had been granted a higherequity ratio and ROE than FEl reflecting the relatively higher business risk of
the two entities.*” However, in this same decision, the Commission stated that once amalgamationwasin place
and postage stamp rates implemented, the ROE and capital structure forthe amalgamated entity would be the
same as for FEI. The Commission continued by stating that if the cost of capital was not considered by the
amalgamated entity to be indicative of current circumstances, it could make further application to the
Commission as the amalgamated entity.

FEI states amalgamation as a factor affects FEI’s business risk butis not the principal reason for FEl seekingan
increase to eitherits ROE or common equity component. FEl remains alarge natural gas distribution utility and
many of the challenges of declining use per customerand low customer growth remain as existed pre -
amalgamation. However, FEl does assert that as a result of the addition of these two new territories, there has
beenincreased supplyinterruptionrisk related toits dependency on a single pipelinesystem traversing
challengingterrainresultingin greatersupply risk. As aresult, the amalgamated FEl has exposure to factors

resulting from amalgamation that contribute to “aslightincrease in overall business risk.”**

Mr. Coyne notesthat FEl has increased its size since amalgamation but, becauseit was already alarge gas
distributer, the increasein size has noimpacton itsrisk profile. He also points out that the transitional effects of
amalgamation provide help to FElI’s risk profile in the shortterm. Even considering the benefit of higher returns
from FEVI and FEW, this does not raise FEI's credit metricsto a level wherethey fall within Moody’s Investor

“0 British Columbia Utilities Commission Generic Cost of Ca pital, Stage 2 (2014 GCOC), Decisiondated March 25, 2014.
*1 Exhibit B-1, pp. 2-3; Exhibit B-1, Appendix C, p. 1.
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Services (Moody’s) guidelines for the A rating category. The effect of amalgamationisareductionin FEI's credit
metrics, otherfactors beingequal.*?

Dr. Booth’sassessment of the impact of amalgamation does not differ significantly from those of FEl or Mr.
Coyne. In Dr. Booth’s judgement, the amalgamation of FEl has not materially altered its risk or financial
parameters. He recommends no adjustmentin consideration of amalgamation noting this conclusionisinline
with rating agency decisions which regard amalgamation as not material.**

Commission determination

The Panel has determined that the impact of amalgamation for the purposes of assessing FEI’s businessrisk in
this proceedingis minimal and has not resulted in any material change to FEI’s businessrisk profile.

Based on the submissions of FEl and the expert witnesses, the Panel notes thereislittle disagreementamong
the parties that the impact of amalgamation on businessriskis notsignificant. FEl statesit has considered the
extenttowhichitsrisk profile has changed as a result of amalgamation and describes the change to business
risk as beingslight. In addition, neither Mr. Coyne nor Dr. Booth makes a case for any significant change inrisk
resulting from amalgamation and the interveners made no commentsintheirsubmissions. Therefore, based on
the evidence presented, there is little to justify thatamalgamation has had any material effect on FEI’s risk
profile.

The Panel notes FEl has described the factors resulting from amalgamation that are primarily related to asingle
pipelinesystem overdifficult terrain as resultinginaslightincrease in overallrisk but has not explored thisissue
inany depth. The Panel also notes that FEI focused no attention on the potential positive impact of
amalgamation overtime. A key element of the Commission decision on amalgamation was tied to moving ahead
with postage stamp pricing where rates for most British Columbians will be common. Thisrepresentsa
significantimprovementinthe former FEVIand FEW customer rates while the impact on FEI’s pre-amalgamation
customers will be relatively modest. Overtime, this has the potential to significantly improve the uptake and use
of natural gas on Vancouver Island and Whistlerand along with it, FEI’ s credit metrics, overall profitability and
potentially, its risk profile. While not being afactor presently, the Panelconsiders this as anissue worthy of
further examination in future proceedings.

4.2 Assessment of FEI’s business risks

4.2.1 Background

An assessment of the level of businessriskis akey elementin reachingadetermination on acommon equity
componentforFEl's capital structure. The Commission has typically found the level of business and other risks
are an importantfactorin determining the equity ratioin a utility’s capital structure. Inthe 2013 GCOC Decision,
the Commission determined an appropriate equity thickness forthe benchmark utility was 38.5 percent which is
1.5 percentlowerthanthe amountawardedinthe 2009 TGl ROE Decision. The determinationreachedinthe
2013 GCOC Decisionwas heavily influenced by the Commission’s finding that there were anumber of key risk

2 Exhibit B-1, Appendix B, pp. 96, 99.
* Exhibit C7-7-2, p. 2.
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areas where the level of risk had been reduced since 2009 therefore warrantingareductioninthe common
equity component.

FEI states that utilities are large consumers of equity and debt capital and the financial analyst community for
equityinvestors and the creditratingagencies fordebt holders carefully watch and thoroughly scrutinize its
fundamentals. Credit rating agencies are particularly sensitiveto the cash generated by approved returns to
ensure thatthe interestonits debtcan be serviced and the common equity proportion of a utility’s capital
structure as it provides security forlenders. FEl asserts thatits common equity ratio should be increased to 40
percent because of the combination of whatitreferstoas an “upward trend” in businessrisk and relatively
weak financial metrics.*

4.2.2 2016 assessmentof business risks

FEI has identified eight risk areas as follows: regulatory risk, market shift risk, political risk, energy price risk,
business profile, economicconditions, operating riskand energy supply risk. FEl notes that otherrisk factors are
possible orcould be captured differently, but states thatrelying onthe same categories as used in the 2012
GCOC proceedingfacilitates comparison of FEI’s amalgamated risk profile since the categories are common toall
three amalgamated entities.*” FEl has summarized these business risks in comparison to the 2012 benchmark
utilityin Table 4.1 and ranked the importance of each.

* ExhibitB-1, p. 17.
* Exhibit B-1, AppendixC, p. 2.
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Table 4.1: Change in Business Risk since 2012 and Business Risk Ranking*®
Total risk status

since 2012, (all Risk status
business change due to
changes incl amalgamation
Risk Factor amalg.) alone
Regulatory uncertainty and lag Same Same
Deferral accounting Same Same
Administrative penalties Same Same
Energy Prices Same 2
Commadity prices Lower Same
Commadity price volatility Higher Same
Upfront and installation costs Same Same
Market Shifts Same 2
Mew technology and energy forms Same Same
Perception of energy Same Same
Housing types Same Same
Changes in use per customer Same Same
Changes in the capture rates Same Same
FPolitical Higher 2
Energy policy and legislation Same Same
GHG emissions reductions initiatives Higher Same
and local govemments policies
Carbon tax Same Same
Aborigimal nghts Higher Same
Business Profile Same 2
Type and size of the utility Same Same
Energy product offering Same Same
Service area and customer profile Same Same
Economic Conditions Same 2
Owerall economic conditions Same Same

Total risk status
since 2012, (all Risk status
business change due to
changes incl amalgamation
Risk Factor amalg.) alone
Verat Same 3
Infrastructure integrity Same Same
Third party damages Same Same
Unexpected events Same Same
Energy Supply Higher 4
Availability of supply Same Same
Security of supply Higher Higher

FEl states that independent of the effect of amalgamation, FEI’s business riskis “broadly similar” to what it was
in 2012 but there are some differences thatindicate there is somewhat higher business risk than what was
reflectedinthe approved capital structure and ROE resulting from the 2013 GCOC Decision. Most notable
amongthese is political risk where FEl has identified “GHG emission reduction initiatives and local government
policies” and aboriginal rights as areas of increased risk. In addition to this, FEl has i dentified “commodity price

*® Ibid., pp. 3-4.
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volatility” (Energy Price Risk) and “security of supply” (Energy Supply Risk) and potentialimpacts related to
Performance Based Rate-making (PBR) as areas where riskis higher orhas the potential to be higher overthe
nextperiod of time.*” FEl identifies no areas where risk has been reduced since 2012.

Interveners are in general agreement with FEl ona number of risk areas where there has beenlittle orno
change since the last proceeding. Consequently, their submissions include minimal commentary onitems such
as market shift risk, business profile, economic conditions and operating risk. However, there is significant
disagreement between the parties with respect to otherrisk categories. Both AMPC/BCOAPO and CECdisagree
with FEI’s stance on increased political risk as well as the impact of PBR on regulatory risk. In addition, the
interveners have adifferent perspectivethan FEl concerningwhetherenergy supply riskis slightly elevated as
claimed by FEI or reduced somewhat. Finally, both AMPC/BCOAPO and CEC take the positionthatenergy price
riskis much lowerdue to currentlow energy price levels. Thisisin contrast to FEI's claim they are similarand
overall energy price riskis elevated due toincreased volatility.

Thisdecisionfirstaddressesthose categories and related issues where there is disagreement among the parties.
These include the following:

e RegulatoryRisk—Doesthe introduction of PBR materiallyincreaserisk?

e Political Risk—Do recent provincial and municipal activities concerning greenhouse gas (GHG) emissions
reduction and municipal policies mean there hasbeenanincrease in overall political risk?

e Political Risk—Do recent First Nations-related court decisions mean that FEl faces greaterrisk?

e EnergyPrice Risk— Has continued downward movementin gas prices relative to electricity resulted in
lessriskto FEI?

e EnergySupply Risk—Has there been any material change in energy supply risk to FEI?

Followingour review of the more controversialissues raised by the parties, the Panel briefly discusses the less
controversial risk categories where thereis general agreement among the parties concerning the lack of change
inrisk relative tothe period dealt with inthe 2013 GCOC Decision.

4.2.3 Keydifferencesinviewsrelatedto FEI’s businessrisks

4.2.3.1 Impact of PBR

Mr. Coyne’sevidenceis that PBR isgenerally regarded as higherrisk than cost of service regulation, aview FEI
statesisshared by the rating agencies.*® Mr. Coyne states that although the specificPBR planincludes some
moderating features, “the utility remains subjectto the risk the formulaic PBR rates may diverge from justand
reasonable ratesif, forexample productivity gains are notrealized.” Overall, Mr. Coyne states he considers the
PBR to have very little riskinthe nearterm but in lateryears “the Company will be harder pressedtofind

productivity gains underthe Plan and earnings will be exposed to greaterrisk.”*°

Y Exhibit B-1, pp. 12-14; Exhibit B-1, Appendix C, Tab 2, pp. 4-6.
8 Oral Hearing Transcript Volume 2, p. 347; FEI FinalSubmission, p. 50.
* Exhibit B-1, Appendix B, pp. 74-76.
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FEI submits there may be an increase inregulatory risk overthe PBRtermresulting fromthe potential of being
unable torecoverprudentlyincurred costs for exogenous events as aresult of the PBR’s materiality threshold or
ifthe formuladoes notadequately compensate FEl forits capital expenditures. In addition, FEI notesthe
regulatory framework forthe period following PBR has not been determined and remains unknown.*® Alsoin its
submission, the risk presented by PBRis a function of its design and some of the terms will pose greaterrisk as
FEI moves through the PBR term.””

Intervener submissions

CEC submitsthat Mr. Coyne has placed too much emphasis on PBR risks and has not provided any commentary
on the opportunities afforded by the model. Itis CEC’s position that PBR offers an upside potential which is at
least equivalent to any additional risks. Further, CEC points out that Mr. Coyne under cross examination
acknowledged that FEl has beenable to earn its approved returnandin many cases exceed it during periods
when FEl has beenundera PBR Planand Mr. Coyne also acknowledges cost of service rate plans can be more
risky than PBR. In addition, FEl has availed itself of the opportunity to earn above the allowed ROE under PBR
and its history of overearningits ROEand the fact that it has a safeguard allowingitto exitthe PBR framework
eliminates any risk that could be ascribed to the approved PBR model. CECalso notes that the PBR model allows
for relief from unexpected events where there are extraordinary situations. >

FEl reply submission

FEI also submits that the risk presented by PBRis a function of its design and some of the PBRterms will prove
more challenging towards the end of PBR. FEl explains thisis because there is potential for greaterrisk asit
moves through the PBR term.”*

Commission determination

The Panelis not persuaded by FEI’s analysis that being underthe current PBR plan contributestoincreased
regulatory risk overthe longerterm. The Panel finds that businessrisk related to the introduction of PBRin
this jurisdiction has not increased when compared with cost of service and may potentially offer FEl a greater
opportunity for earnings during the PBR period.

Mr. Coyne makesthe assertion that FEI, overtime, will be harder pressed to find productivity gainsunder PBR
thereby exposingits earnings to greaterrisk. However, PBRas approved by the Commissionis designed to allow
productivity savings, once in place, to continue to benefit FEl forthe entire PBRterm. Thus, if FEl is able to make
adjustments resultingin productivity gains earlyinthe PBR period, it will continueto derive benefits fromthese
changes for the term remainingunder PBR. This offers FEl an incentiveto establish their productivity gains early
inthe PBRterm thereby maximizing the benefits accruing overthe PBR period. Given that FEl has enjoyed an
ROE in excess of the allowed ROE base inthe first two years of PBR, it can expectto continue to benefitfrom
these savings initiatives for the remainder of the PBR term assuming the productivity improvements continue.>*
Under a cost of service plan typically coveringaone to three year period, the utility benefits from productivity

° FE| Final Submission, p. 50.

L FEI Re ply Submission, pp. 32—-33.

> CEC Final Submission, pp. 108—109.

>3 FEI Reply Submission, pp. 32-33.

>* FEI Application for Approval of 2015 Delive ry Rates pursuant to the Multi-Year Performance Based Ratemaking Plan approved for 2014
through 2019 by Order G-138-14, Exhibit B-1, p. 4; FEI Annual Review of 2016 Delivery Rates, Exhibit B-1, p. 4.
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savingsonly tothe end of that period. Inthe view of the Panel, this seems to favour FEl continuingto earnits
ROE rather than presentingadditional risk asimplied by the comments made by Mr. Coyne.

FEl raises a concern as to the formulanot adequately compensating FEI forits capital expenditures. The Panel
notes a feature of PBR isthe inclusion of adead band which allows FEl to apply to rebase its capital expenditures
covered by the PBR inthe eventactual costs exceed formulagenerated costs cumulatively overtwo years by
greaterthan 15 percent or 10 percentina single year.> The Panel acknowledges this PBR feature does not
mitigate the risk of FEl exceedingits formula-driven capital expenditure limitinany given yearbutitdoeslimit
the impact on FEI’s ROE.

With respect to FEI's ability to recover prudently incurred costs for exogenous events that fall underthe
materiality threshold, the Panel notes thatasimilarrisk exists under cost of service where the materiality
threshold may be applied butis not explicitly laid out. Therefore, if an exogenous event were to occur, the utility
couldseekrelief by application to the Commission but the outcome would nonetheless remain at risk.

Giventhese circumstances, the Paneldoes not agree with FEl that there isincreased material risk due to PBR. In
the Panel’sview, the existence of PBRis as likely to reduce risk as to increase it as FEI has control overits
expense load and by its own acknowledgement has a proven ability to effectively manage its costs.

4.2.3.2 Political risk—recent provincial and municipal activities

FEl argues there are developments at all levels of government (municipal and provincial) that suggest asharper
upwardtrendin its political risk since 2012.

i) Local governments

FEI assertsthat the willingness of local governments to dictate energy choices represents a material increasein
risk for FEI. FEIl asserts that municipalities have been making significant changesto their operations, policy,
codesand regulations which are having a direct negative impact on natural gas throughput. Much of this issue
concernsthe City of Vancouver (COV), which represents approximately 13 percent of FEI’s 2016 forecastload,
butitis notrestricted to that location. Some examples of changes in municipal operations, codes, policy and
regulations are as follows:

e ArequirementinCOV thatall new largerbuildings be designed to strictenergy standards withan energy
reduction of 20 percent below 2007 levels by 2020 and carbon neutral by 2030.

e Arequirementin COVthatnew one and two family homesinclude anumber of sustainablefeatures that
focus on creating energy savings of up to 33 percent by 2020. Recent bylaw amendments mandate for
boilerorfurnace upgrades of over $5,000, the annual fuel utilization efficiency be equal or exceed 90
percent.

e RecentRichmond bylaws require new townhomes be designed to score 82 or higheronthe EnerGuide
Rating System and be solar hot waterready.

> FortisBCEnergyInc. and FortisBC Inc. Multi-Year Performance Based Ratemaking Plans for 2014 through 2019 Approved by Decisions
and Orders G-138-14 and G-139-14 Capital Exclusion Criteria under PBR, Order G-120-15 with Reasons for Decision, pp. 16—17.
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FEI states similar programs can be found in most municipalities that signed the Climate Action Charter.
Specifically, FEl expresses concern with the COV’srecent stepsto endorse Creative Energy Vancouver Platforms
Inc.”s Northeast False Creek and Chinatown projects with exclusive franchise for all space and water heatingas a
part of COV’s Neighbourhood Energy Strategy. This willinvolve a mandatory connection obli gation for
developers and prevent FEI from competing forthis future load. FEI's estimateis that the Neighbourhood Energy
Strategy will representan annual load of 10.5 PJ or 5 percent of itsannual load. However, FEl does not suggest
that thisamountwill be immediately lostand it has no growth forecasts for these areas or forecasts of the rate
of redevelopment.*®

ii) Provincial government policies and legislation

FEIl states since the 2012 GCOC proceeding, the provincial government has introduced three minor modifications
to existingregulations and hasissued aspecial direction to the Commission forthe development of liquefied
natural gas (LNG) facilities. FEl acknowledges that these do not representachange in policy since the last
proceedingbut note thatthe provincial emission reduction targets putin place in BC has a disproportionate
effect on BC natural gas facilities.”’

Of some concernto FEl isthe fact the BC governmenthas recently announced its plansto build onthe success
its 2008 Climate Action Plan by developing a new Climate Leadership Plan. While onlyin the initial development
stage, thisinitiative does increase uncertainty. Further, a Climate Leadership Team has been formed which has
recently submitted a series of recommendations to government. These include the following:

e A newGHG emissions reduction targetfrom 2007 of 40 percent.

e The establishment of sectorial GHG reduction goals for 2030 (i.e. 50 percentforbuiltenvironmentand
30 percentforindustrial sectorfocusingonthe gasindustry).

e Anincreaseinthe carbontax.

FEI acknowledges the Climate Action Team recommendations would have greater weightinaninvestor’s
deliberationsifthey werealready adopted. Nonetheless, FEl considersitappropriate forthe Commission to
considerthisuncertaintyinits deliberations.

FEl also points out the federal government’s recentactions have confirmed Canada’s intentions to pursue
carbon emission reduction and climate change mitigation initiatives but again, there is nothing firm at this
time.>®

Mr. Coyne’sopinionisthe risks posed by initiatives undertaken at the provincial and municipal levelremain
“and are aggressive both in a Canadian and North American context.”>® Mr. Coyne makes no comments as to
how these risks compare to what existed during the 2012 GCOC proceeding.

Dr. Booth states that many parties accept natural gas as a solution to the GHG problem pointing to a Canadian
Gas Association study which shows even with continued expansion of the natural gas distribution system, GHGs

*® Exhibit B-1, Appendix C, pp. 64—69; Exhibit B-4, CECIR 44.1.

> Exhibit B-1, AppendixC, Tab9, pp. 59-63.

*% EEI Final Submission, p. 49; Exhibit B-4, CECIR 45.1; Exhibit B-9, BCUCIR 51.1.
> Exhibit B-1, Appendix B, pp. 76-77.
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are declining. This means the distribution system itselfis getting cleaner. Dr. Booth does not see there beinga
requirementfromthe provincial government for residential users to modify their use of natural gas for space
heatingand replace them with more expensive electricity. If FEl does see such a consequence, Dr. Booth
believesthe correct response will be to performadepreciation study and depreciate the assets more quickly to
reduce any stranded risk thereby keeping FEl whole in terms of risk exposure. In conclusion, Dr. Booth’s
judgementisthat FEl faces lowerrisk than in 2012 and there is no basis for concluding thatits risk has
increased.®

FEl argues that Dr. Booth’s position concerning parties accepting natural gas as a solution to the GHG problemis
counterintuitivein the context of a BC utility, makes more sense where natural gasis a clean alternative to coal,
and ignores the evidence of local and provincial government action in British Columbia. Further, Dr. Booth’s
evidence on GHG emissionsis based on Canada-widestatistics and notlimited to BCand should not be given any
weightinlight of the limited applicability to this province.®*

Intervenersubmissions

AMPC/BCOAPO acceptthere will be efforts to reduce GHGs overtime but argues these will not affect FEI's
ability toearnitsreturn on or of its capital. AMPC/BCOAPO also acknowledge district energy systems may limit
FEI's future growth in some areas (noting multi-family dwellings) but argue that this does not impact FEI’s ability
to be competitive. They assertthatall the evidence supports natural gas remaining very competitive inits key
residential market. AMPC/BCOAPO submit this offsets the price impact from future carbon policiesandin
addition, notes FEl has not been discouraged from undertaking a large capex program in spite of these policies.®”
CEC submits that climate changeis a real and emergingriskissue for FEl but points outthere isan absence of a
long-term resource plan outlining the nature of such riskand possible responses. In addition, CEC notesthe BC
provincial government removed a number of capital investment decisions involving LNG plant expansion and
Natural Gas for Transportation (NGT) subsidies from the Commission and the Commission needs to be careful
and notassume a risk that has not yetemerged with significantimpact.

CEC agrees the mandatory connectionsin District Energy Systems pose an unrealized risk to FEl and submits the
Commission needs to assess the likelihood of such scenarios proliferatingin the future. CECfurtheragrees that
there hasbeenan increase inthe intensity of local government green initiatives that may contribute to FEI’s
political risk. However, CECtempers these comments by statingitisimportantto bearin mind that thereisa 35-
yeartime frame in the COV Neighbourhood Energy Strategy plan.®

ICG statesthereisno evidence local government green initiatives have significantly impacted FEI’s operations
and no material change tothroughput can be attributed to municipally owned district energy systems. In
addition, ICGasserts the steps taken by the COV are not recentand FEI was aware that both COV and local
governments were considering the use of mandatory connectionsin 2012. ICG also asserts COV was considering
the use of an investorowned utility priorto 2012.%

% Exhibit C7-7-2, pp. 79-80.

®1 FEI Final Submission, pp.53-54.

62 AMPC/BCOAPO Final Submission, p. 32.
®3 CEC Final Submission, pp. 111-113.

% 1CG Final Submission, pp. 1-2.
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More broadly, ICGstates that there is no evidence from which the Commission can assess the effect or potential
effect of mandatory connections and exclusivity of end-use requirements. It also states the actual
implementation of local government policies related to mandatory connections may increase the risks facing FEI
but there isinsufficient evidence to conclude such policies have affected the cost of capital as FEI had not
provided the cost competitiveness of natural gas energy sources.*

FEl reply submission

FElI acknowledges whatit considersto be CEC’'s supportive comments but takesissue with CEC's comments
regardinga 35-year timeline and its tempering effect on FEI’s experiencing a less supportive environment. FEI
agreesthat the 35-year periodis legitimate but the typical life of distribution assetsislongerthan 35 yearsand it
must still invest to maintain safe and reliable service. Moreover, FEl notes that CEC concedesthere are more
immediate impacts associated with mandatory connection policies. FEl concludes by stating, “irrespective of the
time frame, itisundeniable that the number of customers and the amount of throughput at issue isvery

significant.”®®

FEl assertsthat AMPC/BCOAPO have avoided discussing new governmentinitiatives at the federal, provincial
and municipal level. Additionally, FEI describes AMPC/BCOAPQ’s comments regarding its capex programas a
“red herring” pointing out that most of its expenses primarily serve the export markets and natural gas vehicles
and are notrelated toservingits core heatingload. Further, FEl describes AMPC/BCOAPQ’s comments
concerning price competitiveness as being of little assistance when customers desire low carbon district energy
or when FEl is prohibited from attaching or serving customers. ®’

ConcerningICG’s submissions regarding the timing of the steps taken by the COV, FEl submits the relevant
inquiryinthis proceedingis how FEI’s current business risk was reflected in the Commission’s deliberationsin
the 2012 GCOC proceeding. FEl points out they did notfigure prominently in FEI's evidence nor were they
commented upon by the Commissioninits 2013 GCOC Decision. Further, mandatory connections have become
a bigissueinrecent monthsandare accompanied by a plan which contemplates ending natural gas
consumptionin COV, a policy ICG has left unaddressed.®®

Commission determination

The Panel determines that the level of political risk has slightlyincreased since the 2013 GCOC Decision.

Based on the evidence, the Panel agrees there is considerably more activityat the municipal and provincial level
withrespectto climate related initiatives and policiesthanin the 2012 GCOC proceeding and the subjectis more
topical thanit was at the time of the last hearing. However, as noted, the question the Panel must addressis
whetherthere is additional material risk associated with these activities than existed when the 2013 GCOC
Decision was made.

% |CG Final Submission, pp.3-4.
*® FEIRe ply Submission, p. 22.
7 FEI Reply Submission, p. 23.
%8 FEI Reply Submission, p. 24.
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FEI has relied heavily on recent steps taken by municipal governments with respect to policy development and
recent activities undertaken at the provincial government levelto supportits assertion that the level of material
risk has increased.

The Panel agrees the recent steps taken by some municipal governments, most notably the COV have the
potential to affect the level of future demand and, atleast to some extent, pose athreatto FEI’s abilitytoearna
future return on and of its capital. However, the Panel also agrees with AMPC/BCOAPQ’s assertion thatin spite
of governmental efforts to reduce GHGs overtime, it will notimpact FEI’s ability to remain competitive, at least
inthe shortto mediumterm. The keyissue is one of timingand the level of knowledge related to potential
impacts. Based on the evidence presented, there isonly limited knowledge and agreat deal of supposition asto
how variousissues will ultimately be resolved and the timeframesinvolved. As pointed out by CEC, the
Commission needs to bearin mind the COV’s Neighbourhood Energy Strategy represents a 35-yeartime frame.
The Panel agrees and understands that overa time period of this length, there is no certainty as to the eventual
outcome.

FEI has expressed concern with the government’s recent announcement to develop a new Climate Leadership
Planand the team working on this has already made a number of recommendations. FEl acknowledges the
recommendations “would have greaterweightinaninvestor’s deliberations at presentif they were already
adopted...” butarguesthat significantadditional investor uncertaintyis created by the potential forfuture
political risk. The Panel finds the steps taken by the provincial government to develop anew Climate Leadership
Plan pose a potential threatto possible future demand for natural gas but as acknowledged by FEI, none of the
recommendations have been adopted and there isno evidence they willbe adoptedin the nearfuture.

The Panel notes a common way to approach the assessment of riskis to clearly definethe situationand the
threatthat existsand then determinethe magnitude of any potential loss resulting from the threatand the
probability of itoccurring.

FEI has provided abroad description of the threatsit believes to exist but has not provided clarity asto the
impact or financial loss resulting from these threats. This pointis made by ICGwho state sthere is no evidence to
supportthe effect of mandatory connections and exclusivity of end-use requirements. FEl has made assertions
with regard to its estimate of the size of load represented by COV’s Neighbourhood Energy Strategy. However,
FEl acknowledgesitis notsuggestingthisamount will be immediately lostand furtherreports there are no
growth or rate of redevelopment forecasts forthe areas covered by the strategy. CEC has agreed that
mandatory connections pose an unrealized risk to FEI but notes there is a need forthe Commission to assess the
likelihood of this proliferatingin the future. Inthe Panel’s view, FEl has not addressed thisinits evidence.

The lack of detail provided by FEI makes it very difficult to determine the level of risk that exists and its ultimate
impact on FEl. Therefore, given the lack of certainty with respecttowhatlies ahead, the Panel cannot with any
degree of confidence, do more than to acknowledge there is aheightened level of potential threats resultingin a
slightto moderate increase to the level of political risk when compared to the period around when the 2013
GCOC Decisionwas rendered. The Panelviews the change in the political landscape to be arisk thatis evolving
and will need to be monitored infuture proceedings.
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4.2.3.3 Political risk—First Nations

FEIl statesits ability to construct and operate infrastructure necessary to provide timely service has aninfluence
on attracting and retaining customers. FEl explains that delaysin permitting orinterference with construction
impactsthe level of risk to the extent thatit discourages new customers or prevents them from serving
customers. In consideration of these factors, recent court decisions with respect to First Nations engagement
have had a material effectonrisklevelsas comparedto 2012 as they have changed First Nations’ and others’
ability to influence projectimplementation and timelines.®’

Mr. Coyne agrees the presence of 285 different aboriginal First Nations may lead to additional regulatory
process. In hisview, thisimpacts FEI's risk profile by adding potential for protracted regulatory or political
proceedings.”®

Intervener submissions

AMPC/BCOAPO state that Terasen Gas Inc. (now FEI) made a similarargumentinthe 2009 TGl ROE proceeding.
In that decision, the Commission noted court decisions post-2005did constitute anincrease in risk over local
distribution companies in other provinces, but did not consider that such risk casts doubt on the utility’s ability
to earna returnon or of its capital. AMPC/BCOAPO argue FEl has made no substantial connection between
recentjurisprudenceandits operationsthat raise doubts as to its ability to earnits return. Consequently, the
Commission should reject any suggestion this should drive anincreased return.”*

CEC states it agrees thataboriginal rights continue to create uncertainty for businesses operatingin BC.
However, thereis no evidence of achange in risk profile for FEl nor isthere evidence suggesting FEl will not
continue to manage First Nations relations effectively and efficiently.”

FEl reply submission

With reference to AMPC/BCOAPQ’s submissions, FEI notes thatin the 2009 TGl ROE Decision, the Commission’s
finding stated “presently” the risks did not cast doubt overthe utility’s ability to earn a return on or of its capital.
FEI reaffirmsits position that presently there is potential for Aboriginal rights and title issues toimpede FEl’s
ability toadd and maintain throughput thereby having the effect of regulatory lagin capital approvals. FEl points
out that because AMPCseemstoagree that regulatory lagis an acceptedrisk factor, any lag related to First
Nationsissues should be viewed in the same light.”

Commission determination

The Panel agrees with AMPC/BCOAPO and CEC and finds the evidence is not persuasive that any change in the
threat to FEI's operation caused by recent jurisprudence will have a material effect on the utility’s ability to
earn a return on and of its capital. As noted by CEC, there is no evidence to suggest that FEl will not continue to
be successful in managingits relationsin an effective and efficient manner. The Panel agrees and notes that FElI
has provided nofirm evidence as to the probability of projectlagorits impacton earninga return.

% Exhibit B-1, AppendixC,Tab9, p. 72; FEI FinalSubmission, p. 49.
% Exhibit B-1, Appendix B, p. 63.

2 AMPC/BCOAPO Final Submission, pp.32-33.

"2 CEC Final Su bmission, p. 113.

73 FEI Reply Submission, p. 26.
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4.2.3.4 Energy price risk

FEl separatesthe energy price risk category intorisk type as follows: natural gas commodity price risk,
commodity price volatility risk and the price competitiveness of natural gas (includes upfront and installati on
costs). FEI's positionis collectively, these giverise to a similarlevel of risk to what existed in 2012.

FEI acknowledges commodityprices are reduced from 2012 but have outlined anumber of factors to help
explain why the impacts of changesin commodity prices do not translate directly to changesin overall risk. In
supportof its position, FEIl makes the following points:

e The capital cost differential between gas and electricity are substantial but developersand builders are
the primary decision makers and do not see the operating savings;

e Commodity price volatility has increased since 2012 and while customer rates do not fluctuate with
every price change, they remain exposed. Inaddition to their bills, customers’ perceptions are
influenced by what they hearonthe news; and

e The effect of commodity costs on the total bill is lessthanin 2012. The commodity pricesin 2012
already constituted asmall portion of the overall LNG delivered price and therefore, the impact on risk
of a price change isin and of itself muted.”*

Intervener submissions

AMPC/BCOAPO submitthat while FEI’s bills are similarto five years ago, it does not tell the whole story.
AMPC/BCOAPO have identified competitiveness as likely the mostimportant determinant of FEI’s business risk
and submit that the cost of natural gas by itself tells us littleabout FEI’s competitiveness. The genesis of their
positionisthatenergy prices have continued to decrease overthe last 10 years yet, customertotal billingis
similartowhatit was five years ago and FEl’s rates are now much lowerthan BC Hydro’s. As a result, FElisin an
advantageous competitive position relative to BCHydro. Figure 4.1 shows the relative cost of natural gas
compared to electricity for lower mainland space heating for the period from 2000 through 2015.

7 Exhibit B-9, BCUCIR 27.1, 27.3; Exhibit B-1, AppendixC, p. 46, pp. 51-56; FEI Final Submission, pp. 42—44.
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Figure 4.1: Space Heating Price Comparison’”
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AMPC/BCOAPO pointoutthe evidence shows a positivetrend for FEl in its key residential market since 2005 and
inthe present context, the Commission can definitely conclude gasis more competitivethaninits priorreviews.
They also pointout that inthe future, significant electricity rate increases are likely due to anticipated high
capital, electricity supply, operatingand maintenance costs and large deferral account balances. AMPC/BCOAPO
state FEI's competitive advantage over BCHydro “has increased more since 2012 than itdid between 2009 and
2012.” Further, they assertthis wasa key factorin the Commission’s 2013 GCOC Decision and suggest “a
reduction atleastequal tothe 1.5 % 2013 reductionin FEI's common equity rati o” in the present circumstance.”®

Concerning commodity price volatility, AMPC/BCOAPO argue thatrisk is lowernow thanin 2013 andreject FEI's
claimthat risk has increased since 2013. It is AMPC/BCOAPQ’s position that FEI’s evidence, as presented in
Figure 4.2, indicates there was high price volatility between 2005 and 2009 and with less volatility since that
time.

> Exhibit B-7, AMPCIR 2.12.
® AMPC/BCOAPO Final Submission, pp. 21-25.
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Figure 4.2: Weighted Average Cost of Gas’’
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The most important of these issues to AMPC/BCOAPQ is that prices have varied around alower level. In their
view, the likelihood of stable pricingis greaterand exceptforshort periods of price disconnects, the risk of
dramatically higher natural gas prices remains significantly lower. AMPC/BCOAPO note that consumers might
not like significant price volatility, but state it can be assumedin the currentlow price environmentthat price
fluctuations are less of adeterrent to natural gas use than inthe previous high price environment.’®

CEC makes submissions similarto AMPC/BCOAPO with respect to the competitive pricing advantage FEl has over
BC Hydro and does not considervolatility to be an evident concern for customers. CECsubmits the overall cost
of gas isthe most important considerationin customer decision making and recommends the Commission
heavily weight the favourable cost of gas and its comparison to electricity and place less weight onthe short-
termvolatility occurrences asit does not affect the customerin any significant way given the current
circumstances. Overall, CECrecommends the Commission find “there is no appreciable price risk or volatility risk
for natural gas and the overall riskis lowerthanin 2012 because of prolonged periods of low natural gas

prices.””®

7 Exhibit B-9, BCUCIR 27.1.
& AMPC/BCOAPO Final Submission, pp. 21-22.
7% CEC Final Submission, pp.79-88.
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FEl reply submission

FEI contends AMPC/BCOAPO and CEC give insufficient weight to factors that mute the impact of reduced prices
on FEI's overall competitiveness. Itisthe increase in the price of electricity rather than adrop in natural gas
pricesthat isthe main contributorto improved price competitiveness and lower commodity costs have not
translated intolowernatural gas bills. FEl asserts the interveners are glossing over the factitis the consumer’s
response to changesinrelative costand not the changes themselves that ultimately impacts the company.
Despite improved price competitiveness since 2012, the following has occurred:

e Throughputislowerin 2014 thanin2012.
e Use perCustomercontinuestotrend downward.

e FEl continuestolose marketshare in core space heatingand water heating applications.

FEI explainsthe weak relationship between price competitiveness and these results as beinginfluenced by the
followingfactors:

1) Demandfornatural gas isinelasticwhere areductionin costdoes notresultina similarchangein
consumption.

2) Factors suchas government policies and consumer attitudes about carbon emissions have contributed
to the decoupling of price competitiveness fromits key indicators.

3) Higherupfrontcapital costs related to gas appliances and potential main extension test customer
contributions continueto be a barrierfor builders or developers adopting natural gas.*°

Commission determination

Because of the importance placed onit by consumers, the Commissionin the 2013 GCOC Decision considered
energy price to be a key determinantand deserving of significant weight when considering changes to FEI’s risk.
In the 2013 GCOC Decision, the Commission found there was some reductioninthe levelof risk related to
natural gas’ competitive positionrelativeto electricity. The questionin this proceeding, asraised earlieris
whetherthe continued improvementinthe price of gas hasresultedin any furtherreduction of FEI’s risk.

The evidence is clear and points to the fact that the price of gas continues to drop as compared to electricity. As
outlinedin Figure 4.1, the annual expenditure price differential for lower mainland space heating hasincreased
froma price advantage of 45 percentfavouring natural gasin 2012 to a 57 percent advantage for natural gasin
2015. The Panel acknowledges that on the basis of price, the competitive advantage of natural gas has improved
overwhat existed in 2012. However, we also acknowledge there was a substantial price advantage that existed
in 2012 resultinginreducedrisk as notedinthe 2013 GCOC Decision.

In spite of whatis clearly a growing competitive price advantage favouring natural gas, FEl reports that key
indicators such as throughput, use percustomerand market share of core space and water heatingapplications
remain unfavourable. FEl has explained thatinelasticity of demand, government policies and consumer attitudes
about carbon emissions and higher upfront capital costs have contributed to the decoupling of price
competitiveness fromthe key indicators. The Panel accepts that these factors may be responsible for decoupling

8 EEl Reply Submission, pp. 26-27.
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but suggestthatit is equally plausible otherfactors such as demand side management and weather have had an
impact on FEI's more recent key indicator performance.

The Panel continuesto put weight onthe importance of a competitive price advantage for natural gas over
electricity in determiningthe level of risk for FEI. Therefore, the fact that the gap between natural gasand
electricity continues to widen must be given some weight when determining whetherthe level of energy risk has
changedsince the 2012 GCOC proceeding. Tempering this somewhatis the fact that some of FEI's key indicators
have continued tolag, in spite of a growing competitive price advantage favouring natural gas. Taking these
factors together, the Panel finds the level of energy price risk to have decreased somewhatwhen compared
against the 2013 GCOC Decision.

4.2.3.5 Energysupply risk

FEI states the continuity of energy supply risk has also remained unchanged since 2012. However, the amount of
gas available to FEl could be altered due to the development of several gasinfrastructure projects connecting BC
deposits with Albertaand with eastern marketsin comingyears. FEl states this could ultimately impact what
customers payin the comingyears. Inaddition, FEl notes the addition of FEVIand FEW comes with slightly
increased exposure to security of supply risk. Thisisdue toits system crossing radial terrain and the Strait of
Georgiaas well asthe fact Whistlerisserved by the pipeline lateral between Squamish and Whistler whichiis
subjectto single point of failure risk.®

Mr. Coyne states the expansion of natural gas fired demand related to the retirement of coal plants along with
new LNG exports and potential requirements south of the border could resultin a capacity shortage on Spectra’s
T-South pipeline thereby increasing volatility and commodity prices. While acknowledging pipeline expansions
are an option, Mr. Coyne’s view is the risks with projected additional gas demandin the PacificNorthwest and
BC will continue to grow when considered against the availability of pipeline capacity.®

Dr. Booth cites datafrom Canadian Gas Association (CGA) which in their latest analysis states that Canada has
over 200 years supply coverage at current production rates. Dr. Booth comments that with such a plentiful
cheap resource to distribute “we should expect an expansionin supply whichis what happened as there has
beensignificant expenditure on the distribution system.” Citing CGA, he notes that 2014 expenditureson
pipelineexpansion total $1 billion with afurther $2.6 billion in distribution spending. This, he states, indicates
the industry does not envision long run market problems. **

Intervener submissions

AMPC/BCOAPO submit supply risk has been reduced due to further development and quantification of BC's
shale gasresources noting thisis confirmed by Nova Gas Transmission Ltd.’s (NGTL) further expansion.
AMPC/BCOAPO do not considerthe security of natural gas supply to be at issue givenitsimportantrole inthe
province’sfuture. Further, they submit the province is committed to development of BC's natural gas resources
and state thereis “no reason to suggestthat appropriate infrastructure will not be extended to aresource
locatedinthe Province inorderto serve the needs of BC customerswhenitis needed.” Noristhere a reasonto

¥ Exhibit B-1, Appendix C, p. 46, pp. 51-56; FEI Final Submission, p. 45.
8 Exhibit B-1, p. 66.
& Exhibit C7-7-2, pp. 70-71.
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believe gas price competitiveness will be inadequate to support paying forany needed infrastructure by
customers. In AMPC/BCOAPQ’s view, the importance of security of supply is minorin comparison to availability
of supply where there is an abundance of the resource in the ground.

AMPC/BCOAPO also submitthat amalgamation has resulted in no change to total supply risk as thereisno
change in the physical risks the combined operations face.*

CEC submitsthe growing use of pipeline capacity could present supply risks but these risks are not attributable
to FEl if the utility has reserved adequate capacity forits customers’ needs. CEC points out that Mr. Coyne
agreesitis the utility’s responsibility to look ahead and contract for access to infrastructure reserve opportunity
and FEl has a sophisticated gas purchasing group responsible for this. CEC submits thatif FEl conducts
appropriate planningactivities, itis unlikely there will be a gas supply interruption and the Commission “should
finditstraight forward to assess that the gas supplyriskis unchanged and manageable by FElinthe relevant
future forthis ROE and CEC determination.”®*

CEC submitsthe FEI characterization of supply availability risk as being unchanged from 2012 is accurate. It
notes FEI has acknowledged that supply interruption risk from FEVIand FEW is marginal and those related to
amalgamation are modest. Given the marginal nature of the increase in amalgamation risk and the offsetting
reductioninrisk forinterruption of pipeline supply resulting from the Lower Mainland Intermediate Pressure
System Upgrade, CEC submits the Commission should considerthisas a netreductionin risk.*®

FEl reply submission

FEI does notshare AMPC/BCOAPQ’s view that availability of supply risk has declined since 2013. It is FEI's view
that the production forecast forthe Western Canadian Sedimentary Basin indicates the expected production
levelislowerinthe spring of 2015 than itwas in 2012, indicatinglarge shale gas reserves will notresultin higher
production levels. Additionally, NGTL’s proposed extensions could potentially represent a challenge to FEI
resultinginlower use of Westcoast’s T-North and T-South transmission systems impacting the Station 2
marketplace FEl relies upon for much of its supply requirements.

For clarity, FEl notesits evidenceis that the security of supply riskis “slightly increased” because of FEVIand
FEW beingincorporatedintoits systemand FEl has not characterized supply risk as higherthanin 2013 because
of factors related to bringing gas from northern BCto its system.

FEl rejects CEC'sargumentthatany increase in amalgamated FEI’s security of supply is offset by proposed or
approved integrity and sustainment projects pointing to their response to BCUC IR 50.2%’where it was stated
that the projects were needed to operate the gas systemin asafe and reliable manner.®

8 AMPC/BCOAPO Final Submission, pp. 29-30.
8 CEC Final Submission, pp. 67-69.

8 CECFinalSu bmission, pp. 71-72.

¥ Exhibit B-10, BCUCIR 50.2.

8 FEI Reply Submission, pp. 33-35.
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Commission determination

The Panel finds there has been no change inthe level of risk associated with availability of supply and agrees
with FEI that the security of supply risk is slightly increased due to the amalgamation of FEVI and FEW into
FEI's system.

The Panel rejects AMPC/BCOAPOQ’s assertion there has been areductionin risk associated with availability of
supply ascomparedto 2012. In the 2012 GCOC proceeding, adequate supply oravailability of gas was notan
issue and since thattime, there has been no significant change in circumstances. However, the Panelagrees
with FEI that there has been some change inthe risk associated with security of supply due to amalgamation of
FEW and FEVIinto FEI. In the 2014 GCOC Stage 2 Decision, the Commission found FEl and FEW had additional
supplyinterruption risk when compared to FEI but described them as marginal. In addition, the Commission
foundthat while the possibility of an event related to difficult terrain may exist, the probabilityof such an event
isverylow. The Panel notesthereis noevidence inthis proceeding to suggest thatthisrisk related toterrain has
abated. However, as notedinthe 2014 GCOC Stage 2 Decision, the probability of an eventisverylow and
thereforeis not considered to be a material increase inrisk.

4.2.4 Otherriskareas

As outlined earlierinthis section, there were anumber of risk categories where there was general agreement
amongthe partiesthere waslittle change inthe level of risk as compared to the period preceding the 2013
GCOC Decision; these include risks associated with operating, market shift, economicconditions and business
profile.

Operating risk

Operatingrisk covers any physical risks to the utility system arising from technical and operationalfactors which
includesitemslike asset concentration,technologies employed to service, geographyinthe service areaand
weather. FEl states that since 2012, there has been no change to the level of operatingrisk of facilitiesin the
mainland service area. FEl also states the amalgamation of FEl with FEVIand FEW has posed no additional
operational risk. FEl has focused its assessment onthree areas; infrastructureintegrity, third party risks and
unexpected events. FEl has assessed itsinfrastructure integrity and although two-thirds of the current assets will
needtobe replaced overthe next40 years, acknowledges this was understood in 2012 and the risk remains
similarforthe amalgamated utility. The incidence of third party damage has been decreasing since 2006 and FEI
notesthistrend was understoodin 2012 and has assessed the risk to the amalgamated utility to be similarto
that faced by FEI in 2012. The incidence of natural eventsis one of the higheroperating risks to FEl but remain
materially unchanged from what existed in 2012.*

Neither AMPC/BCOAPO nor CEC take issue with FEI’'s assessment of its operational risk and both agreed there
was no change since last reviewed in 2012.%° ICG provided no specific submissions with respect to operating risk.

¥ Exhibit B-1, Appendix C, pp. 57-58.
%0 AMPC/BCOAPO Final Submission, p.33; CECFinal Submission, p. 66.
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Market shift risk

Market shiftsinthe areas of new technology and energy forms, changing customer perceptions of energy and
types of homes beingbuilt continueto pose challenges to FEl in terms of its ability to attract and retain
customers and maintainits market share and throughputlevels. FEl has provided a brief description and update
for each of these factors and outlinesimpacts on use percustomerand customer additions. FEl submits each of
these areas provide similar risks for FEl at present as has existed inthe 2012 GCOC proceeding even when
considering the effects of amalgamation.”’

AMPC/BCOAPO, while finding FEI’s use of the term “market shifts” misleading and preferringto use the term
“market demand,” nonetheless seemto agree with FEI’s assessment that there is little change with thisrisk and
notesthat the utility’s customer profile remains very stable. Likewise, CEC prefersto label this group of risks as
volume and demand risk but agrees with FEl that the level of riskis likely to differlittle from what existed at the
time of the 2013 GCOC proceeding. ICGdid not specificallyaddress market shift risk but did submit that the
Commission should reject loss of market share as a businessriskasthere is notenough evidence on the record
to reach sucha conclusion.”

Economicconditions

FEl states that economicconditions have an impact on a utility’s ability to attract and retain customers and
maintain throughputlevelsandthe currenteconomicenvironment continues to be dominated by uncertainty.
The recentdrop inoil prices has had a negative impact on GDP growth but this coul d be partially mitigated by a
weaker Canadian dollar combined with the relatively strong US recovery leading to a potential improvementin
exports. Given these circumstances FEl assesses the risk related to economic conditions as similar to what
existed at the time of the last proceeding.”®

As notedin Section 3.2 above, thereislittle disagreementamongthe parties that the economiccondition on the
BC economy is not materially different from the 2012 levels.

Commission determination

The Panel finds there has been no change in the level of risk associated with operating risk, market shift risk
or economic conditions as compared to what existed at the time of the 2013 GCOC proceeding. In each of
these areas, FEl has assessed the factors related to these risks and concluded there is continuity in the level of
risk for each, acknowledging thisis also the case when considering any additional impacts caused by
amalgamation. Interveners either agreed with ortook noissue with FEI’s conclusions on these risk areas.

4.3 Other items impacting capital structure

FEI submits, inadditiontoits level of business risk, the following points supportacommon equity component of
40 percentfor FEl as being consistent with the Fair Return Standard:

L Exhibit B-1, Appendix C, pp. 39-50.
%2 AMPC/BCOAPO Final Submission, p.25; CECFinal Submission, p. 96; ICG Final Submission, p. 3.
% Exhibit B-1, Appendix C, p. 15.
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e FEl'sfinancial metrics, which reflectits allowed ROE and capital structure, are weak fora creditratingin
the “A” category and if FEl was to receive arating downgrade this could adversely impact both its ability

to borrow and the cost of borrowing;

e Anincreaseinitscommon equity component willsupport FEI’s ongoing debtissuance capacity under
the Trust Indenture; and

e A comparisontoits peersindicates FEI's proposed common equity componentis appropriate, butat the
low end of the range of reasonableness.*

4.3.1 Creditratings and access to capital

Moody’s July 20, 2015 creditratingon FEl stated:

FEl's credit quality isdriven by its credit supportive regulatory environment and its monopoly
position. The company has a longterm track record of earningitsallowed return on equity and
its cash flow continues to be highly predictable. This is offset by the company's weak financial
metrics, with limited headroom at the currentratinglevel, thatare primarily a product of the
allowed return on equity and the equity component of its capital structure.

FEI presents the following table outlining its key financial indicator scores compared to the minimum A3rating

per Moody’s utility rating methodology:

Table 4.2: FEI’s Credit Metrics from 2011 to 2014°°

FEI's A3 -Rating Threshold™ 201 2012 213 2014
Score
CFO pre-WC + Interest { Interest Ba 4 5x 23x 2.5x 27Tx 28x
CFO pre-WC | Debt Baa 19.0% 112%  145%  151%  144%
CFO pre-WC - Dividends f Debt Baa 15.0% 6.6% 2.6% B.D% 10.2%
Debt/ I!Iapni'laIiza‘t'M.'mE A 50.0% 474% 44.0% 436% 452%

FEI notesthat with the exception of its Debt to Capitalizationratio, all of its financial metrics are below the
Moody’s designated threshold foran A3 rating and are generally weakerthan its Canadian peergroup.®’

FEl stated that ithas not beenrated below A3since 2011 and in 2013, Moody’s changed FEI’s credit outlook to
negative due tothe reductionin ROEand common equity ratiointhe 2013 GCOC Decision. FEl also indicated
that its Moody’s rating was eventually amended back to stable in June 2014.%®

FEI states that Moody’s reaction to the 2013 GCOC Decision highlightsthe risk to FEI’s current rating, which s
influenced by FEIs relatively weak credit metrics.”® However, FEl acknowledged that while credit metrics
representalarge weighting of the overall methodology, weak credit metrics can be offset by qualitative factors
such as strong regulatory support.'® Nonetheless, a further weakening of these metricsin connection with an
adverse regulatory decision on common equity component or ROE would place downward pressure on the

% FEI Final Submission, p. 56.

% ExhibitB-1, Application, Appendix A, Moody’s Investor Services, Credit Opinion: FEI (Moody’s Credit Opinion), dated July 20, 2015.
% Exhibit B-1, p. 25.

7 Exhibit B-1, p. 25.

% Exhibit B-9, BCUCIR 8.1.

% Exhibit B-1, pp. 24-25.

1% Exhibit B-9, BCUCIR 8.3.
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rating.'®" FEI points out that according to Moody’s July 2015 Credit Opinion, a weakening of credit metricsin

. . . . . . . 102
connection with amaterial adverse regulatory decision could resultin arating downgrade.

Mr. Coyne statesthat since FEl israted Moody’s A3 and thisisthe lowestrunginthe Arating category, FEI's
higher capex spendinginthe nearterm may resultin downward pressure on FEI’s credit metrics and could re sult
ina ratings downgrade.'®?

With reference toitsJuly 2015 Credit Opinion, Mr. Coyne notes Moody’s assessment states a ratings downgrade
isunlikely.® However, Moody’s opinion indicates there are several factors that could lead to a downgrade
including “an unexpected, material adverse regulatory decision oraforecast of a sustained deteriorationin
credit metricsincluding CFO/pre-W/C to debt of less than 11%.”'° Moody’s currently calculates FEI’s March 31,

2016 “CFO/pre-W/Cto debt metricat 15.0%.”*°

Mr. Coyne statesthata downgrade below an Arating grade is particularly significantin the Canadian credit
market due to the following:

e Canadahaslesstrading of debtwith a ratingbelow the A ratings grade;

e Institutionalinvestors often face limitsinvestingin Baa/BBB debt; and

e Duringthefinancial marketdislocation of 2008 and 2009, regulatedissuers below an A credit rating,
were effectively shut out of the Canadian credit market.

Mr. Coyne also continues that given FEI's expected financing requirements for its large capital projects, a
downgrade tobelow an A ratingwould resultin higherfinancing costs and “should be avoide
Moody’s most recent credit opinion which states FEI has “limited financialheadroom” at the current rating and

d.”*" He refersto

that large capital projects are expected to place downward pressure on credit metricsin 2015 with
improvement forecast as capital projects are completed in 2016 and 2017. In his directtestimony, Mr. Coyne
includesaquote fromthe Moody’s July 2015 Credit Opinion which speaks to this. The Panel notes that the last
sentence of the paragraph which states that with respecttothe downward pressure on credit metrics “this
forecasted weaknessisincorporated in the currentrating”'°® was notincluded.

Dr. Booth concludes FEl can access the bond market on more favourable termsthanin 2013 and in doingso, it
will continue to lowerits embedded debt cost, increase its interest coverage ratio and enhance its financial
flexibility.**®

Dr. Booth notes “DBRS has long maintained the exact same ‘A’ rating on FEI and its predecessor companies
through periods whenithada 33% common equity ratio, a 35% common equity ratio, a 40% common equity

%" Exhibit B-9, BCUCIR 9.1.

192 Exhibit B-1, Application, Appendix A, Moody’s Credit Opinion, p. 3; Exhibit B-9, BCUCIR 8.3.

193 Exhibit B-1, Appendix B, p. 97.

9% Exhibit B-1, Appendix A, Moody’s Credit Opinion, p. 3, the report states that Moody’s does not expect the rating to godown.
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ratio and most recently a38.5% common equity ratio.
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"% Moreover, he asserts “the guidelines are heavily based

on the degree of regulatory protection, where 50% of the weight applied by Moody’s is explicitly for this and not

the financial metrics. Consequently, the metrics are not the mostimportantissue.

»111

FEI observes that Moody’s downgraded FEI’s ratingfrom A2 to A3 in 2005 because it considered FEI’s financial

profile weak relative to global peers and despite receivingincreasesin ROEand common equity componentin

subsequent decisions, Moody’s has never upgraded FEI's rating back to A2.

112

FEI submits:

A combination of financing requirements for capital project, maturity of purchase money mortgages
(PMMs) and risinginterest rates have the potential to constrainits abilitytoissue debt underits Trust
Indenture at the current common equity ratio. FEl submits thata 40 percent equity ratio will alleviate
these factors, and will help to support FEI’s credit rating.

A reductioninallowed common equity, particularly areduction approaching the levels Dr. Booth has
recommended, would have the double impact of constraining debtissuance capacity and makinga
ratingdowngrade likely.""

Maintainingan A creditratingis important because the benefitsinclude: alower cost of borrowing,
access to capital markets and credit with FEI’s counterparties.

Maintainingan A creditrating ensures access to the capital markets on reasonable termsand pricingin
all market conditionsincluding a market disruption similarto 2008 and 2009. The potential foramarket
disruption exists despitethe current lowerinterest rate environment.

Any downgrade of Moody’s A3 rating to Baa/BBB category would lead to a split-rating for FEl and result
in FEl being considered principally a BBB rated entity thereby having an adverse impact on FEI’s cost of

debt, accessto capital marketsand credit withits counterparties.

A downgrade below an A rating grade is particularly significantin the Canadian credit market where
thereislesstrading of lower-rated investment grade debt.

A decision toreduce common equity or ROE may be viewed as undermining regulatory support that has
otherwise supported FEI’s rating in the face of traditionally weak metrics.***

Intervener submissions

AMPC/BCOAPO make the following pointsin theirsubmission:

Itisappropriate FEl be able to maintainits credit and attract capital but FEI should not pay more than
necessary to attract capital;

FEI's present DBRS “A” with a stable trend and Moody’s “A3” with a Stable Outlook means FEI's credit
metrics are not weak;

FEI’s DBRS creditrating has not changedina long period of time including during periods when FEl’s
common equity ratio varied from 33 percentto 35 percentto 40 percentand then 38.5 percent;
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e [tisnot “credible” that FEI's credit rating would change if its common equity ratiois set tothe 35
percentithad priorto 2009;

e The Commission can alsotake note of the Ontario Energy Board’s (OEB) recent confirmation of the
common equity ratios for Union Gas and Enbridge Gas Distribution Inc. (EGDI) at 36 percent which
indicatesthatthere was no concerna 36 percentcommon equity ratiowould put their “A” credit ratings
at risk; and

e Nothinginthe current marketconditionsindicate FEl needs any sortadjustmenttoimproveits accessto
capital markets."™

CEC submitsthat FEI's previous “negative ratings” outlook from both an ROE reduction and equity component
reduction did no permanent damage to FEI. CEC also submits the credit metricsensitivities provided by FEl are

- . . . . . N 116
positive and as a result, there is no compelling evidence upon which to raise FEI's common equity component.

FEl reply submission

FEI submits AMPC/BCOAPQ’sreferenceto FEI's maintenance of an A rating when its common equity ratio was
33 percentisfora period 13 years ago and whenithad a 35 percent ratiowas almost sevenyearsago. FEl
reiteratesits view that Moody’s June 2013 decision to place FEl on a negative ratings outlook pending further

. . . . . 117
review isasignal that FEI’s currentrating is not secure.

Commission determination

The Panel agrees maintenance of an A credit rating helps ensure FEI’s access to capital in most market
conditions, and among other benefits, ensures alower cost of borrowing. The evidence presented in this
proceeding supports FEI's assertionits credit metrics are weak foran Arating, however, atits current ROE and
common equity ratio, the rating agencies have offset this weaknessin metrics with otherfactorsincludinga
supportive regulatory environment.

The Panelis not persuaded FEI's expected higher capital expenditures through 2017 will in and of itself resultin
significant downward pressure onits credit rating. Moody’s July 2015 credit opinion incorporates the impact of
the large capital projects on FEI's credit metrics beginningin 2015 and forecasts improvement as projects are
completedin 2016 and 2017. Moody’s report indicates “this forecasted weaknessisincorporated in the current
rating.”**® Moody’s report also indicates it does not expect the rating to go down and Mr. Coyne notesin his
report that Moody’s assessmentisthat a ratingdowngrade is unlikely, although it did list some factors that
could lead to a downgrade. Given that Moody’s analysis already takes into account the expected capital
expenditures with forecastimprovementsin metrics in 2016 and 2017 and since there is no otherevidence
forecasting a deterioration in credit metrics, the Panel finds, in the absence of other factors, the expected
capital expenditures are unlikely to cause a downgrade in FEI's creditrating at its current equity ratio.

The Panel accepts FEI's view that a reduction of its common equity ratio, especially to the level recommended
by Dr. Booth, could resultin downward pressure on the credit rating. Moody’s past actions, includingits reaction
the 2013 GCOC Decision, indicate thatany negatively viewed regulatory action could impact FEl’s credit rating
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due to its weak metrics especially given the additional pressure higher capital expenditures expected overthe
nextfew years. With respect tothe AMPC/BCOAPO and CEC submissions related to FEI’s ability to maintain its
creditratingduring periods where it was awarded a lower equity thickness, the Panel agrees with FEl that these
instancesrelate to periods priorto 2009 and are unlikely to be relevanttothe current decision.

The Panel agrees with the interveners and finds that there is no compelling evidence to support that an
increase in common equity componentis required to maintain FEI’s current credit rating.

4.3.2 Trustindentureissuance test

With respectto its Trust Indenture, FEl states:

FEI’s Trust Indenture governs FEI's debenturesincluding the ability to issue new debt. The debt
issuance coverage testinthe Trust Indenture provides that FEl will notissue debentures (other
than First Mortgage Bonds or Purchase Money Mortgages (PMMs) (both represent secured
debt) maturing 18 months or more afterthe date of issue) unless Consolidated Available Net
Earnings (CANE) is at least 2.0 timesthe annual interest expense on debentures, excluding
interestrelated to PMMs and including the annual interest requirements on the additional
debentures beingissued (defined as Interest on Funded Obligations underthe Trust Indenture).
Formulaically, CANE/Interest on Funded Obligations >=2.0. Failure to meet this test would limit
FEI's ability toissue long-term debt.**’

FEl expectsthe debtfinancing requirements related to its capital needs forthe 2016 to 2018 period could
approach $1 billion. In addition, FEI has $275 million of debt classified as purchase money mortgages (PMM:s)
which are excluded from the debtissuance coverage test of which $75 million maturedin 2015 and $200 million
will mature in 2016. FEl states that the maturing PMMs are being refinanced with senior unsecured debentures
underthe FEIl Trust Indenture. FEl further states thatits Trust Indenture limits the ability toissue secured debt
and itis not prudentto continue to use secured debtasit is restrictive and inefficient.**°

In the Application, usinganassumptionof a5 percentyield for new issuances, FEl presented the impact of
changesin ROE and common equity ratio under different scenarios onitsissuance capacity underthe Trust
Indenture, as follows:
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Table 4.3: Scenario Analysis of ROE and Equity on Issuance Capacity under the Trust Indenture**

{CAD% 000s)

Increased Scenaric - 9.25% ROE and 40% Equity 787,800
Status Quo - B.75% ROE and 38 5% Equity 585600
Decreased Scenario - 8.25% ROE and 37% Equity 430,000

" Impact On Eamings due to change in ROE = (2014 Mid-Year Rate Base X Status Qu
Equity % X Incremental Change in ROE from Status Quwo)i{1-2014 Effective Tax Rate)

“Impact On Earnings due to Change in BEguity = (2014 Mid-Year Rate Base X
Incremental Change in Equity from Status Quo % X New ROE%)(1-2014 Effective Ta
Rate) + Incremental Interest Due to Change in Debt = 2014 Mid-Year Rate Base 3
Incremental Change in Debt? from Status Quo X New Issuance Yield (5%).

“Impact of Changes im ROE & Equity to Status Quo lssuance Capacity = ({Impact o
Earnings due to Change in ROE + Impact of Eamings due Change in Equitylf2}
Incremental Interest Due to Change in DebtfMew Issuance Yield (5%)

FEI also demonstrates thatits ability toissue debentures becomes more constrained when the new debtyields
are assumed to be higherthan 5 percent.**

FEl stated that if there isa decline inthe allowed ROE and/or common equity ratio, there would be implications
on itsdebtissuance capacity including:

e Adeclineinallowed ROEand/or capital structure would lead to a decline in credit metrics, which in turn
couldleadto a creditratingdowngrade that would increase the cost of borrowing; and

e Theresultingincrease in the cost of borrowing would further constrain FEI’s debt issuance capacity.'**

FEI providedthe following table to show the required debt and equity financing for the capital projects, subject
to timingand approval uncertainties.

Table 4.4: FEI's Total Capital Expenditure and Financing 2016-2018"**

2016 2017 2018
Approved Major Capital Projects 130,000 160,000 205,000
Potential Growth Pr:::jects3 - 525,000 525,000
Expected Total Capital Expendituresz 130,000 685,000 730,000
Debt Financing’ 80,000 420,000 450,000
Equity Financing 50,000 265,000 280,000

1 - Excludes refinancing of $200 million of debt maturing during the period
2 - Excludes financing required of formulaic capital which is partially funded through depreciation cost.
3 - Relates to Tilbury 1B expansion and Woodfibre

FEI provided the following table to show the sensitivity of its debtissuance capacity to a range of possible
interestratesassumingadecreased, status quo and increased ROE and common equity component.
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Table 4.5: Sensitivity of Issuance Capacity to Cost of Debt (Issuance Rate)

Decreased ROE & Status Quo ROE & Increased ROE &

(CADS$ 000s) Equity Equity Equity

Issuance Capacity at 5.0% 430,000 595,600 767,800
Issuance Capacity at 6.0% 330,800 473,400 621,400
Issuance Capacity at 7.0% 260,100 386,200 517,000

Mr. Coyne forecasts arisk free rate (long Canadabond) of 3.68 percentbased on 2016-2018 forecast datafrom
the Consensus Economics Inc. (Consensus Economics) Survey Data.'” Mr. Coyne presents the average Canadian
utility bond spread vs. 30-year Canada long bond as 1.33 percentand notes that similarto 2013, ithas remained
somewhatelevated at 1.868 percent.'”° He also presented FEI’s spread over 30-year Government of Canada
bonds as 1.82 percentfor the period from September to November 2015.

Dr. Booth does not agree with FEI’'s assessment thatit might have issues with itsinterest coverage ratio (ICR)
restrictioninits bond indenture and as a result, FEl will not have issues accessing capital market. In hisview,
FEI’s ICR analysis has the following deficiencies:

e FEI'sICRisover2.2 initsrecentfilingwith its securities regulators;
e Highquality utilities have no problem accessing capital market; and

e Inthecurrentthe state of the financial system FEl should have no problems financingitself with his
recommended financial parameters."?’

With respectto debtissuance capacity, Dr. Booth concludes:

There are some timing differencesinthe numbers usedinthe ICRasthere are some smoothing
options, butthe netresultisthat FEI has considerable financing flexibilityandis not currently
constrained by the ICR inissuing MTNs. For example, in August 2015 FEIl negotiated a syndicated
$700 million creditfacility of which approximately halfis currently unused. On April 8, 2015 FEI
issued $150 million of 30 year MTNs at 3.375% using the proceeds to repay short term debt. At
the time the 30 year long Canadabond (Cansim V39056) was yielding 2.03% for a 1.35% credit
premium. In September 2015 it repaid $75 million of the PMMs with short term notes.'*®

Dr. Booth’s evidence includes the Royal Bank of Canada’s (RBC) forecast for the 2017 30-yearlong Canada bond
22 and notes FEI recently issued bonds at an approximate 1.35 percent overequivalent
*%Further, Dr. Booth does not expect the Canadabond yield to exceed 3.8 percent

yield of 3.65 percent
maturity long Canada bonds.
overthe next three years.""

FEIl states that the issuance test underthe Trust Indenture differsfromthe ICRdisclosedin FEI’s SEDARfilings
(SEDARTratio) ina number of ways. Included amongthese is the fact the Trust Indenture ratiois prospective
whereasthe SEDARratiois a historicearnings coverage ratio. Further, the SEDAR ratio only includes earnings
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and interestfromthe pastyear, whereasthe issuance testunderthe TrustIndenture requires the interest on
new debentures beingissued to be covered as well.**?

FEl submits:

e Dr.Booth hasmade the same errorin hiscurrentevidence as he had made in 2012 inreferencingthe
SEDAR filed ratio as the test used to determine FEI’s ability toissue new debt under the Trust Indenture.
FEI submits thatthe SEDAR filingisarequirementforsecurities compliance purposes and cannot be
used as a replacementforthe specificterms of FEI's Trust Indenture in determiningifitisallowedto
issue new debt;"*?

e FEl'sissuance capacity would decline materially were the Commission to accept Dr. Booth’s
recommended ROE of 7.5 percent and a 35 percent common equity ratio;

e There would be considerablerisk of adowngrade by Moody’s if Dr. Booth’s recommended ROE and
capital structure are adopted and a downgrade could lead to further constraint on the debtissuance
coverage ratio through higher borrowing costs;**and

e Inanincreasinginterestrate environment, this capacity would become even further constrained.

FEl reply submission

FEI submitsthat AMPC/BCOAPO cannotrely on Dr. Booth’s evidence on the TrustIndenture and since Dr. Booth
did not have a proper understanding of the Trust Indenture, he would not have been ableto assess his
recommended ROE and common equity ratio against the capital attraction element of the Fair Return Standard.
FEl alsoreferstoits rebuttal evidence highlighting how its debtissuance capacity may be significantly
constrainedin a period of higher debt capital requirementsif Dr. Booth’s recommended ROE and dee med equity
were to be adopted.™*’

Commission determination

In the Panel’s view, the key determinants of whether FElis likely to be constrainedinits ability toissue debt
underits Trust Indenture forthe 2016 to 2018 period include:

1) An estimate of the most probable interestrate forthe period;

2) Debtissuance requirements related to expected capital expenditures and debtretirementsinthe period
and the availability of otherfinancing sources that do not impact the Trust Indenture test; and

3) The Commission decision on ROEand common equity ratio.

The Panel focuses onthe 2016 to 2018 period since FEl pointstoits capital expenditure requirements as the key
issue impactingits abilitytoissue debenture especially if new debtyields are assumed to be higherthan 5
percent.

In orderto evaluate FEI's evidence related to the various scenarios for ROE and common equity ratio and new
debtissuanceyields, together withits analysis of required debt and equity financings, the Panel first considers
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the expertevidence inthe proceedingrelated to the ex pected interest rates forthe period 2016 to 2018
compared to the interestrate used by FEI in the various scenarios. Although theirapproach to determining the
risk free rate and theirsource differs, inthat Dr. Booth evidence includes RBC's 2017 forecastand Mr. Coyne
used the Consensus Economics forecast for 2016 to 2018, these forecasts of the risk free rate within the 2016 to
2018 period are similarat3.65 and 3.68, respectively. Theirreference points for utility bond are also similar with
Mr. Coyne’s evidence presenting the average Canadian utility bond spread vs. 30-year Canadalongbond as 1.33
percentand recent FEl spreads of 1.82 percent and Dr. Booth referencing FEI’s recentissuance ataspread of
approximately 1.35 percent overan equivalent maturitylong Canada bond. Considering the expert evidence on
the risk free rate and the utility bond spread, the Panel finds the most likely interest rate outcome presented
in the sensitivity analysis in Table 4.5 is the analysis using an assumption of 5 percent on new debtissuances.

With respectto the evidence related to the various scenarios for ROEand common equity ratio and new debt
issuance yields, together with its analysis of required debt and equity financings, the Panel notes the following:

1) FEl hasincludedthe required debtand equity financing for both approved and potential capital projects,
subjecttotimingand approval uncertainties, and the Panel accepts this as a reasonable estimate of the
maximum requirements for the 2016 to 2018 period giventhe number of uncertainties;

2) $200 million PMMs mature September 2016 and that there are no othersignificant material maturities
of long-term debtinthe 2016 to 2018 period. FEl has adjusted the issuance capacity scenarios forthe
refinancing of the $275 million PPMs;

3) Moody’sJuly 2015 credit opinion forecasts improvementsin metrics after completion of the expected
capital expendituresin 2016 and 2017; and

4) While there are some limits, FEl has the ability toissue some secured debt underits Trust Indenture if
necessary and has some remaining capacity onits $750 million credit facility to coverany short-term
needs.

The Panelis of the view that the status quo scenario (8.75 percent ROE and 38.5 percent common equity
component), assuming both a5 percentand 6 percentyield on new debtissuances, demonstrates that FEl has
sufficient capacity underits Trust Indenture to meetingits financing needs inthe 2016 to 2018 period. FEl does
not become constrained untilinterest rates reach 7 percent which given the expert evidence, the Panel
considersunlikely. Further, inthe event FEl is faced with interest rates at thislevel, it has otheralternatives
relatedtoits ability toissue secured debt, alter the timing of certain capital expenditure orbringan application
to the Commission forachange in ROE. Accordingly, the Panel finds that an increase is ROE or common equity
componentis not required to support FEI's ability to issue debtunder its Trust Indenture.

The Panel agrees with FEI's submission thatits issuance capacity would decline materially were the Commission
to accept Dr. Booth’srecommended ROE of 7.5 percentand a 35 percent common equity ratio. Thisis
demonstrated by the 8.25 percent ROE and 37 percent equity scenario presented by FEl which representsanear
break-even pointatan assumedinterestrate of 5 percentfornew debtissues. Inaddition, the Panel agrees that
such a scenario couldincrease the riskto a level that could lead toa downgrade by Moody’s. If a downgrade
were tooccur, it could lead to further constraint onthe debtissuance coverage ratio through higherborrowing
costs. Accordingly, the Panel finds that a reduction of ROE and common equity componentto the levels
recommended by Dr. Booth could impact FEI's ability to issue debt under its Trust Indenture.
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4.3.3 FElI'scommon equity component relative to other Canadian utilities

Mr. Coyne’s comparison of the Canadian peergroup companies’ equity componentsin relation to his overall risk
rankingisincludedinthe table below:

Table 4.6: Canadian Peer Group Comparative Risk Analysis and Authorized Equity Ratio"*®

Operating Company Risk assessment relative to FEI Authorized equity component
Proposed FortisBC Energy Inc. N. A. 40.0%
Current FortisBC Energy Inc. N. A. 38.5%
ATCO Gas Less risky 38.0%
Enbridge Gas Distribution Inc. Less risky 36.0%
Union Gas Less risky 36.0%
Gaz Métro More risky 38.5%

With respectto FEI's proposed common equity ratio, Mr. Coyne concludes that FEI's proposed capital structure
is “appropriate, albeit conservative.” Mr. Coyne states that FEl has higherrisk relative toits Canadian peer
companieswith the exception of Gaz Métro. He also states that Gaz Métrois riskierthan FEl and it “enjoysa
substantial portion of deemed preferred equity, effectively acting as a further bufferfordebt holders.” His view
withrespecttothe US proxy groupis that FEI’s proposal would fall belowthe entire range of US companiesin
his proxy group and FEIs proposal is conservative because of FEI's higher relativerisk. "’

In hisreport, Dr. Booth ranks FEl inthe same risk category of gas distributors and identifies FEl as slightly riskier
than EGDI and ATCO Gas and islowerrisk than either Union Gas or Gaz Métro. Dr. Booth also states the
differencesinrisk between the utilities are tiny.***

In hisrebuttal evidence, Mr. Coyne states he agrees with Dr. Booth that Gaz Métro is slightly riskier than FEI. Mr.
Coyne considers Gaz Métro to be FEI’s closest comparator and notes it has the same common equity ratio as FEI
of 38.5 percentas well asan allowed 7.5 percent deemed preferred equity at a return of 5.95 percent. In Mr.
Coyne’sopinion, thisis equivalenttoroughly 43.5 percent equity at Gaz Métro’s current authorized return of
8.90 percent™*’ which puts Gaz Métro’s allowed equity component above that being requested by FEl in this
proceeding. Mr. Coyne considers this appropriate given Gaz Métro’s relative risk to FEI.

138 Exhibit B-1, Appendix B, p. 101.

Exhibit B-1, Appendix B, p. 102.

Exhibit C7-7-2,p.78.

Exhibit B-16, Prepared Rebuttal Testimony of Mr. Coyne, p. 39, Mr. Coyne’s calculation supporting the equivalent equity ratio of 43.5%
is calculated as follows: ((5.95% x 7.5%)+(38.5% x 8.90%))/8.9%.

137
138
139



42

With respectto its main Canadian comparators, FEl submits:

e Thereasonablenessofits proposed common equity ratio of 40 percentis supported by ratios of other
major Canadian natural gas distribution utilities inthata 40 percent common equity ratio places FEl
between the higherrisk Gaz Métro (equivalent of 43.5 percent at its allowed return on common equity)
and lowerrisk utilities EGDI (36 percent), Union Gas (36 percent) and ATCO Gas (38 percent).'*

e No otherCanadian natural gas distributor has an allowed common equity ratio as low as Dr. Booth’s
recommendation of 35 percent.

e ATCO Gas islessrisky than FEl and has a common equity ratio of 38 percent.'**

Intervener submissions

AMPC/BCOAPO submitthat Mr. Coyne recommends a common equity ratio for FEl that is in excess of the ratio
of any of the comparable Canadian utilities.**> AMPC/BCOAPO support Dr. Booth’s recommendation of the same
capital structure (i.e. 35 percent) forall of the comparative Canadian utilities, with the exception of Gaz Métro.
AMPC/BCOAPO submititis misleading for FEI to referto the equity component of Gas Métro as 46 percent
including preferred shares because preferred shares are very different from the perspective of the ratepayer
and the shareholderand should not be equated. AMPC/BCOAPO further submit “if itis necessary that FEl have
more ‘equity’ to meet credit metricrequirements AMPC/BCOAPO supports the Board requiring FEl toissue
preferred sharesrather providingcommon shareholders with excessive returns oran overly thick common

7143

equityratio.””" The issue of preferred sharesisaddressed in Section 4.3.3.1.

CEC prefers Dr. Booth's view of comparative Canadian companies and submits that FEI’s view of its risks relative
to the risks of comparable Canadian utilities overstates the appropriateness of a40 percentcommon equity
component.**

FEl reply submission

FEI submitsits proposed 40 percent common equity componentis well below Gaz Métro’s 43.5 percent after
accounting for Gaz Métro’s deemed preferred shares (not the 46 percentreferred to by AMPC/BCOAPQ) and is

above the major natural gas distribution utilities that the experts agree are less risky than FEI.**°

Panel discussion

The Panel notes Mr. Coyne’s opinion thatthe Canadian regulatory practice differs fromthe US practice where it
ismore common fora US regulatorto look at the proxy group of similarly situated companies and then make a
determination asto whetheror not that company’s capital structure is reasonably within the range, givenits
overall risks, its capital expenditure programs, etc. He also states in Canada, itis more common for a regulatorto
deem a capital structure based onrisk analysis and credit metrics.**°
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FEI Final Submission, p. 4.

FEI Final Submission, p. 60.

AMPC/BCOAPO Final Submission, p. 10.
AMPC/BCOAPO Final Submission, pp. 63—64.
CEC Final Submission, p. 48.

FEI Reply Submission, p. 43.

8 Oral Hearing Transcript Volume 3, p. 372.
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In the Panel’s view, while there are differencesin the parties’ views of an appropriate common equity ratio for
FEl, thereis general agreement of the relativerisk ranking of FEI's comparator Canadian natural gas distribution
utilities. All parties agree that EGDI, Union Gas and ATCO are less risky than FEl and Gaz Métro more risky. The
Panel accepts thisrelative risk ranking asa check on our determinations.

4.3.3.1 Introducing preferred sharesto FEI’s capital structure

The issue of introducing preferred shares to FEI’s capital structure was raised by Dr. Booth. He states that “FEl
should not be allowed more than the Fair Return Standard due to bond market problems. If any such problems
exist,and | don’tthink they currently do, they can be addressed with ashort term solution, such asissuing term

preferred shares.”**’

Intervener submissions

AMPC/BCOAPO submit that as an alternative to increasing the common equity component, if FEl requires more
"8 They further
submitthatany concerns with Dr. Booth’s recommendation of 35 percent common equity ratio can be
addressed by deeming some preferred sharesin the capital structure.**

equity tomeetits credit metrics, the Commission canrequire FEl toissue preferred shares.

AMPC/BCOAPO referto FEI's final submissionin the 2012 GCOC proceedingin which FEl submits “the
introduction of preferred equityinto the capital structure has the same effect on the cost of equity asadding
debt.” AMPC/BCOAPO submitthe introduction of preferred sharesinto the capital structure will improve access
to the debt market because preferred shares dividends are paid out of after-taxincome, must be declared by

the Board of Directors and do not constitute interestin the interest coverage test for new debtissuances.'*®

FEl reply submission

FEI submits the intervener evidence presented in this proceedingis not sufficient forthe Commissionto be able
to ‘properly assess the ramifications of mandating the introduction of preferred sharesinto FEI’s capital
structure. FEl states that the interveners put forward the same proposal in the 2009 proceeding, and this
proposal was not accepted as the Commission determined that FEI’s capital structure should remaininthe form
of debtand common equity. !

Commission determination

The Panel agrees with FEl and the Panel finds the issue of introduction of preferred shared into FEI’s capital
structure has not been explored sufficiently in this proceeding forthe Commission to make a determination
on this issue.

7 Exhibit C7-7-2, p. 86.

AMPC/BCOAPO Final Submission, pp. 63—64.
APMC/BCOAPO Final Submission, pp. 66—67.
APMC/BCOAPO Final Submission, p. 67.

FEI Reply Submission, p. 45.
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4.4 Appropriate capital structure
Commission determination

The Panel has determined a common equity component of 38.5 percentis appropriate for FEl, effective
January 1, 2016. Thisrepresents nochange fromthe 2013 GCOC Decision where the Commission determined
the same equity component.

The Panel notes that the 2013 GCOC Decision put considerable emphasis and weight on changesinlong-term
risk associated with provincial government climate and energy policies as well as the competitive position of
natural gas relative to electricity in reachingits common equity ratio determination. In this proceeding, the
provincial government climateand energy policies were covered as part of what was termed political risk and
the competitive position of natural gas as compared to electricity was addressed under energy price risk.

The parties generally agree there is little change with respect to the level of riskinanumberof identified risk
areas as compared tothe 2013 GCOC Decision. The parties alsoappearto be ingeneral agreement thatthere is
little change in operatingrisk, market shift risk and the risk associated with economic conditions since the last
decision. Inaddition, none of the parties take issue with the position taken by FEl that the amalgamation of FEW
and FEVIwith FEI has notresulted in any material risk change for the amalgamated Company and the combined
entity’s business profile remains much the same.

However, there were anumberof importantareas where the parties were in disagreement which were more
closely examined by the Panel. Probably most contentious among these was with political risk where the Panel
determinedthere wasaslightincrease inrisk primarily due to developments at municipal and provincial
governmentlevels. Underthe same political risk category, the Panel was not persuaded the evidence onrecent
jurisprudence concerning First Nations would have a material effect on FEI's ability toearn a return of on and of
its capital. Offsetting the increasein political risk to some degree was the Panel’s determination that energy
price risk has decreased somewhat. As noted in Section 4.2, the Panel finds there was little change inregulatory
riskand only a slightincrease in energy supply risk. Taking these factors togetherand weighingthem
accordingly, the Panel considers there to be insufficient justification forawarding eithera higheror lower equity
ratio at thistime.

The Panel also examined potential for FEI's credit ratings to affectits access to capital and found thereisno
compellingevidence to supportthe need toincrease the common equitycomponent to maintainits current
creditrating. A similar conclusion was reached with regard to FEI's trustindenture issuance test where it was
foundthat giventhe current equity ratio and ROE, there is little evidence FEI’s ability toissue debt will be
constrained.

As a check, the Panel notes FEI's deemed capital structure of 38.5 percent equity falls within the range amongits
Canadian comparators. This, while not determinative, does provide a level of comfort with respect to the Panel’s
decisiontoleave FEI's common equity component unchanged.
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5.0 RETURN ON EQUITY
5.1 Overview of issues

In setting afair ROE, the Panel must make a determination of areturn representing the rate of return that
equityinvestors could expectto earn elsewhere inthe market without bearing more risk. Since investors’
expectations are not directly observable inthe market, itis necessary to make an estimate of the opportunity
cost of an alternativeinvestment of equivalent risk. The Panel notes the following guidance provided by the
Brattle Group Report (Exhibit A2-3):

e Thereisnosingle, widely accepted, bestfinancial model used to estimate the cost of capital;
e Modelsareimperfecttools butcan be useful simplifications of reality;
e Cost of capital estimation continuesto be as much art as it is science; and

e To make an appropriate estimate one should consider the “totality of information from alternative
methodologies.”**

In this proceeding, Dr. Booth and Mr. Coyne have presented estimates of investors’ expectations based on data
that theyinterpretthrough the use of variations on the capital asset pricing model (CAPM) and the discounted

cash flow model (DCF model). The use of these two modelsis consistent with the 2013 GCOC Decision, where
the Commission found that:

The two most compelling frameworks for assessing the cost of equity are the DCF model and the
CAPM. These models have well understood theoretical bases and explicitly recognize the
opportunity cost of capital. Accordingly, thesetwo models are given equal weightin
determining the allowed ROE.**?

The experts’ approach tothe use of these models to estimate aninvestor’s opportunity cost differs significantly
ina numberof areas and resultin recommendations of afair ROE ranging from Dr. Booth’s 7.5 percentto Mr.
Coyne’s 9.5 percent.

With a focus on the differencesinapproach by the experts, the key questions the Panel addressesin makingits
determination of an appropriate ROEare as follows:

i) Shouldthe decision be informed by use of multiple financial models and otherindicators of investor
expectations?

ii) Inthe development of the models, isthe selection of the proxy group and the weight placed on US data
appropriate?

iii) Withrespectto boththe CAPMand DCF estimates, are the model inputs used by the experts reasonable
and how much weightshould be given to each of these models and the resulting es timates?

iv) Inapplyingthe Panel’sjudgmenttothe totality of information, whatis afair return on equity for FEI?

12 Exhibit A2-3, The Brattle Group, Survey of Cost of Capital Practices in Canada, Prepared forthe British Columbia Utilities Commission

(Brattle Group Report), May 31,2012, pp. 3-4.
1332013 GCOC Decision, p. 56.
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5.2 Key differencesinviews related to ROE

5.2.1 Use of multiple financial models

Mr. Coyne states that use of the CAPM and DCF models, each withits own set of inherent limitations, provide
different perspectives as well as depth to the analysis that he lpsinform the estimate of ROE. He cautions that
neither model should be relied uponindividuallywithout corroboration from otherapproaches. In his opinion, it
isnecessary to use bestjudgmentto assessthe reasonableness of the resultand to determine the appropriate
weighting to apply to the results under current market conditions.”*

In arriving at his ROE recommendation, Mr. Coyne considered the results of several testsincluding his constant
growth and multi-stage DCF models, his risk premium analysis and the “alternative” CAPManalysis. > Mr.
Coyne’soverall recommendationis supported by placing equalweight on his multi-stage DCF and CAPM models,
the same weighting the Commission applied inits 2013 GCOC Decision."*® Mr. Coyne states that his approach

differs from Dr. Booth who places “predominant weight” on the CAPM model."’

Dr. Booth disagrees that he primarily relies on CAPMestimates. **® In arriving at his ROE recommendation, Dr.
Booth’s considers and applies hisjudgment to avariety of differentindicators of the fairROEincluding:

e capital market conditions;"*’
e hissimple CAPM;™°
e equityrisk premium estimate or conditional CAPM (CCAPM);**" and

e DCF estimatesto support his adjustments to the CAPM estimates."*

He places weight on survey results from the Fernandez survey,'®* and considers otherindependent estimates,
including TD Economics,*** Aon Hewitt and Mercer.'®®

Final submissions

FEl underlines the importance of employing multiple tests and cites Mr. Coyne’s evidence that the CAPMand

DCF bring a different perspective sincethey are based on different premises. FEl submits only by using multiple

tests can the Commission be assured of areasonable estimate of ROE. **°
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Exhibit B-1, Appendix B, pp. 34-37.
Exhibit B-1, Appendix B, pp. 104—-106.
Oral Hearing Transcript Volume 1, p. 20; Exhibit B-1, Appendix B, pp. 104—-106.
Oral Hearing Transcript Volume 1, p. 22.
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81 Exhibit C7-7-2, p. 50.
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AMPC/BCOAPO support Dr. Booth’s recommendation for usingthe CAPMand DCF as a “check on one another
and applying judgement as necessitated by external conditions.”*®’

CEC submits that the evidence resulting from the application of all models presented in the proceeding should
be considered butthe Commission should applyits own judgment to determine the appropriate ROEinthe
current circumstances.'®®

Panel discussion

The Panel notesthat while there are some differing perspectives amongthe experts and parties, theirviews are
generally consistent with the Brattle Group Report’s finding that decisions should be informed by use of multiple
financial models and otherindicators of investor expectations where appropriate. The Panel agreesit should
considerthe “totality of information resulting from applying multiple tests.” The Panel also agrees it should
considerall of the information from the application of the models presented, as well as otherindicators of the
fair ROE and should applyitsown judgmentto determinethe appropriate ROE.

5.2.2 Selection of USand Canada proxy groups and US data comparability

As notedin Section 2.0, the “comparable investmentrequirement” of the Fair Return Standard requires the
return available from the application of the utility’s invested capital to be comparable to the return of other
enterprises of likerisk. To assess whether the proposed return meets this requirement, Mr. Coyne and Dr.
Booth, on behalf of FEl and the Utility Customers respectively, selected a group of proxy companiesin other
Canadianand US jurisdictions as comparators for FEI.

The primary use of the proxy companies was in the determination of estimation of betain the CAPManalysis
(see Section 5.2.3.4) and estimating ROE’s in the constant growth and multi-stage DCF models (see Section
5.2.4.1).

All parties acknowledge that there are no publically-traded, pure play gas distribution companiesin Canada.
Hence both Dr. Booth and Mr. Coyne assessed asample of US companiesthatare primarily engaged in natural
gas distribution in orderto assess the market expectations specificto a natural gas distribution utility. **°

Both consultants also chose agroup of Canadian proxy companies. However, because of the lack of pure play
gas distribution companies in Canada, the proxy companies are mainly holding companies with avariety of

businessintereststhat differfrom FEI's business profile.

The uses and limitations of the proxy companies are set outin the followings sections.

17 AMPC/BCOAPO Final Submission, p.38.

CEC Final Submission, p. 13.
Oral Hearing Transcript Volume 3, pp. 581-595; FEI Final Submission, p. 77.
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5.2.2.1 Selectionand use of US proxy companies

FEl asserts that US utilities can be appropriate comparables and that US data requires no adjustment.”*’® Mr.
Coyne stated US companies are appropriate comparables foruse in the various models to estimate afair ROE for
FEl because:

e US and Canadian utilities operate in similar macro-economic environments;
e US and Canadian utilities are governed by comparable regulatory models;
e US and Canadian capital markets are closely linked and move in parallel;

e Thereisa greatdeal of cross-border utility investment; and

e Canadianand US utilities compete for capital inaNorth American market. '’

Dr. Booth chose his US proxy companies by selecting US companiesthathad beenusedin previous proceedings
by otherexpertwitnessesforthis purpose. Dr. Booth eliminated companies that were nolongerappropriate
because of mergeractivity and added three companies based on hisreview of their descriptions in Google’s gas
index.””? Mr. Coyne used a sample of seven US companies while Dr. Booth had eight companiesin his proxy
group. Six of the companies were common to both samples.

Mr. Coyne asserts that Canadian and US utilities are governed by comparable regulatory models. As evidence of
this, he citesa 2013 Moody’s report concluding that utility regulationin Canadaand the United States s
comparable. He also quotes an OEB decision finding that US utility comparators could be used, requiring “only
an analyticframeworkin which to apply judgment and a system of weighting.”*”> Mr. Coyne acknowledged that
ina 2013 decision, the Newfoundland and Labrador Public Utilities Board made adownward adjustment of 0.5
to 1.0 percentto US DCF results but claimed that this did not reflect “the broader Canadian landscape on this

174
matter.”

In his evidence, Mr. Coyne provides detailed information on the proxy companies he usedin his ROE models.
Table 5.1 summarizes some of the evidence with respectto regulatory practices oractionsimpacting the US
proxy companies that differ from the regulatory practices facing FEl. While the listis notintended to be
exhaustive, it demonstrates some of the elements the Panel must consider when evaluating such comparisons.

Y0 EE| Final Submission, p. 77.

Exhibit B-1, Appendix B, Evidence of Mr. Coyne, p. 87.
Oral HearingTranscript Volume 3, pp. 586-587.

73 Exhibit B-8, AMPCIR 4.2.

% Exhibit B-8, AMPCIR 4.5.
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Table 5.1: Differences in Regulatory Practices of Mr. Coyne’s US Proxy Companies Compared to FEI

US Proxy Company

Differencesin Regulatory Practice Compared to FEI

Atmos Energy Corporation*

(Comments are related to Texas where 70% of Atmos’ regulatory
assets are located)

e Some capital additions may be broughtinto rates
without prior regulatory approval*”®

e Electedregulatorswhoreceive political donations from
Atmos'’®

e Testyear determined onahistorical basis'”’

South Jersey Resources Corp.*

e Partiallyforecasttestyear'’®

Northwest Natural Gas*

Oregon
e Partiallytofullyforecasttestyear
e Nointerimrates

Washington

Historical test period

Interim rates allowed under emergency circumstances'”

Piedmont Natural Gas*

e Historical test periodin North and South Carolina

e Formularate plan (annual rate mechanism)in Tennessee
and North Carolina*®°

New Jersey Industries, Inc.

e Partiallyforecasttestyear
e Interimratesallowed onanemergency basis

e Company retains 100% of the first $7.8 million of
margins associated with off-system sales, interruptible
sales, andinterruptible transportation activities. Margins
beyondthisare allocated 85% to ratepayersand 15% to
the company™®!

Southwest Gas Corporation*

e Historical testyear

e |nterimratesnotallowedinNevada, allowed onan
emergency basisin California®’
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Oral Hearing Transcript Volume 2, pp. 408-410.

Oral Hearing Transcript Volume 2, pp.413-414.
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e Historical testyearwith some itemsforecastin
Washington, DC

WGL Holdings Inc.* e Historical testyearinVirginiaand Maryland

e InterimratesarerarelyrequestedinMaryland and
generally notrequested in Washington, DC*®*

"Also used as a proxy company by Dr. Booth

Mr. Coyne was specifically asked about one of the proxy companies used in his ROE analysis, Atmos Energy
Corporation (Atmos), and its treatment by the Texas regulator with respect to allowing capital expenditures that
are broughtinto rates without the regulators’ approval. He was also asked to comment on how this treatment
comparesto the handling of FEl capital expenditures. Mr. Coyne replied that “... justand reasonable rate
standards are goingto apply at the end of the day and they’ll be held to that standard.”

When cross-examined about whetherthere was a difference in political or regulatory risk injurisdictions where
the regulators are elected and utilities may contribute significant funds to regulators running for election, such
as in Texas, or where they are appointed, asin BC, Mr. Coyne stated that in hisview, the experience and
background of the regulators was more relevant than whether they were elected or appointed.*®* He also noted
that Atmos operatesin eight states.'®

FEl argues that Mr. Coyne’s analysis of regulatory risk facing his US proxy companies demonstrates:

..the U.S. regulatory environmentis generally characterized by widespread use of regulatory
mechanismsthat are viewed as credit supportive, including accounts that provide forrecovery
of gas costs for gas utilities and fuel and purchase costs for electric utilities, revenue decoupling,
weathernormalization accounts, trackers for new infrastructure investment (gas utilities),
mechanisms forthe recovery of bad debt expenses, and the ability toinclude CWIP inrate
base.'*®

FEI furtherargues that the majority of the companiesin Mr. Coyne’s proxy sample operatein more than one
regulatory jurisdiction, which diversifies their regulatory risk.™’

In Dr. Booth’sview, there are anumberof issues to be considered when using US proxy companies as
comparators. These include:

e Growth rate instability related earnings overthe pastfive years. Dr. Booth notes growth rates have
varied from negative 17.09 percent for one of the proxy companiesto positive 29.23 percentfor
another.'®®

e Optimism bias of analysts in estimating earnings growth.'® Dr. Booth states that since analyst earnings
forecasts are used to predict growth rates, the use of the DCF model is suspecteven for “low risk”
utilities.*®

8 Exhibit B-1, Appendix B, Evidence of Mr. James Coyne, Appendix A, pp. A-86—A-87.

Oral HearingTranscript Volume 2, p. 413.
Oral Hearing Transcript Volume 2, p. 415.
FEI Final Submission, p. 78.

FEI Final Submission, p. 78.

188 Exhibit C7-7-2, Appendix D, p. 14.
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e Lowerlevels of capitalization of US proxy companies. In Dr. Booth’s view, this results in some parties
arguingthat thisindicates a higherlevel of risk for these companies. **
Dr. Booth testified he believes the risk of US utilitiesis clearly higherthan Canadian utilities and “the underlying
basicestimatesindicates that US utilities are riskier than Canadian utilities.”**> CEC agrees with this assessment
and arguesthat the evidence from US companies should be given less weight or should be adjusted based on

the inherent differences between Canadian and US utilities.*
5.2.2.2 Canadian proxy companies

Because otherregulated gas utilities in Canada are not stand-alone companies, in calculating CAPMand DCF
rates of return, Mr. Coyne uses the following Canadian proxy group most of which are holding companies:

e Canadian Utilities Ltd. (an Albertabased company thatisin the gas distribution businessin Albertaand
Australiaandalsointhe electricdistribution and transmission business as well asin modular
construction e.g. work camps etc.);

e Emeralnc. (a NovaScotia electriccompany engagedinatakeoverbid of TECOin the US. Also provides
electricservice in Maine and the Caribbean);

e Enbridge Inc. (althoughithasa large gas distribution company in Ontario, also has a significant oil and
gas transmission pipeline business);

e FortisInc. (parent of FEI, a holding company with 93 percent of its assetsin regulated businesses —gas
and electricin Canada, the US and the Caribbean); and

e Valenerlinc. (hasa 29 percentinterestin Gaz Métro as well as significant wind farm interests —
partnered with Gaz Métro)."*

Mr. Coyne states that “only three of the five companiesin the Canadian proxy group derived more than 70
percentof theiroperatingincome fromregulated activities; and only one company, Valener would also satisfy
the regulated gas utility screen. Thisisaclearindication that a Canadian utility group cannot be created to
reliably resemble the risks and business profile of FEL.”**> Mr. Coyne further states he includes his Canadian
proxy group “to provide a benchmark forthe risks and resulting cost of capital for Canadian utilitiesin

196
general.”

Dr. Booth, in assessing other Canadian utilities, looked at the same companies used by Mr. Coyne; Enbridge Inc.,
Canadian Utilities, Emera, Fortis Inc., Valener, and in addition, Veresen Inc. (a company with pipeline, midstream
and electricpower businesses)and TransCanada Corporation (acompany with natural gas and oil transmission
pipelines and electric powergeneration).'®” Mr. Coyne excluded the use of TransCanada Corporation on the

8 Exhibit C7-7-2, Appendix D, pp. 14-16.

Exhibit C7-7-2, Appendix D, p. 14.

Exhibit C7-7-2, AppendixC, p. 9.

Oral HearingTranscript Volume 3, pp. 662—663.

CEC Final Submission, pp. 15-16.

ExhibitB-1, Appendix B, Evidence of Mr. Coyne, Appendix A, pp. A-16 to A-51.
1% Exhibit B-1, Appendix B, p. 33.

% Exhibit B-1, AppendixB, p. 29.

197 Exhibit C7-7-2, Evidence of Dr. Booth, AppendixC, p. 8.
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basis that it “is subjecttoa completely different set of competitiverisks than the average natural gas
distribution utility.”**®

Commission determination

The Panel finds the use of US proxy companies as comparators to assist inthe determination of what is the
appropriate rate of return for FEl in terms of meeting the Fair Return Standard is relevant.

However, the Panel notes Mr. Coyne’s statement that:

Notwithstandingthe care taken to ensure comparability, market expectations with respect to
future risks and growth opportunities vary from company to company. Therefore, even withina
group of similarly situated companies, itiscommon for analytical resul ts to reflect aseemingly
wide range. Atissue, then, ishow to selectan ROE estimate in the context of that range. That
determination must be based on an assessment of the company specificrisks relative to the
proxy group and the informed judgment and experience of the analyst.***

The Panel finds that the screening criteriaused by Mr. Coyne to choose his US proxy companies are
reasonable for consideration in assessing growth rate in the DCF model and capital structure. The companies
chosen are found by the Panel to have business characteristics somewhat but not directly comparable to FEI.
The Panel alsofound the detailed information provided by Mr. Coyne on each proxy company to be useful inits
determinations. The Panel also finds that the eight US proxy companies chosen by Dr. Booth, although not
chosen with the same rigour as employed by Mr. Coyne, includes six of the companies used by Mr. Coyne, and
is also a reasonable sample.

However, the Panel does notagree with Mr. Coyne that the regulatory environment affecting FEl isdirectly
comparable tothe regulatory environments faced by the US proxy companies. The Panel is not persuaded that
Moody’s statement that utility regulationin Canada and the United States is comparable means thatthere are
no differencesinthe respectiveregulatory environments that affect levels of risk and the comparability of the
allowed ROE for US and Canadian utilities. We note thatin addition to some of the differences setoutin Table
5.1 above, thereisalsoa question astowhetherthere are significant differencesin the use of deferral accounts
and differencesin approved forecasting methodologies between FEl and the US proxy companies. Mr. Coyne
provided evidence with information on whatis described as “significant” deferral accounts used by his proxy
companies.’’’ The Panel finds that the evidence is not persuasive in demonstrating that the US proxy
companies have access to the same suite of deferral accounts that existsin FEI's rate structure.

The Panel considers the use of US proxiesto be a framework against which afair return ROE may be assessed,
butitis nota clear mathematical determinantthat can be simply pluggedintoan ROE calculation. The
regulatory environments of US proxy companies operate are varied and differinanumber of respects from the
regulatory environment faced by FEl in British Columbia. The US proxy data, while useful, isanimperfect
reflection of the circumstances facing FEl and requires considerable judgment as to the weight to be placed on
this data. The Panelis not persuadedthe evidenceinthis proceeding is sufficientto warranta change in the

% Exhibit B-1, AppendixB, p. 31.

Exhibit B-1, Appendix B, p. 29.
Exhibit B-1, Appendix B, Appendix A, pp. A-57 to A-87.

199
200



53

Commission’s 2013 GCOC Decision conclusion that differences existin the regulatory environmentsinthe US
relative to British Columbia.

The lack of stand-alone publically traded natural gas distribution companiesin Canadaresultsinthe reliance on
data from holding companies whoseinterestsincludesignificant assets outside of the natural gas distrib ution
business. The difference in corporate make-up of these proxy companies compared to FEl requires applying
considerable judgment to any calculations flowing from this data. The Panel finds the differencesinthe
business circumstances of the Canadian proxy companies to FEl are significant. In the Panel’sview, thisis
evident from the proportion of the proxy companies activities in non-regulated activities orin regulated
activities notrelated to natural gas distribution.

In addition, itisthe Panel’sviewthat the evidence with respect to ROE and the equity component of utilitiesin
otherjurisdictions and the calculations derived from proxy companies can help inform ourdecision, but are
insufficient, inand of themselves, to define it. Asisreflected in the sectionsin this decision dealing with FEI's
riskand the assessment of the models used to calculate afair ROE, the Panel has needed to weigh the
implications of the deficiencies of the Canadian proxy companies in terms of differencesin business functions
compared to FEIl and the deficiencies of the US proxy companiesinterms of theirdifferent regulatory
environments.

The Panelisnot persuaded Dr. Booth’s observation that lower levels of capitalization of US proxy companies
relative to FEI may be indicative of higherrisk faced by these companies is correct, and the Panel givesllittle
weighttothis evidence. The instabilityin earnings growth forthe US proxy companiesisviewed by the Panel as
indicative of the abnormal economic circumstances that have existed overthe pastfew years and supports
placingless reliance onthe models and thus more reliance on judgment.

The Panel notes that proxy companies are used in boththe CAPMmodel (to estimate betas) and inthe DCF
calculation process. Inboth cases, as set out elsewhere in the decision, estimates are prepared based on the
Canadiansample and on the US sample and fromthis, a figure applicable to FEl isderived. Anumber of
uncertainties are identified in the modelling processes and inputs. The limitations set outin this section, namely
that the Canadian proxy groupis flawed due toits lack of comparability in business functions to FEl and the use
of the US proxy group is hampered by the differencesinthe regulatory treatment of the US companies.
Collectively, theseadd tothe list of uncertainties thatthe Panel must take into accountin determining the ROE
and equity ratio for FEI that meets the Fair Return Standard.

5.2.3 CAPM/risk premium model

5.2.3.1 Overview of the CAPM estimates and model

Mr. Coyne describesthe CAPMas a forward looking estimate of asecurity’s required return based on the
relationship between its required return and its systematic or non-diversifiablerisk.”°* Mr. Coyne states, to
calculate the required ROEfora given security itis necessary to estimate the:

i) Riskfreerate of return;

2% Exhibit B-1, Appendix B, pp. 39-40.
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ii) Returnforthe marketas a whole or the market risk premium (MRP); and

iii) Beta of an individualsecurity orthe measure of covariance between the return on aspecificsecurity and
the market.*®?

Similarly, Dr. Booth describes the risk premium modelas the investor’s required or fair rate of return
represented by the risk free rate plus arisk premium. He states that the CAPM is a special form of risk premium
model that relates the individual risk of a security to the overall marketrisk and specifies that the risk premium

consists of the MRP multiplied by the security’s relativerisk or beta coefficient (beta).*®*

Issues with the CAPM model

With respect to use of the CAPM, the Brattle Group Report statesthe CAPM:

...has a transparentand well-explored economictheory underlyingit. Its results can be
replicated easily, sincethe datarequired are widely available from many public sources.
Implementingthe CAPM, however, requires anumber of subjective decisions —decisions which
can be hotly contested and can lead to significantly different results.”®*

Mr. Coyne outlinesanumber of issues withthe CAPMincluding:

i) Theapproach issensitive:the method of calculating the risk premium, the selection of asecurity forthe
risk free rate, the use of forward-looking or historical dataand the determination of whether
adjustments to Betaare appropriate;

ii) The model assumesthat: (1) all investors will behave in an efficient mannerand manage their portfolios
to diversify risk and will make investment decisions considering the impact of a security on the portfolio;
and (2) the marketiswell functioning; and

iii) The problemsofthe CAPM are exacerbatedinthe current market environmentwhere risk freerates
remain nearall-time lows**® and consistent with the views of Dr. Booth, result in the need to modify the
traditional CAPMassumptions to achieve a reasonable ROE recommendation.”®

Dr. Booth statesthatthe CAPMis the most common way of estimating the fair rate of returnand itis sowidely

used because itis “intuitively correct” in that it captures the time and risk value of money.**’

Dr. Booth explains
that undernormal or average markets, the traditional CAPMreflects the correct opportunity costforan equity
investoras beingthe bond market plusa risk premium. This view of opportunity cost assumes that conditionsin
the bond markets affecting the long Canadabondyield are also driving conditions in the equity market.
However, in Dr. Booth’s view, at the current pointin time, conditions in the Canadian bond market are largely
being driven by external factors and do not reflect normal or average market conditions.**® Accordingly, Dr.
Booth considers it necessary to make adjustmentsto the CAPMto reflect the current capital market conditions

and to adjust forabnormally low Canada bond yields resulting from global bond buying programs. >’

292 Exhibit B-1, Appendix B, p. 40.

Exhibit C7-7-2, p. 36.

ExhibitA2-3,p. 4.

Exhibit B-1, Appendix B, pp. 35-36.

Oral HearingTranscript Volume 1, p. 21.
Exhibit C7-7-2, p. 36.

Exhibit C7-7-2, pp. 41-42.

Exhibit C7-7-2,p.42.
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Comparison of CAPM estimates

Table 5.2 compares the expert witnesses’ use of the CAPMvariants and their estimates.

Table 5.2: Comparison of CAPM Estimates

. Market risk . Flotation | CAPMROE
Risk-free . CAPM Adjustment .
Expert premium Beta allowance estimate
rate (%) results (%) (%)
(%) (%) (%)
Mr. Coyne | 3.68°"! 7.6’ 0.65°" 8.58 -- 0.50 9.08
— Canadian
proxy
group®*®
Mr. Coyne | 3.68°" 7.6°" 0.78°*° 9.58 -- 0.50 10.08
— US proxy
group
Mr. Coyne - | -- -- -- -- - -- 9.58"
average
Dr.Booth | 2.75°"° 5.0-6.0°" | 0.45- Simple CCAPM included 7.25 -
0.55°%° 5.50- (1) 8.30*”
6.55°%" +0.457%
Risk
Premium
Estimate®*
(2)Operatio
n Twist
+1.30°*

219 Exhibit B-1, Appendix B, Exhibit JMC-5.

2 Exhibit B-1, Appendix B, Table 5, p. 41. 3.68 = [(2.1+3.2+3.6)/3]+0.71.

22 Exhibit B-1, Appendix B, Table 7, p. 49. The Canadian MRPisarangeof 5.6t0 9.8and the USMRPisarangeof7.0to 8.1basedon
historical and forward-looking estimates and 7.6 is the average of the Canadianand US estimates.

B Exhibit B-1, Appendix B, Table 6, p. 44.

24 Exhibit B-1, Appendix B, Evidence of Mr. Coyne, pp. 40—-41.3.68 = [(2.1+3.2+3.6)/3]+0.71; although Mr. Coyne presented 4.29 percent
as the USrisk-free rate, his US proxy group CAPM cal culations in Exhibit JMC-5 Schedules 1 and 2 actually used the 3.68 percent Canadian
risk-free rate to arrive atan estimate of 10.08 percent.

213 Exhibit B-1, Appendix B, Table 7, p.49. The Canadian MRPisarange of 5.6to0 9.8 and the US MRPis a range of 7.0to 8.1 basedon
historical and forward looking estimates and 7.6 is the average ofthe Canadianand US estimates.

216 Exhibit B-1, Appendix B, Table 6, p. 44.

217 Exhibit B-1, Appendix B, Table 21, p. 104.

Exhibit C7-7-2, p. 23, the average of the March and December Consensus Economics forecasts whichis a proxyforthe average forthe
yearas awhole and consistent with the applicationto an average forward test yearrate base, is 2.75%.
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With a focus on the differencesinapproach by the experts, the key areas the Panel needs to explore in assessing
the results of the experts’ CAPMestimates are as follows:

i) Theadjustments needed totherisk free rate to compensate forthe abnormal conditionsin the bond
markets resulting from the impact of global bond buying programs.

ii) Theuse ofincome or total returnsinthe derivation of the historical MRP.

iii) The methodology to calculate and necessity of using aforward looking MRP to reflect the current
expectation of investors.

iv) Testingreasonableness of MRP estimates.

v) The appropriate adjustmentto beta.

5.2.3.2 Estimate of risk free rate and adjustmentforabnormal conditions

Both Mr. Coyne and Dr. Booth rely on Consensus Economics forecasts of the 30-year Government of Canada
bondyield astherisk free rate. However, the experts differin theirapproach to an adjustmentto the risk free
rate to compensate forthe abnormal conditions in the bond markets resulting from the impact of global bond
buying programs.

Mr. Coyne prepares his estimates of the risk free rate plus an adjustment forabnormal conditions using the 10-
yeargovernmentbond forecast plus the historical spread between 10-year and 30-year government bonds.**°

My Coyne’s calculations as follows:

Table 5.3: Mr. Coyne’s Calculation of Risk Free Rate Adjusted for Abnormal Conditions®*’

30-Year Risk Free Yield CDMNS Us 5

Aprl 2005 Consensus Forecast Average
2014-2018 Forecasts 10-Year bond yield 297% 3.60%

Average Daily Spread between 10-year
and 30-year government bonds [Auvgust
201:35) 071% 0.65%

Average 3.68% 4.29%

Mr. Coyne selected the 2016 to 2018 period to match the period he expects FEI’s rates are mostlikelytobein

effect’”® and explained his use of athree-yearforecastin the current abnormal market conditions:
What I’'m sayingis that we know conditions are abnormal now. Dr. Booth goes through an
exercise he calls ‘Operation Twist’, to try to account for abnormal bondyields in the government
bondyield market. And the approach that | take isto look to a consensus forecast, and to see

2% Exhibit C7-7-2, p. 39.

220 Exhibit C7-7-2, p. 41.

21 Exhibit C7-7-2, p. 41, 5.50= (5.0%.45) + 2.75=2.25+2.75=5.0 + 0.5 flotation = 5.50; and 6.55 = (6*.55) + 2.75 + 0.5 flotation = 6.55.
222 Exhibit C7-7-2, p. 44.

Exhibit C7-7-2, p. 50, the Risk Premium Estimate is the CCAPM adjusted foran estimate of Operation Twistandis a range of7.25% to
8.30%.

2% Exhibit C7-7-2, p. 50.

Exhibit C7-7-2, p. 50.

Exhibit B-1, Appendix B, pp. 40-41.

Exhibit B-1, Appendix B, p. 41.

228 Exhibit B-1, Appendix A, p. 40.
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what looks like areturn to somethingthat'sin equilibrium. Just as this commission did in 2012, it
made a determination thatthere should be afloor of the risk-free rate, onajudgment that
neededtobe somethingthatatleastlooked like an equilibriumrisk-freerate, inorderforit to
be sensible foracost of equity determination.

So that's the very same logichere. The difference isthat lam nottryingto estimate it myself. |
am lookingat this consensus forecastand | am looking at the shape of it. Because it flattens out
once you getto 2018. So ittellsme thatin that range it getsyouto somethingthatlookslike
equilibrium ormore normalized level of risk free bondyield. So, that's the logic. I'm not trying to
pinpoint one year, orthree years for that matter.?*’

Dr. Booth recommendsa2.75 percentrisk free rate based on an average of the 2016 three-month and one-year
Consensus Economics forecasts plus the current spread between the 30-yearand 10-year bond of 0.75 percent.
He concludesthatthe average of the three month and one yearrate isa “proxy forthe average forthe year as
whole and consistent with the application to an average forward test year rate base.”**° In addition, Dr. Booth
usesan “Operation Twist adjustment” to adjust forthe abnormally low Canadabond yields resulting from
rampant bond buying programs by central banks.”*'

In the 2012 GCOC proceeding, Dr. Booth placed the impact of Operation Twist onthe Canadian bond market at
approximately 80 bps from August 2011 through to May 2013.>*” Inthe 2013 GCOC Decision, the Commission
accepted Dr. Booth’s adjustment.?*?

Dr. Booth quantifies the Operation Twistimpact by determining the extent to which the differential between the
preferred share yield and the corporate Ayield has widened under recent market conditions.*** According to Dr.
Booth’s evidence, the preferred share yield spread increased from 0.80 percentin 2012 to the current 2015
average of 1.3 percent.”*® Dr. Booth testified that he:

...looked atthe volatility those preferreds and | used the average to try and adjustfor their
volatility, and luse 1.3. Rightnow | would lowerthatto about 60 to 70 basis points, because I've
now looked atthe composition of thatindex, anditreflects the behaviour of rate reset
preferred shares. | would not continue to make a 1.3 percent spread adjustment based upon
those preferreds, because those preferreds are behaving -- significantly behaving as a result of
rate reset preferreds.”**

Dr. Booth also testified he now hasless faithinthe magnitude of the Operation Twist adjustment but what
continuestodrive hisrecommended ROE, consistent with the last fouryears, is he would not change allowed
ROEs until the long Canada rate returns to something approaching normality, which in his view is 3.8 percent. >*’

2 Oral Hearing Transcript Volume 1, pp. 186-187.

Exhibit C7-7-2, p. 23.

Exhibit C7-7-2, p. 48.

Exhibit C7-7-2, p. 48.

2013 GCOC Decision, p. 60.

Exhibit C7-7-2, p. 49; Exhibit C7-9, BCUCIR 12.1.
Exhibit C7-7-2, pp.48-49.

Oral Hearing Transcript Volume 3, p. 538.

Oral Hearing Transcript Volume 3, p. 542.
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FEI submits thatitisappropriate for Mr. Coyne to use a three-yearforecast to estimate aforward looking bond
yieldthatincludes anticipated changes overthe nextfew yearstoreflectthe long-term perspective, particularly
given current market conditions. FEl also submits that Mr. Coyne’s forecast risk free rate plus an adjustment for
abnormal conditions of 3.68 percentisvery near to the RBC forecast of 3.65 percentforQ4 2017 which Dr.
Booth has included on page 23 of his testimony.***

FEI submits areasonable Operation Twist adjustmentis an essential precondition to the reliability of the risk
premium model output because Operation Twistis the only feature differentiating Dr. Booth’s risk premium
model fromthe simple CAPMthat he rejected.

Intervener submissions

AMPC/BCOAPO characterize Dr. Booth’s Operation Twist adjustment asan adjustmentto the risk free rate.
AMPC/BCOAPO calculate Dr. Booth’s risk free rate plus an adjustment forabnormal conditions to be 2.75
percentplus 1.3 percentfor the Operation Twist adjustment, resultingina “proxy risk-free rate of 4.0 %.”
AMPC/BCOAPO submit this risk free rate plus an adjustment forabnormal conditions is a proxy for the rate used
by investorsin trading off risk versus return, similarto AON Hewitt’s long run target bond yield of 4.21

percent.”*’

CEC recommends 2.75 percent as the risk free rate and submits:
e Itisnotreasonable to utilize athree-yearaverage fora1year rate;**°
e Forwardlooking expectations are already captured in the current forecast of long bond yield;**"
e [tisreasonable toexpectthe marketrisk premiumto decline if the bondyields are expected toincrease

inthe future given the inverserelationship between market equity returns and bond yields.**

CEC accepts Dr. Booth’s Operation Twist adjustment which indicates current forecastin long Canadayields are

“at least 1.3 % too low.”**?

FEl reply submission

With respectto Mr. Coyne’s use of the 2016 to 2018 Consensus Economics forecast, FEl submits:

e Mr. Coyne’sapproachtoaddressingthe need to compensate forthe impact of massive global bond
buying by central banks does not assume a three-yeartest period, rather Mr. Coyne uses the forecast
long Canada bondyield to establish anormalized, forward-looking bond yield that reflects changesin
the long Canada bond overthe nextfew years;

e Both experts normalize the risk free rate using a different methodology butend upina similarplacei.e.
Mr. Coyne’sforecast bondyield of 3.68 percent vs. Dr. Booth’s proxy risk free rate of 4.05 percent; and

28 CE| Final Submission, p. 92.

AMPC/BCOAPO Final Submission, pp. 45, 53.
CEC Final Submission, p. 23.
CEC Final Submission, p. 23.
CEC Final Submission, p. 24.
CEC Final Submission, p. 40.
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e Althoughitistruethat current bondyieldsincorporate forward expectations of interest rates, as
submitted by CEC, interest rates are constantly shifting due to changing economicconditions. Asa
result, the interest rate ata single pointin time may not be reflective of future market conditions. ***

FEI pointsto Dr. Booth’s oral testimony that the Operation Twist adjustment should be reduced to about 60 to
80 basis pointsis not consistent with his written evidence in which he describes his 130 basis point adjustment
as the “minimum” required adjustment to compensate forthe downward effect of government bond buying
programs. Further, his support forthe adjustmentis based on one sample, Canadian Utilities Limited.***

Commission determination

The Panel notes that with respect to determiningthe appropriate risk freerate and an adjustmentforabnormal
conditionstoinputintoa CAPMestimate, both Mr. Coyne and Dr. Booth:

i) RelyonConsensus Economics forecasts of the 30-year Government of Canada bondyield as the risk-free
rate;

ii) Areverycloseintheirestimates of 10-yearand 30-year yield spreads; and

iii) Agreeonthe needto add an additional adjustmenttothe CAPMto compensate forabnormal conditions
inthe bond markets resulting from the impact of global bond buying programs.

The Panel recognizes that a risk premium model or CAPMis based on the assumption that currentyields are
being determined by investors trading off riskand returnin a functioning market. The Panel also agrees capital
market conditions are similarto 2012 and accordingly, an adjustment forabnormal conditions continues to be
reasonable inthe current market conditions.

With respectto Mr. Coyne’s use of an average of 2016 to 2018 forecast rates to estimate arisk free rate, the
Panelis not persuaded that this simple averaging of the forecast rates forthis time periodresultsina
supportable “equilibrium or normalized” risk free rate. We accept the position putforward by CEC that current
predictions of bondyields already reflect expectations and therefore the current bond yields should be used.
While the Panel does not agree with Mr. Coyne’s approach to adjusting the risk free rate, we do acknowledge
that thisis his attemptto adjustfor abnormal conditions.

The Panel notes thatin the 2013 GCOC Decision, the Commission accepted Dr. Booth’s Operation Twist
adjustmentand Dr. Booth currently uses a consistent methodology in his prepared testimony with the exception
of averaging the 2015 spread to address the volatility in the 2015 spread. With respect to his oral testimony that
the Operation Twist adjustment should be reduced, the Panel agrees with FEl that reference toa sample onone
utility’s preferred shares (Canadian Utilities Inc.) as well as the lack of any other detailed analysis related to the
predominance of rate reset preferred sharesinthe index provides insufficient supportfora 60 to 70 basis point
reductionin Dr. Booth’s Operation Twist adjustment. The Panelalso notes that AMPC/BCOAPO and CEC both
accept Dr. Booth’s original 1.3 percentadjustment.

Althoughthe expert witnesses differintheirapproach, they both agree on the need foran adjustmentinthe
CAPM to compensate forabnormal conditionsin the bond markets resulting from the impact of global bond
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FEI Reply Submission, pp. 52-55.
FEI Reply Submission, pp. 17-18.



60

buying programs. While the expert witnesses differin theirapproach and giventhere is no precise answer, the
Panel takes comfortinthe fact they end up with similar estimates. Accordingly, the Panel, usingits best
judgment, finds a risk free rate plus an adjustmentfor abnormal conditions in the range of 3.8 to 4 percentis
reasonable for use in the CAPM.

5.2.3.3 Market risk premium (MRP)

Estimate of marketrisk premium

Mr. Coyne used a MRP of 7.6 percentin his CAPM, based on an ex-ante (forward-looking) and an ex-post
(historical average)derivation of the MRP and using an average of both the Canadian and US equity risk
premiumsto derive acombined North American equity risk premium as follows:

Table 5.4: Market Risk Premium Values?**®

Canadian MEP L.5. MEF
Historcal MEP 546% 70%
Forward-looking MREP 9.8% 81%
Average 7.6%

Mr. Coyne statesitis appropriate to combine and average US and Canadian equity risk premiums because the
equity marketsinthe US and Canadaare “more similarthan not, and there is no reason to expectadivergence
in market risk premiums going forward.”**’

Dr. Booth estimates the MRP of common equities overlong-term Canadabonds at 5.0 to 6.0 percent using
historical Canadian capital market history “going back to 1924 so [the estimate] encompasses periods very
similartotoday, such as the bleak 1930s of slow growth and falling prices, as well as booms and serious inflation
problems such as the 1970’s.” Dr. Booth also gives weight to US data.’*®

5.2.3.3.1  Use ofincome or total returnsin the derivation of the historical
MRP

Mr. Coyne determines his ex-post MRP based on the arithmeticaverage of historical risk premia: for Canada
using Morningstar Direct from 1919 through 2011 and Duff and Phelps thereafterand forthe US using Duff &
Phelpsfrom 1926 onwards.’*’ Mr. Coyne uses estimates of the total return on equitie s overthe income return
on bonds**° consistent with the Ibbotson® SBBI® Valuation Yearbook since in his view, this represents the truly

. 251
risk free rate.

Dr. Booth statesthat he suspects the difference between his and Mr. Coyne’s Canadian MRP estimates results
from Mr. Coyne’s use of bondyields ratherthan bond returns which Dr. Booth usesin his estimate. In Dr.

28 Exhibit B-1, Appendix B, p. 49.

Exhibit B-1, AppendixB., p. 49.

Exhibit C7-7-2, pp.39-40.

Exhibit B-1, Appendix B, pp. 45-46.

Oral Hearing Transcript Volume 1, p. 195.
Oral Hearing Transcript Volume 1, p. 198.
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Booth’sview, itis necessary to subtract bond returns from equity returns to estimate the market risk premium
and usingbondyields which are notreturns “ignores the fact that the equity market reflectsinterest rate

changes, whereas the bond return then does not.”*>* Dr. Booth also states:

It ismethodologicallyincorrect to use yieldsinrisk premium analyses, whichis presumably why
the CIA [Canadian Institute of Actuaries] does not provide that data. Until relatively recently Dr.
Booth had neverseenan analyst usingyieldsinarisk premium analysis. *>*

Dr. Booth takesthe positionitis notacceptable to base a risk premium on the subtraction of ayieldfroma
return, since the equity return will reflect changes ininterest rates but the bondyield will not. ***

Intervener submissions

AMPC/BCOAPO submit Mr. Coyne’s use of only the income return on bondsis wrong because it compares

distinctly differentreturn typesand overstates the result becausetotal returns on bonds have been lowerthan

income returns and the differences can add as much as 1.0 percentto the calculated MRP.**®

CEC’s argument is similarto AMPC/BCOAPO’s position. *°

FEl reply submission

With respectto use of the total return or the income return on Canada longbondyields, FEl submits Mr. Coyne
has used the appropriate approach as follows:

e Theincome returnsremove the components of the government bond total return thatare not risk free
and representatrulyrisk free rate;

e |bbotsonand Duff & Phelps provide risk premium calculations based on the income portion of the bond
yield. Mr. Coyne uses thisdatain his analysis; and

e Mr. Coynesitesthe 2013 Ibbotson® SBBI® Valuation Yearbook which concludes that the income retumiis
thususedin the estimation of the equity risk premium becauseit represents the truly riskless portion of
the return.””’

5.2.3.3.2  Use of a forward-looking MRP estimate

With respect to use of historical data, Mr. Coyne’sview isthe longerthe averaging period used, the less
responsive the dataisto current conditions andin the current market conditions, the historical average will
understate the current market risk premium.”*® Mr. Coyne states this is the reason he incorporated aforward-

lookinginto his MRP analysis.>*’

22 Exhibit C7-9, BCUCIR 11.1.

23 Exhibit C7-8, FEI IR11.3.

2% Exhibit C7-8, FEI IR 10.3.
AMPC/BCOAPO Final Submission, p. 8.
CEC Final Submission, p. 31.

FEI Reply Submission, pp. 56-57.
Exhibit B-1, Appendix B, p. 47.

29 Exhibit B-1, Appendix B, p. 47.
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In his ex-ante MRP, Mr. Coyne uses a constant growth DCF methodology to determine the implied expected
market return using the S&P/TSX Composite Index for Canada and for the S&P 500 index forthe US**° and he
subtracts his forecastrisk free rate from the derived expected market returnsto arrive at his forward -looking
equity risk premia results of 9.78 percent and 8.08 percent, respectively, for Canadaand the US*** In hisview,
these results “suggest that a pure historical estimate istoo low in today’s low interest rate environment.” ***

Mr. Coyne’s methodology resultsinthe use of an expected constant growth rate of 10.02 percentfor the
Canadian marketand 9.66 percentforthe US market.?®® In contrast, Dr. Booth’s estimates of the DCF for the

Canadian and US markets are setoutin Table 5.5.

In response toa requestinthe oral hearing, Mr. Coyne also prepared a calculation of his forward-looking MRP
using a multi-stage DCF resultingin an estimated MRP of 5.49 percent comparedto the 7.6 percent derived from
including his constant growth model in his primary analysis.*®* Mr. Coyne views this as an “anomalous result” in
that currentall-time low bond yields should resultin market risk premiumthatis higherthan the long-term
average, especially given the inverse relationship between interest rates and the market risk premium.

Dr. Booth questioned the credibility of Mr. Coyne’s constant growth MRP estimate because itis based onshort-
termanalyst expectations which “are known to be biased” and include average growth rate estimates that
exceed “any plausible long run growth rate forthe economy.” In Dr. Booth’s view, Mr. Coyne’s basicapproachis
incorrectas itisonly appropriate to use the constant growth model forthe overall economy or low risk stocks
such as utilities and not forall the firmsin the TSX Composite Index.>®®

FEI submits that Mr. Coyne has appropriately used forward-looking data based on the following reasons:

e Theuse of forward-looking datais necessary to mitigate the inability of long-term datato respond to
changesin market conditions;

e The use of only historical MRP data may not properly reflectthe current expectations of investors; and

e Mr. Coyne’s ex-ante MRP islowered by the use of his forecast of the 30-year bondyield (3.68 percent)
comparedto the resultif the 30-year bond yield at August 31, 2015 (2.23 percent) was used.”®®

Intervener submissions

AMPC/BCOAPO submit that Mr. Coyne’s ex-ante MRP estimates based on constant growth DCFs are not
credible. AMPC/BCOAPO prefer Mr. Coyne’s adjustment of his model to a multi-stage DCF model and submit the
MRP calculation of 5.39 percent for Canada and 3.96 percentforthe US are moreinline with historical
estimates and the independent survey results.*®’

280 Exhibit B-1, Appendix B, pp. 45-46.

FEI Final Submission, p. 93.

Exhibit B-1, Appendix B, p. 48.

263 Exhibit B-4, Appendix B, Exhibit JMC-4, Schedule 1and 2.
%% Oral Hearing Transcript Volume 3, pp. 486-488.

2% Exhibit C7-9, BCUCIR 11.1.

%6 FE| Final Submission, p. 93.

267 AMPC/BCOAPO Final Submission, pp. 52-53.
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CEC submits that the forward-looking evidence presented by Mr. Coyne should not be accepted by the

. . 268
Commission.

FEl reply submission

FEI submitsthat Mr. Coyne’s use of a forecast Canadabondyield reduced his ex-ante MRP estimate and
similarly he used aforecast rate in his regression analysis.**

5.2.3.3.3 Methodsto testthe reasonableness of MRP estimates

Mr. Coyne tested his MRP estimates by conducting a regression analysis on long Canada bond yields and annual
market risk premiums calculated by Morningstar Ibbotson through 2011 and Duff & Phelps after 2011, removing
the effects of the global financial crisisin 2008 on the basis that this was an anomalous event. Mr. Coyne notes
his “analysisyielded a statistically significant value at the 85 percent confidence level, andin my opinionis
informative of the relationship between bond yields and market risk premiums.”?’® Mr. Coyne uses the results of
hisregression formulato calculate a MRP of 10.09 percent usinghis estimated long Canadabondyield of 3.68.
Mr. Coyne concludesthat this supports his 7.6 percent MRP estimate as beingreasonableand reflectsthe

. . 271
currentlow interest rate environment.

In response to CECIR 2.46.1, Mr. Coyne re-ranthe regression equation used to test his MRP estimates without
isolating the effects of the 2008 global financial crisis resultingin areduction of MRP to 7.46 perce nt. Overall,
Mr. Coyne finds the results of the model requested by CEC “to be inferiortoits original analysis.” >’ Mr. Coyne
alsorefined his criteriaand removed otheranomalous outliers and this produced MRP result of 8.5 percent
accompanied by a higher level of statistical significance.””®

Dr. Booth uses survey results by Professor Fernandez as a confirmation that his MRP range isin line with the
views of other finance professionals and states the survey results support his estimates.”’*

FEI submits that Mr. Coyne’s regression analysis on his MRP estimate yielded a statistically significant valueand
provides evidencethatthe MRP and bondyields are inversely related. FEl also reiterates Mr. Coyne’s calculation,
noting that applying his MRP of 7.6 percentyields an ROE of 10.19 percent when a proxy group betaaverage of
0.65 was used and whenthe Canada longbondis 3.68 percent. The ROE estimate isreduced to 9.78 percent
when the Canadalongbond is equal to the August 31, 2015 value of 2.23 percent.””

Intervenersubmissions

AMPC/BCOAPO submitthat Dr. Booth’s estimate based on historical datais supported by the November 2015
survey by Professor Fernandez against which Dr. Booth checked his data. In AMPC/BCOAPQ’s viewthis survey
data represents alarge sample of analysts, companies and finance professors estimating the MRP in various

268 CEC Final Submission, p. 30.

FEI Reply Submission, p. 58.
Exhibit B-1, Appendix B, p. 49.
Exhibit B-1, Appendix B, p. 50.
ExhibitB-12, CECIR 46.1.
ExhibitB-12, CECIR 46.8.1.
Exhibit C7-7-2, pp.39-40.
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markets. AMPC/BCOAPO also submit that Dr. Booth’s results are comparable toindependent and credible
forecasts including TD Economics, AON Hewitt and Mercer®’® and the estimates used by Mr. Coyne calculating
his MRP exceed the expectations of each of the independent forecasters for the market as a whole .*”’

278

CEC endorses Dr. Booth’s conclusions on the MRP“"* and raises additional issues with Mr. Coyne’s evidence as

follows:

o The effectsglobal financial crisis of 2008 should not have beenisolatedin Mr. Coyne’s regression
analysis;

e The weakerF-statistics cited by Mr. Coyne in the regression analysis reflecting 2008 data are not
relevant;®’®

e Theresultsofthe revised regression analysis may simply be indicative of agenerally poor correlation
between the variables and as a resultless confidence should be applied to the relationship between
bondyields and the annual market risk premiums;**° and

e CEC submits 7.46 percent bestrepresents the long-term average '

FEl reply submission

FEI submits that each of the regression equations Mr. Coyne was asked to perform by CEC continuesto
corroborate, ratherthan undermine, his 7.6 percent MRP. FEl also submits Mr. Coyne arrived at his MRP
estimate firstand used regression to testits reasonableness and the regression result would have supported an
even higher MRP.*®?

In reply to Dr. Booth’s use of Professor Fernandez’s survey results as a confirmation that his MRP range isin line
with the views of otherfinance professionals, FEI submits AMPC/BCOAPO relied primarilyon a Fernandez Survey
to supporttheir MRP range and there are a number of shortcomings of the study, including the limited number

of estimates provided for Canada and the wide dispersion of those estimates. ***

Commission determination

With respectto the expert’s estimates of MRP, the Panel considered the following areas:
a) Use ofincome or total returns
b) Use of forward-looking MRP estimates

c¢) Methodsusedto test whether MRP estimates were reasonable

276 AMPC/BCOAPO Final Submission, pp. 50-51.
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a) Use of income or total returns

The Panel notes that both experts use similar historical periods and give weight to US data. The Panel observes
that Mr. Coyne’s average historical MRP is 6.3 percent, compared to Dr. Booth’s average of 5.5 percent. Dr.
Booth’s attributes this difference to Mr. Coyne’s use of income returns on bonds rather than total returns which
Dr. Booth usesin hisestimate. AMPC/BCOAPO also submitthe use of income returns can add as much as 1.0
percentto the calculated MRP. The Panel accepts that the difference between the historical averages of the two
expertsisattributed to this differencein methodology. While Dr. Booth considers this approach to be
methodologically incorrectand one that he has only observed recently, he does not provide any further
evidence tosupporthisview. Inthe Panel’sview, the differencesin the positions of the expert witnesses should
be examined furtherin the next cost of capital proceeding. While not endorsing this approach, the Panel accepts
that Mr. Coyne’s position is supported by third party evidence including:

e Thereferencetothe 2013 Ibbotson® SBBI® Val uation Yearbook indicating the income return on bonds
representsthe trulyrisk free rate; and

e Theuse oftheincome returns by Ibbotson and Duff & Phelpsintheirrisk premium calculations.

Giventhe use ofincome or total returns is the only clearly identified difference between the two historical MRP
estimates, the Panel accepts Mr. Coyne’s estimate of historical MRP of 6.3 percent calculated giving equal
weightto Canadian and US historical MRP.

b) Use of forward-looking MRP estimates

The Panel notes that Dr. Boothis satisfied to base his estimates on historical data dating back to 1924 and
encompassing periods he considers to be very similar to today and confirms his position by comparingthemto
the Fernandez Survey consisting of current expectations of finance professionals. Mr. Coyne’sview is the
historical average willunderstate the current market risk premium given current market conditions. This iswhy
he incorporated a forward-looking approach into his analysis. The Panel notes that while the approaches of the
experts differ, both experts agree some consideration of forward-looking expectations and datais necessary to
appropriately estimate MRP. Therefore, the Panel finds that some weight should be given to forward-looking
MRP estimates.

The Panel agrees with the interveners’ concerns over Mr. Coyne’s use of a constant growth DCF methodology to
determine the implied forward-looking expected market return andis concerned the growth rates he usesin
these models overstatethe MRP. The Panel also put little weight on the multi-stage DCF values Mr. Coyne
presentedinresponsetothe undertakingatthe oral hearingbecause there was notan opportunity tofully
exploreitwithinthe oral hearing. Further, the Panel notes Mr. Coyne’s lack of confidence inthe “anomalous”
results given that the currentall-time low bond yields should resultin market risk premiumthatis higherthan
the long-term average considering the inverserelationship between interest rates and the market risk premium.
Accordingly, the Panel findsit can place little weight on Mr. Coyne’s constant growth or multi-stage DCF
estimates of the forward-looking MRP.

While Dr. Booth estimatesthe MRP of common equities overlong-term Canadabonds at5.0-6.0 percent using
historical Canadian capital market history, the Paneltakes note of Dr. Booth’s constant growth DCF estimates for
the marketas a whole assetoutin Table 5.5, where he estimates an average of 8.75 percent for the Canadian
marketas a whole and 9.6 percent for the US marketas a whole based upon his estimates of sustainable growth
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rates. Dr. Booth’s sustainable growth rates average 5.25 percentand 6.91 percentfor Canada and US markets,
respectively. Incomparison, Mr. Coyne’s constant growth DCF estimates forthe marketas a whole usinga
constantgrowth model are 10.02 percentforthe Canadian marketand 9.66 percentforthe US market. The
Panel considers areasonable forward-looking growth rate to be somewhere between the estimates of the two
experts. Therefore, with the application of judgement, the Panel accepts 6.5 to 7.5 percent as a reasonable
range of estimates for a forward-looking MRP.

Mr. Coyne gives equal weightto his historical and forward-looking MRPs estimates, while Dr. Booth uses the
Fernandez Survey as a checkfor his historical MRP estimates. As noted above, the forward-looking estimates for
the marketas a whole reflect different approaches and awide range of results, none of which were carefully
examined inthis proceeding. Further, inthe Panel’sview, all otherthings beingequal, there is atrade -off
between relevance of forwarding-looking data and the reliability of historical dataand given the higherreliability
of the historical estimates, the Panel places more weight on historical estimates of MRP and less weighton
forward-looking MRP estimates and accepts a range of 6.3 to 7.0 percentas a reasonable estimate of MRP.

With respect to the use of the equity market return expectations of pension funds and otherinvestment
managersincluding TD Economics, AON Hewitt and Mercer, to the extent they are available, the Panel considers
thisinformation may represent arelatively direct view of forward-looking returns expected from the equity
markets and can be useful as a check of the expert witnesses’ forward-looking MRP estimates. The evidenceon
the record indicates that pension and investment managers appearto be forecasting returns on the Canadian
equity marketsinthe range of approximately 8 percentto 9 percenton an arithmeticbasis.

c) Methods used to test whether MRP estimates were reasonable

With respectto CEC’s submissions related to Mr. Coyne’s regression analysis, the Panelaccepts that Mr. Coyne
doesnot use this approachto develop apoint estimate of MRP but ratheras a meansto corroborate his
estimate of MRP. The Panel agrees with FEl that each of the regression equations Mr. Coyne was asked to
perform by CEC do not undermine his 7.6 percent MRP.

The Panel does note FEI’'s view that there are a number of shortcomings of the Fernandez Survey, including the
limited number of estimates provided for Canada and the wide dispersion of those estimates. Accordingly, the
Panel finds that this surveyis notan appropriate tool on which to base an estimate of the current market
expectationsfor MRP butthe Panel does acceptthatits results provide some corroboration of the historical
MRPs of the two experts.

5.2.3.4 Beta and beta adjustments
Beta estimates

Betaisa measure of systematicrisk that represents the risk of a security relative to the market. Betaisan
adjustmentto the MRP to account for the degree to which the individual stock contributes to the market risk.
With respectto beta, theissue the Panel needsto decide isthe appropriate range of the adjustment to raw or
historical beta estimates reflective of current market expectation.

Mr. Coyne’s beta calulations are adjusted to the market mean of 0.65 for his Canadian proxy group and 0.78 for
his US proxy group. Mr. Coyne uses estimatesfrom:
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(1) Value Line forthe US gas distribution proxy group which reports historical beta based on five years of
weekly stock returns and uses the New York Stock Exchange as the marketindex.

(2) Bloombergforthe Canadian proxy group which Mr. Coyne setto five years of weekly returns on the S&P
500 or S&P/TSX Composite Index.

Both Value Line and Bloomberg betas are adjusted to compensate forthe tendency of betato revert towards
the market mean of 1 overtime.”®

Based on hisanalysis, Dr. Booth judges the relative risk of Canadian regulated utilities to be 45 to 55 percent of

2% Dr. Booth uses five years of monthly dataand estimates each beta using the standard

% He states that the recent history of the beta

the marketas a whole.
formula covariance (Y, X) divided by Population variance (X).

coefficients of Canadian utilitiesisin the approximate range of 0.30 to 0.45 and attributesthe higherend of this

*” |n Dr. Booth’s view, asinterest rates increase back to

288

range to the post-financial crisis and the internet bubble.
normal levels, he expects theirbetasto revert back to theirlong-run average of 0.45 to 0.55.

Dr. Booth compares his beta estimates of seven Canadian utility holding companies estimates by RBC, Yahoo,
and Google.?®” He notes that these sources do not indicate that their betas are adjusted.**° He also considered
the history of US firms as a comparison and points out they have a higher betadifference of .10 compared to
Canadian utilities.”*

5.2.3.4.1 Theappropriate adjustmentto beta

Mr. Coyne citesthe empirical evidence, including the Blume studies, supporting abetaadjustmentand outlines
the statistical purpose foradjusting toward the market average of 1.0. In Mr. Coyne’s evidence, he explains the
reason to adjust betas toward 1.0 as follows:

Betasthat are below the marketaverage of 1.0 tend to have negative the errorterms and
underestimatefuture returns. Consequently, itis necessary to adjust forecasted betas toward
1.0 inan effortto improve forecasts. Because current stock prices reflect expected risk, one
must use an expected betato appropriately reflectinvestors’ expectations. A raw beta reflects
only where the stock price has been relativeto the market historicallyandis an inferior proxy
for the expected returns when compared to the adjusted beta.*”

Mr. Coyne presented an analysis to demonstrate itis apparent that unadjusted betas do a poor job of estimated
expected returns, as follows:

284 Exhibit B-1, Appendix B, p. 42.

%8 Exhibit C7-7-2, p. 40.
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Figure 5.1: Comparison of CAPM Returns on Utility Betas vs. Actual Returns®’
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Mr. Coyne states the analysis shows thateven when applying betas adjusted towards the market mean of 1.0,
modifications must be made to the CAPM to reasonably project utility equity returns. >**

Mr. Coyne also supports his position by stating “the Value Line and Bloomberg methodologies are widely
accepted and utilized by financial analysts, investors, corporations, and broadly accepted by U.S. regulatory

commissions” referencingasimilarfindingin the Brattle Group Report.**®

Mr. Coyne testified that his adjustment methodology was notanissue inthe OEB Consultative Process on Cost
of Capital and the Board did not take exception to his use of adjusted Value Line and Bloomberg betas .”*® He
states he is notaware of a single US state or federal regulatory jurisdiction that takes exception to the use of this
adjustment methodology and that thisissue only comes upin Canadian regulatory proceedingsin which Dr.
Boothis a witness.?*” In his opinion, the prevailing wisdom on the required adjustments to utility betas is to use

the Blume adjustment.”®®

With respectto adjusted betas, in Dr. Booth’s view, utility witnesses frequentlyadjust toward the overall market
average of 1.0 whichis the level recommended by Blume forthe “whole universe of stocks.” He states that low
beta estimates for utilities “do not mean they are under-estimates, since utility betas are perennially low due to
theirlowris and that there is no evidence of these estimates going towards 1.0.>°° Dr. Booth also discusses
the work of Gombolaand Kahl who he states demonstrate that utility betas are better mechanically adjusted to
theirgrand mean of around 0.50. Dr. Booth finds that such an adjustment makesvery little difference to his
estimates. Recognizing that betas need to be adjusted, Dr. Booth prefers to “use judgement constrained by the
actual historicevidence.”***

k11299

With respect to the use of Merrill Lynch and Value Line to provide adjusted betas, Dr. Booth notes these are US
data providers and companiesin Canadasuch as the Financial Post, RBCand the Globe & Mail do not adjust
betas and thisapproach enablesthe usertoapplyjudgment. He stated he has no issue with adjusting betas but
has a problem with adjusting them towards 1.0.>%

FEI submits that Mr. Coyne’s approach to betaand his results are to be preferred based on the following:**®

e Both Value Line and Bloombergbetas already incorporate the “Blume adjustment”;

e Mr. Coyne’sown dataanalysis, the Brattle Group Report findings and other empirical studies have
shown that stocks with low betas, including utility stocks, have achieved returns higherthan predicted
by the traditional CAPM,;

e theBlumeadjustmentiswidely used and acceptedineveryregulatory jurisdiction without debate,
exceptthose jurisdictions in which Dr. Booth testifies;

2% Exhibit B-8, AMPC-Concentric IR 5.4.

%5 Exhibit A2-3, Brattle Group Report, May 31, 2012, pp. 15-16.
2% Oral Hearing Transcript Volume 2, pp. 228-230.
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e Adjustmenttothe grand mean of utility betasis not a suitable substitute for the Blume adjustment
because it does not sufficiently compensate forthe negatively biased result for low beta firms and does
recognize the additionalriskinherentinthe calculation of betaforinterest-rate sensitive firms; and

e Dr. Booth also adjusts his raw betas and has used the same genericbetaadjustmentforatleastten
years.

Intervener submissions

AMPC/BCOAPO make the following submissions in support of Dr. Booth’s approach to determining beta:***

e Dr. Booth’sdetermination of the relativerisk of a Canadian utility of 45 to 55 percentisa generousbeta
relative tothe much lower utility betas that have been experienced in recentyears;

e No otherCanadianregulatory board has accepted betas adjusted towards 1.0;

e Analystsdonotgenerally adjust betas towards amean of 1.0 as evidenced by sources examined by Dr.
Booth, including RBC, Google, Yahoo, the Globe and Mail and the Financial Post;

e Mr. Coyne’scalculation of Canadian betaadjusted tothe industry average of 0.57 isvery close to the
upperend of Dr. Booth’s range and the bottom of Dr. Booth’s range is comparable to Mr. Coyne’s raw
Canadian betaof 0.47;

e Inthelast22 years, Canadian utility betas have notreachedthe .60 used by the Commissionin 2013;
and

e Adjustingbetatothe average beta of utilities stocksis “best practice” asthisis more indicative measure
of where utility stock betas are likely to average overtime.

CEC supports Dr. Booth’s approach to beta and notes that Mr. Coyne’s incorporation of the US utilities data
resultsin a higher betathan would be applicable to Canadian utilities.>*®

FEl reply submission

FEI submits that Mr. Coyne’s use of Blume-adjusted betas produces amore reasonable result and should be
preferred. Inits reply submission, FEl responds to the interveners submissions as follows:**®

e Torespondto itsinterpretation of AMPC/BCOAPQ’s characterization of the Blume adjustment, FEI
reiteratesthatthe Blume adjustmentis:

(a) Notan adjustmentto 1.0 but ratherdirectionally toward 1.0by giving 2/3 weightingto raw
betasand 1/3 weighttothe market mean of 1.0.; and

(b) Doesnot meanthatthereisan expectationthatbetaswill reach 1.0.

e Inthe 2013 GCOC Decision, the Commission found that none of the positions fully explained the beta
valuesand accepted an intermediate beta of 0.60, howeverin the current proceeding, there s
significant evidence on the record to warrant placing greater weight on Blume -adjusted dataincluding:

(a) the Blume studies;
(b) excerptsfrom Dr. Morin’s textbook;

(c) the Brattle Group Report;

3% AMPC/BCOAPO Final Submission, pp. 46—49.

CEC Final Submission, pp. 28—-29.
FEI Reply Submission, pp. 67-72.

305
306



71

(d) the Fernandezstudies;

(e) thestandard adjustment methodology employed by ValueLine, Bloombergand Merrill Lynch for
equity return calculations;

(f) Mr. Coyne’s own study results confirm that raw betas, and even Blume -adjusted betas, are
understated;

(g) alistof additional studiesthat Mr. Coyne was asked to provide by way of undertaking;

(h) Mr. Coyne’sevidencethat Blume adjusted betas are widely used and accepted by regulators;
and

(i) Thebetasusedinthe pensionreportsrelied on by Dr. Booth as supportfor his MRP.

e Theriskiness of utility stocks relative to the market should not be used as a basis for determining betas
and the lowervolatility of these stocks only suggests that betas should be less than one. Further, one
would expectraw betasto be below adjusted betas forlow beta stocks and the fact that the betas are
loweris notan indication of whetherraw betas need to be adjusted.

Commission determination

Based on the evidence presented by both experts, the Panel finds it is appropriate to adjust historical betas to

estimate expected returns using the CAPM. Both expertsand all parties agree that an adjustmentto historical
raw betais required.

Theissue forthe Panel to determine is what the appropriate adjustment to raw historical betas should be. In the
2013 GCOC Decision, the Commission found that none of the positions fully explained betaand on that basis,
accepted a betarepresentingthe range of reasonable estimates presented. The Panel notes AMPC/BCOAPQO’s
statement that “there is no historical statistical evidence supporting the Commission’s use of a beta of 0.60”>%’
with reference to the 2013 GCOC Decision. The Panel also notes FEI’s argument that there is significant evidence
on the record to considerthe appropriateness of placing greater weight on Blume adjusted data.

To determine the amount of the beta adjustment, the Panelconsiders the appropriateness of usingan
adjustmentto the average beta of utility stocks. Both AMPC/BCOAPO and CECsupport such an adjustment.
While Dr. Booth refers to the Gombolaand Kahl study and considers the effect of adjustingtothe average beta
of utility stocks, he recommends that recent historical betas be adjusted upward to their historical range
reflecting normal marketrisk. Dr. Booth prefers the use of judgment constrained with historical evidence over
simply adjusting to the average of utility stocks. Mr. Coyne’s view is such an adjustment does not sufficiently
compensate forthe negatively biased result for low beta firms and does recognize the additional riskinherentin
the calculation of betafor interest-rate sensitive firms. Given that neither expert endorses the adjustment of
beta to the average of utility stocks, the Panel finds thereis little evidence in this proceeding to support an
adjustmentto the average beta of utility stocks.

The Panel does notaccept it should rely solely on Dr. Booth’s judgement without stronger empirical

corroborating evidence to support his betaadjustments. Accordingly, Panel finds thatit can place only limited
weighton Dr. Booth’s beta estimates.

397 AMPC/BCOAPO Final Submission, p. 48.
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With respectto the use of the Blume adjustment, the Panelnotes Mr. Coyne’s evidence presented in Figure 5.1
above whichin hisview, shows that unadjusted betas do a poor job of estimating expected returns and Blume
adjusted betas still understate the actual return butthe resultis closerthan usingraw betas. The Panelis of the
view that this analysis confirms, consistent with the Fernandez beta study Mr. Coyne referstoin hisrebuttal
evidence, the beta calculated using historical datais nota good approximation of acompany’s beta. In the
Panel’s view, this analysis confirms thatan adjustmentis needed but does not provide evidence of what the
adjustmentto betashould be. The Panelisalso concernedthatgiventhe disruptionin the capital markets
duringthe period presented and recent merger and acquisition activity’*® in the industry there may be
confoundingfactorsimpacting the results of the analysis.

The Panel acknowledges Mr. Coyne’sview that the Blume adjusted Value Lineand Bloombergdatahe usesare
used and accepted. Onthe otherhand, Dr. Booth’s evidence shows some data providers do not use this method.
Further, the Panel considers that findings of the Brattle Group indicate some variation in practice:

Beta estimates are provided by many dataservices for Canadian, American and othertraded
companies. The most common methodology to estimate betasisto use the mostrecentfive
years of weekly ormonthly return data. These betas may then be adjusted towards one as
adjustment forsampling reversion that was firstidentified by Professor Marshal Blume (1971,
1975).%%°

The Panel also notes Mr. Coyne’s testimony that the Blume methodology is asupported and widely used
methodology utilized by financial analysts, investors and corporations. However, considering the survey results
includedinthe Fernandez betastudy Mr. Coyne referstoin his rebuttal evidence, the Panel considers the
justificationfordoingsois likely more practical than theoretical.

The Panel notes that none of the studies Mr. Coyne referstoin Exhibit B-31specifically relates to the behaviour
of utility stock betas. The Panel is not persuaded the evidence in this proceeding supports the position that the
Blume adjustment applies to utilitiesinthe same way it applies to the marketas a whole. The Panel notes this
was a point made by Dr. Boothin his evidence.

The Panel has also considered decisions in otherjurisdictions. While no other Canadian jurisdiction has
previously endorsed the Blume methodology, itis notuncommonto rely on adjusted betas; Mr. Coyne testified
US jurisdictions regularly consider orrely on Blume adjusted betas.

Althoughthe methodologies may vary, neither of the experts disagree that some degree of upward adjustment
isnecessary. The Panel agrees.

The Panel acceptsthat itstask is to estimate betafora utility stock butas pointed out, thereis a lack of
empirical evidence supporting the applicability of the Blume adjustment to utility stocks . Because of this, the
Panel findsit can place only limited weight on Mr. Coyne’s use of the Blume adjustment as a methodology to
adjust historical utility betas.
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Giventhat the Panel places only limited weight on the beta estimates of the experts and there has beenlittle
change in economic conditions since the last hearing, consistent with the 2013 GCOC Decision, the Panel
continues to accept beta estimates representative of the range of estimates presented of approximately 0.6.

5.2.3.5 Dr. Booth’s credit spread adjustment

In hisevidence, Dr. Booth analyzed the volatility indices and the spread between corporate debtand Canada
bonds and concludes thatthe increase in A credit spreadto 191 bps from the typical average forthe normal
business cycle of 100 bps was caused partially by liquidity problems which have to be disentangled.>* Dr. Booth
recommends 50 percent adjustmentto changesin credit spreads or 0.45 percent® to adjust the current market
effect. Dr. Booth regards this sort of adjustmentas convertingthe CAPMinto a conditional CAPM (CCAPM)
where the CAPMholds conditional upon the state of the financial markets.>"

Mr. Coyne’sissue with the CCAPMadjustmentis that he believesin current market conditions, the default
componentwould be greaterthan 50 percent, necessitating a higher adjustment.*"

Intervener submissions

AMPC/BCOAPO reiterated that 0.45 percent adjustment to the CAPMresult, as a prudentadjustmentis
consistent with the objective of ensuring that FEI’s fair ROE reflects current capital market conditions.*** CEC
submits Dr. Booth has provided credible evidence with respect to the need forand appropriate calculation of
the credit spread adjustment.**

Commission determination

The Panel takes no position with respect to the merits of Dr. Booth’s recommended credit spread adjustment.
The Panel finds the evidence on the credit spread adjustmentis not persuasive enough to warrant a credit
spread adjustment.

5.2.3.6 Appropriate CAPMestimate
Commission determination

In arriving at its overall determination on the CAPMestimate, the Panel recognizes that usinga CAPM requires
the selection of anumberof subjective decisions that can lead to significantly different results. In addition,
consistent with the view of the experts, the Panel recognizes the limitations of the model are exacerbatedinthe
current marketenvironmentas reflected in the need to modify the risk free rate to adjust forabnormally low
bondyields. Recognizing these limitations, the Panel considersit is necessary to use its bestjudgment to assess
the reasonableness of the inputs into the CAPMand to determine an appropriate overall estimate for the
model. The Panel will then determine the appropriate weighting to apply to the results under current market
conditions relative tothe DCF.

310 Exhibit C7-9, BCUCIR 13.2.

91 basis point (191-100) with 50 percent adjustment.
Exhibit C7-9, BCUCIR 13.3.

Exhibit B-18, Mr. Coyne Rebuttal, p. 33.
AMPC/BCOAPO Final Submission, p. 53.

CEC Final Submission, p. 40.
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With application of appropriate judgement, the Panel accepts an estimate of approximately 8.0 percent,
excluding flotation costs, as the CAPM estimate for the appropriate ROE. The Panel arrivesatthis
determination by drawing together its conclusions onthe individual inputs to the CAPM estimates as well as
consideringthe level of uncertainty involved, the requirement to exerciseits judgment and considering the
conclusions reachedin previous decisions. As outlined earlierin Section 5.2.3, the Panel’s conclusions with
respectto individual inputs to the CAPMare summarized below:

i) Ariskfreerate plusan adjustmentforabnormal conditions inthe range of 3.8 to 4.0 percent. Thisis
based on both experts agreeingthatan adjustmenttothe risk free rate is necessaryin the current
market conditions and that both experts’ end up with similar estimates.

ii) MRP intherange of 6.3 to 7.0 percent based on:

a) Acceptance of Mr. Coyne’s historical MRP of 6.3 including the use of income returns as opposed
to total returns. Thisis based on third party evidence supporting his view as well as giving equal
weightto Canadian and US historical MRP.

b) Consideration of forward-looking MRP estimates while placing more weight on historical
because of the use of largely untested growth estimatesin the forward-looking calculations and
the Panel’sview thatforward-looking datais less reliable than historical estimates.

iii) Beta estimate of approximately 0.6. The Panel considers the views of the parties that an upward
adjustmentto raw historical betasis necessary but given the lack of empirical evidence supporting their
positions, the Panel places noreliance on the adjustment methods used by the experts. Consistent with
the 2013 GCOC Decision, the Panel bases it determination on the range of estimates presented with an
intermediate value of approximately 0.6.

5.2.4 Discounted cash flow estimates

The DCF modelisanothertool that iscommonly used to estimate the cost of capital. This model works directly
with an individual asset’s cash flows and price. In estimating cost of equity, the DCF model “derives the
opportunity cost of equity determined by the market, without having to model explicitly the market risk-return
trade-off that generated the market’s opportunity set.” As such, the DCF model is based on the recognition that
the discounted sum of all future expected dividends results in the curre nt stock price and equates the cost of
equity with the expected dividend yield plus the expected growth rate of dividends. Therefore, it derives the
opportunity cost of equity as determined by the market.>"°

Like the use of the CAPM, reliance on the DCF model to estimate the cost of equity is not withoutitsissues. Two
commonly raised issues with this model are the choice of DCF model to be relied upon and the determination of

an appropriate growth rate to be usedin the formula. With these in mind, the Panel has identified three areas
which needto be exploredin determiningan appropriate DCF estimate. These are asfollows:

i) Thevalue of the constant growth versus a multi-stage approach to using the DCF model.

ii) Guidance the Panel cantake fromthe submissions given the difference in approach to DCF taken by Dr.
Booth and Mr. Coyne.

iii) The appropriate weightto place on analyst estimates.

In additiontothese considerations and furtherto Section 5.2.2, the Panel mustalso address Mr. Coyne’s proxy
group make-up and determine the relative weight given to them.

318 Exhibit A2-3, Brattle Group Report, p. 26.
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5.2.4.1 Constantgrowth and multi-stage DCF model variants

There are two types of models which are commonly used for DCF estimates, the constant growth and the multi -
stage models. Each of these has been used by the expertsin this proceeding.

As outlined by Mr. Coyne, the constant growth DCF model is based on a number of assumptions. These include
the following:

e anaverage growthrate forearnings and dividends which is constant;
e astabledividend payoutratio;

e aconstant price-to-earnings multiple; and

e adiscountrate greaterthan the expected growth rate.>"’

Put simply, the constant growth model yields a cost of equity equaling the expected dividend yield plus the
perpetual expected future growth rate for dividends. Inimplementing this model, the expected dividend, the
growth rate and the current stock price must be determined.

Where thereisreasonto believe thatinvestors do notexpectasteady growth rate in perpetuity as an input
assumption inthe constant growth DCF model, the multi-stage DCF model is another option. As outlined in the
Brattle Group Report, the multi-stage DCF model may be appropriate where there is reason to believeinvestors
do notexpecta steady growth rate forever, but rather, have different growth rate forecastsin the nearterm
(e.g., overthe nextfive ortenyears) converging toaconstant terminal growth rate at the end of the near-term
(e.g., atthe end of five orten years).>'* Akey element of this is the expected growth rate must become and
remain constantat some point. However, the choice of an appropriate growth rate is the most controversial
part of the DCF model implementation, particularly forthe long-term as this has a major effect on the cost of
equity estimated by the model. Thisis further complicated by the fact forecast growth rates are generally
unavailable for periods longerthan five years. Thisisimportant given the Brattle Group Report’s statement that
“the DCF approach requires that the stable-growth assumption must be reasonable and must be met within the

period for which forecasts are available.”**°

Generally, the Brattle Group Report views the DCF approach as being conceptually sound aslongasits
assumptions are metbutin practice, can runinto difficulty when those assumptions are so strongand unlikely
to correspondtoreality. Further, the stability of DCF cost of equity estimates can be a problem across similar
companiesorovera relatively shorttime span. The more stable acompany or industry the less of a problem
such issues pose.**°

Both Mr. Coyne and Dr. Booth present variants of the DCF model. The following table sets out Mr. Coyne’s and
Dr. Booth’s estimates and variants of the DCF model.
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ExhibitB-1, Appendix B, p. 51.

Exhibit A2-3, Brattle Group Report, pp. 9, 26-27.

Exhibit A2-3, Brattle Group Report, pp. 27-30. (emphasis in original)
Exhibit A2-3, Brattle Group Report, p. 30.

319
320



76

Mr. Coyne and Dr. Booth’s use of the DCF Model

Table 5.5 summarizesthe expert witnesses’ use of the DCF model variants and their estimates.

Table 5.5: Summary of DCF Estimates

Mr. Coyne

DCF model type

Specification

DCF Estimates321

Constant growth model>*

e Seven US and fiveCanadian
proxy companies;

e Earnings growth rates taken
from SNL Financial, Valueline,
Zacks and FirstCall for each
company inthe Canadianand
US proxy group.

Canada:12.20%>>
US: 9.18%>*
Average: 10.69%

Multi-stage model (selected)325

® Same companies and growth
data sourceas constantgrowth
model above;

e Estimated company growth for
Years 1 to 5; decliningtolong-
term growth in Years 6-10;
nominal GDP growth inYear
10+

Canada:9.32%°°°
US: 8.39%27
Average: 8.86%

Dr. Booth

DCF model type

Specification

DCF Estimates

Constant growth model**®

e Whole Canadian market

e Sustainablegrowthrate range
of 4.72t05.77%

Approximately 8.75%>°

Constant growth model>*°

e US S&P 500firms

e Sustainablegrowthrate 6.91%
(average)

Range: 9.04% to 10.14%>"

321
forcomparison purposes
322
323

ExhibitJMC-7,Schedule 1, pg. 2.
324

JMC-7, Schedule 1, pg. 1.
325

326

Exhibit B-1, AppendixB, p. 5; Exhibit B-1, Appendix B, Exhibit JMC-7, Schedule 1.
Canada: growthrates, depending onthe company, range from 4.19% to 13.63%. Average growth rate 8.03%; Exhibit B-1, Appendix B,

in perpetuityis 3.94%; Exhibit B-1, Appendix B, Exhibit JIMC-7, Schedule 2, pg. 2.

327

in perpetuityis 4.55%; Exhibit B-1, Appendix B, Exhibit JMC-7, Schedule 2, pg. 1.
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Exhibit C7-7-2, Direct Testimony of Dr. Booth, Appendix D, pp. 6-8.
TSXdividendyieldatthe end of September 2015is 3.17%; Long run growth rateindividends and earnings is 5.35%.
Exhibit C7-7-2, Direct Testimony of Dr. Booth, Appendix D, pp. 9-10.
Currentdividendyieldonthe S&P 500 index: 1.99%; S&P 500 firms retention rate (b) is 52.3% since 1956; S&P 500 firms average ROE
is 13.43% since 1987. Median is 14.07%. Over the same period, the retention rates were 51.5% (average) and 57% (median); Growth

rates:57%%14.07% =~7.99% (median)51.5%*13.43% = ~6.91% (average).

Mr. Coyne’s DCF ROE estimatesinclude 50 bps flotation allowance and therefore, Mr. Coyne’s estimates inthe table are 50 bps lower

US: growth rates, depending onthe company, range from 4.75% to 6.95%. Average growth rate 5.65%; Exhibit B-1, Appendix B, Exhibit

Exhibit B-1, AppendixB, p. 5; Exhibit B-1, Appendix B, Exhibit JMC-7, Schedule 2, Column 10.
Canada:Years 1to 5growth range from 4.19% to 13.63% with anaverage 0f8.03%. Year6to 10-average 5.98%. Nominal GDP growth

US:Years 1to 5growth rates range from4.75% to 7.25% with an average of 5.65%. Year 6 to 10-average 5.47%. Nominal GDP growth
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Constant growth model>* e  FEightlow risk US utilities Range: 7.09% to 10.40% >

e Sustainablegrowthrate Median: 8.65%

Sustainable Growth Rate Model:
7.02% median

Mr. Coyne applies both aconstant growth and a multi-stage DCF model to the Canadian and US proxy groups he
has developed. Mr. Coyne’s selection of proxy groups has been discussedin Section 5.2.2. In preparing the DCF
modelsforthese proxy groups, Mr. Coyne notesthe profiles of US proxy group of companies are more like FEI
than the Canadian proxy companies but he has nonetheless given them equal weight because of the importance
of providing a Canadian perspective. Growth rates for both Canadian and US proxy groups were d eveloped using
data froma number of sources as noted in Table 5.5 above. The first five year’s growth estimates were based on
an average of analyst’s estimates. This was followed by a five yeartransitional stage designed to change the
growth rate each year on a pro rata basis and eventually connect with the long-term forecast for Year 11 and
beyond. Growth estimates for Year 11 and beyond are based on the long-term forecast of GDP.>**

Mr. Coyne hasrelied only onthe multi-stage modeltoinform hisrecommendations for ROE noting thatin the
2013 GCOC Decision, the Commission found the “use of analyst’s forecasts is more consistent with the multi
stage models where analysts forecasts caninform the early stage and longerterm forecasts such as GDP growth,
can informthe laterstages.” Asoutlinedin Table 5.5, which took out flotation for comparability across estimates
by the experts, the use of the multi-stage model produced results of 9.32 percent for Canada and 8.39 percent
for the US proxy group.

Accordingto Dr. Booth, the DCF model should only be used forlow risk dividend paying stocks or the market as

awhole, where the expected dividends can be assumed to grow at some long run average growth rate. ***

Dr. Booth indicates he has placed little emphasis on the DCF model in the past and has traditionally viewed his
DCF estimatesas “checks” on his CAPM estimates butrecentlow Canadabond yields have given him cause for
re-evaluation. Dr. Booth hasrelied ona DCF model using sustainable growth rates. The sustainable growth
styled model is built on the premise thatacompany’s growthisdriven by a firm’s expected earnings and the
extenttowhich these earnings are paid out as dividends or retained for future investment in the company. Dr.
Booth has applied his model to the marketas a whole and estimates “the fairreturn as being 8.50-9.00% in
Canada andslightly higherinthe US.” Dr. Booth estimatesthe US equity returninthe 9.0to 10 percentrange.
When DCF is applied individually against a proxy sample of eight US utilities (six werein Mr. Coyne’s proxy
group), an equity cost of 8.65 percentresults based on median analyst five-year growth forecasts. However,
when based on Dr. Booth’s sustainable growth forecast approach, 7.02 percentis the median DCF equity
forecastforthe eight utilities in his proxy group.?*° Dr. Booth did not comment on the inclusion of flotation costs
in his DCF estimates.

332 Exhibit C7-7-2, Direct Testimony of Dr. Booth, Appendix D, pp. 13-14.

Forecast growthrate 4% to 7%; Current dividend yield range from 2.29% to 4.02%. Average: 3.21% and median: 3.2%; Current
(November 18, 2015) dividend yield: 1.98%.

3% Exhibit B-1, Appendix B, pp. 5-6, 58-59.

Exhibit C7-7-2, pp.50-51, 58; AppendixD, pp. 6-17.

338 Exhibit C7-7-2, Appendix D, pp. 6-17; Ibid., pp. 50-51, 58.
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Mr. Coyne does notagree that the sustainable growth rate approach as applied by Dr. Booth appropriate ly
capturesthe expected growth rate of a regulated utility. In hiswords, “In the fullest form of the sustainable
growth formula, new equity issuance, or whatare commonly known as externally generated funds are also
considered.”** This method is the common approach for sustainable growth rate calculation and Dr. Booth’s
approach isthe model inits simplestform projecting growth as a function of internally generated funds. Mr.
Coyne’s positionisthatafirm’s growthis understatedin this model by the failure to consider debtand equity

issuances as a source of future growth.

Mr. Coyne also points out that the Federal Energy Regulatory Commission (FERC) has moved away from using
the sustainable growth ratesinits DCF methodology and now uses atwo-step DCF methodology relyingona
combination of analyst growth rates and GDP growth estimates. Dr. Coyne continues by stating he has concerns
with the reasonableness of Dr. Booth’s sustainable growth rate calculation in that he “has effectively pre -
supposed analyst ROE and payout projections for his proxy group companies. Thus, by using this growth
measure, Dr. Booth has assumed the reasonableness of analyst’s ROE projections, yet, not the analyst’s
projections of growth rates by the same analysts.” By example, he refers to the table on page 13 of Appendix D
of Dr. Booth’s evidencewhere the mean and median ROE projections for the proxy group are close to 10.2
percent but Dr. Booth’s use of the simple form of the sustainable growth rate method yields ROEs of 6.83 and

7.02, respectively.**®

In FEI'sview, Dr. Booth’s sustainable growth DCF approach guaranteed that future utility growth and resulting
DCF value would be understated. FEl considers Dr. Booth’s simplified sustainable growth model to be unrealistic
as the only source of utility growthisthe reinvestment of retained earnings and does not take into account
funds generated by utilities through the injection of new equity (shown as the product of “s x v’ where “s”
representsthe growthinsharesoutstanding and “v” is that portion of the market to book ratio that exceeds
one). FEl points outthat in the full form of the sustainable growth DCF model, the injection of new equity is
accounted forand further, Dr. Booth has admitted he hasincluded adjustments forthe impact of external

financingin his sustainable growth DCF modelsin the past.>*

FEI submits Dr. Booth has suggested “the total impact of including the incremental source of financingwould be
negligible, assuming (a) that utility’s market-to-book value is close to one, and (b) the growth in shares
outstandingisvery small.” FEl points out that the eight US utilities he used to calculate his CAPM estimates and
his sustainable growth DCF model have marketto book ratios that are significantly higherthan one and based
on Dr. Booth’s logic, would provide a higher than the presented DCF result.>*°

Intervener submissions

With reference to Dr. Booth’s use of the sustainable growth model, AMPC/BCOAPO assert FEl only partially
responded tothe points he made during his cross-examination as to why the “s x v’ effectis negligible.
Concerning FEl's argument thatthe “s x v’ term should be included, “Dr. Booth explained thatin any event
utility market-to-book ratios oughtto be close to one, as regulation should lead to amarket price that is
approximately equal to the utility's book value, and the term furthermore contains a ‘huge’ risk of estimation
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Exhibit B-16, Rebuttal Testimony of Mr. Coyne, p. 36.
Exhibit B-16, pp. 35-37.

FEI Final Submission, pp. 89-90; T3:501.
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error.” AMPC continue by referring to Dr. Booth’s pointthat when the issuance of capital stockis negligible, the
“sx v” is effectively zeroand FEl has provided no evidence thatit will dilute its capital stock by a non-negligible
amountand Dr. Booth described why this was highly unlikely during the oral hearing.>**

AMPC/BCOAPO assertthat Mr. Coyne has relied on constant growth calculations and even though he ultimately
claims notto have used them, they play a prominentrolein hisevidence. Itistheir position that constant
growth DCF models are meaningless and have no place inthe comparison, particularly where there are

predictions of constant growth that exceed the growth of GDP.>**?

CEC submitsthe estimatesfrom the constant growth model are likely inaccurate and highly inflated and
recommends the Commission disregard or place very little weight on Mr. Coyne’s constant growth DCF model
and “disregard the comparison and the average that Mr. Coyne provides.” Itis CEC’s position that Dr. Booth’s
evidenceissuperiorto Mr. Coyne’sand Dr. Booth’s evidence is better used as a check than as a basis for ROE
determination. Specifically, CEC states that Dr. Booth’s evidence concerning sustainable growth rates “is
reasonable and does not unduly understate the firm’s growth model, andis superiorto Mr. Coyne’s analyst

343
forecasts.”

FEl reply submission

FEI considers the evidence contradicts Dr. Booth’s assumption that price to book ratios equal one pointing out
the marketto book ratios of the utilities used in Mr. Coyne’s proxy groups averaged well over2.0and Dr.
Booth’s estimates based on sustainable growth rates have understated his DCF outcomes. FEl takesissue with
Dr. Booth’sview thatit is unlikely that FEI “will dilute its capital stock by a non-negligibleamount” pointing out
FElI does notissue equity and Dr. Booth has “overlooked the factthat the S*V term is derived from the proxy
group companies.” Thus, based onthese proxy groups, FEl asserts the results coming from Dr. Booth’s simplified

model could be significantly understated.>**

5.2.4.2 Analystestimates

The Brattle Group Report statesthe choice of an appropriate growth rate is the most controversial element of
using DCF and note most economists are in agreement thatinvestmentanalyst’s expected growth rates are
more representative of investor expectations than historical growth rates. The Brattle Grou p Report
acknowledges some critics claim analyst’s earnings growth rates are tainted by a bias towards optimism as there
isan observed tendency foranalysts to estimate growth rates that are higherthan what actually occurs.
However, the Brattle Group Report also makesthe following statement:

Analystforecasts forthe utility industry are likely to be more accurate than forecasts for other
industries because firms with less variability in their earnings tend to have more accurate
forecasts. This suggests analyst forecasts for the utility industry are likely to be more accurate
and less prone to potential bias when compared to forecasts of otherindustries. **°

31 AMPC/BCOAPO Final Submission, p. 56; T3:601.

AMPC/BCOAPO Final Submission, p. 58.
CEC Final Submission, pp. 19, 41.

FEI Reply Submission, p. 76.

Exhibit A2-3, Brattle Group Report, p. 29.
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Mr. Coyne submitsthatinthe US, several regulatory changes have beenimplemented to deal with this issue.
Specifically, both the US Securities and Exchange Commission and the New York Stock Exchange have taken
measures designed to provide fairdisclosure and removethe incentive for analysts’ bias. In Canada, regulators
took similaractionstoimprove the independence of research and ensure Canadian Securities Analysts practiced
professionally. Mr. Coyne also noted the 2013 GCOC Decision rejected suggestions of analyst bias.>*°

One of Dr. Booth’sargumentsforrelying upon unadjusted DCF results was his view that optimism bias existsin
analyst’s growth forecasts. Dr. Booth has provided evidencein the form of a Globe and Mail article based on a
study by a consulting firm, McKinsey, reporting that analysts start out optimisticwhen making afive-year
forecast before “they hone in onthe correct number” as they get more information. Dr. Booth also reports that
a 2007 study by Easton and Sommers documented the optimism bias at 2.84 percent when analyst’s estimates
are compared to current earnings realizations.>*’

FEl arguesthereisno evidence of analyst biasin growth forecasts relying upon the following reasons:

e The Brattle Group Report comments concerningthe accuracy of forecastsin the utilityindustry and Dr.
Booth’sadmissioninthe 2013 GCOC Decision that optimism biasin the utility industry is less evident
than inothersectorsin the economy.

e The Battle Group Reportnotedthereis “substantial academicevidencethatanalyst earnings estimates
are superiorto otherforecasts.”

e Mr. Coyneidentifies several factors explaining why the substantialacademicevidence referred tointhe
Brattle Group Reportisreasonable. Included amongthese are the facts that equity analysts have no
incentive to provide optimisticresearch reports and are industry experts on the companies they follow
as well asthe regulatory changes that have been made on both sides of the Canada/US border.

e The Commission hasrejected Dr. Booth’s assertion that upward bias in growth forecasts requires
adjustmentsto DCF resultsin each of the last three cost of capital proceedings.

FEl also points out that Mr. Coyne’s multi-stage DCF limits the use of analyst growth ratesto five years with a
transition period following.>*®

Intervener submissions

AMPC/BCOAPO submitthe potential for upward bias hasinflated FEI's DCF estimates to an amount that would
not be consistentwith afairreturn. They considerit problematictorely on analyst’s growth forecastsdue toa
well-known optimism bias attached to analyst forecasts. In addition to the evidence brought forward by Dr.
Booth, AMPC/BCOAPO states this biasis confirmed by the current record “where comparisons to the capital
market reports by TD, Aon Hewitt and Mercer show comparable or lowerforecast returns forthe marketas a
whole, thanfor Mr. Coyne’s analyst forecasts forlow risk utilities.” AMPC/BCOAPO refertoa 2011 Alberta Utility
Commission decision expressing concern for the potential for upward biasin analyst’s growth estimates as
furthersupportforits position.

CEC submits the evidence supporting bias toward over-optimism when estimating earnings should be given
significant weight. Itis CEC’s view that Mr. Coyne’s use of analyst’s growth rates in his multi-stage DCF model

%8 Exhibit B-1, Appendix B, pp. 55-56.

Exhibit C7-7-2, Appendix D, pp. 14-15.
FEI Final Submission, pp. 86—88.
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may have inflated the evidence resulting in an ROE recommendation whichistoo high and therefore should be
viewed with caution and adjusted downward. CECdid not share with the Commission how itreached this
conclusion.

CEC holds that Dr. Booth’s model is both reasonable and superiorto Mr. Coyne’s analyst forecasts and does not
unduly understate the firm’s growth model. CEC recommends the Commission heavily weigh the DCF estimate
of Dr. Booth.***

FEl reply submission

FEl takesissue withthe AMPC/BCOAPO suggestion that TD, Aon and Hewitt and Mercer capital market reports
show comparable orlowerforecast returns forthe whole marketthan Mr. Coyne’s analyst forecasts forlow risk
utilities. FEl assertsthere is no evidence suggesting that a specificutility’s earnings growth rates and the multi-
stage DCF overa specificperiod of time should always be lowerthan market returnsas a whole.

FEl does not supportthe use of pension planinformation but states thatif it were used, it would show that Mr.
Coyne’s multi-stage DCF results are close to the pension report’s corresponding returns as cited by
AMPC/BCOAPO. FEl points to the category within the Fearless Forecast and the Aon Hewitt reportcalled US
defensive equity. Mr. Coyne describes these as low-risk companies such as utilities. He outlines how when the
arithmeticgrowth rate and an equity betaof .75 as relied uponinthese reports are used, ageometricequivalent
ROE of 8.5 percentisachieved. When an additional 50basis pointsis added for flotation, he notes this would
increase the ROE to 9.0 percent.**°

AMPC/BCOAPO sur-reply

On May 16, 2016, AMPC/BCOAPO filed a sur-reply, whichamongotherthings took issue with FEl arguing the
nature of pensionforecasting forthe first time inits reply submission. After submissions from the partiesand a
reply from AMPC/BCOAPO, the Commission allowed the sur-reply to remain on the record.

AMPC/BCOAPO submitthat while it “recognizes that paragraph 144 (not 143, as FEl states) repeats some of the
BCUC 1.40.2 response absentcitation, the pension fund argumentin FEI’s Reply submission (pp. 60-64) remains
largely general.” AMPC/BCOAPO submititdid not argue that “pension returns” are relevant. It did argue that
“published pension plan forecasts of general returns (asset classes like Canadian equities, US equities, etc.)are

relevant to the returns potential investors might expect from FEI.”**

Commission determination

There were three areas the Panel identified as needing to be explored inreachingits determination on the DCF
model andits weightingin this proceeding: the choice of DCF approaches, guidance to be taken from expert
witness submissions and the weight placed on analyst estimates.

3% CEC Final Submission, pp. 18, 41.

FEI Reply Submission, pp. 73-74.
AMPC/BCOAPO Sur-Reply, pp. 2-3.
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a) Constantgrowth versusthe multi-stage approach to using the DCF model

The primaryissue with the use of these two modelsiswhetheritisappropriate torely ona growth forecastin
perpetuity asimplied by the constant growth model or whetherthe growth forecast should be staged overa
period of time settlingintoatemperedlong-term perpetual grow rate thereafter. Dr. Booth favours the
constantgrowth model butonlyinthe context of the marketas a whole stating that thisand S&P utility indexes
“are more reliable thanforindividual companies due to significant measurement error attached to forecasting
future growth rates.” Dr. Booth further notesitisimpossible for utilities to grow fasterthan the GDP forever,
thereby explaining a significant drawback to a constant growth DCF model when used in the contextofa
company or small group of companies. Mr. Coyne has prepared both constant growth and multi-stage DCF
models but he relies only on the multi-stage model explaining thatinthe 2013 GCOC Decision, the Commission
favoured a multi-stage approach.

The Panel considers the constant growth DCF model to have limited value when applied againstasingle
company or small group of companies and agrees errorsin forecasting will likely result due to the improbability
of utilities perpetually growing at a rate fasterthan GDP. The Panel also agrees thatif the constant growth
modelisto have anyapplication, itis whentakeninthe context of the marketas a whole thereby eliminating
some of the issues related to determining areasonable growth rate fora smaller group. The Panel therefore
finds that no weightcan be placed on Mr. Coyne’s constant growth DCF results as applied to his proxy groups.
For proxy group DCF estimates, the Panel favours use of the multi-stage DCF approach as it provides amore
realisticand reasonable approach to estimating growth overthe long-term.

b) Mr. Coyne and Dr. Booth’s use of the DCF model

Dr. Booth has provided rangesforthe overall equity returninthe Canadian market of 8.50 percentand 9.5
percentand 9.0 to 10.0 percentinthe US marketas a whole. As Dr. Booth provided no definitive estimates for
utilitiesas a group, the Panel infers that Dr. Booth intended these estimates to coverthe upperend of his DCF
estimate range. The fact that utilities are generally considered to be lower risk than the marketas a whole
wouldindicate a ROE estimate for utilities or FEl falling somewhere below these levels. However, thisis only
conjecture and as a result, the Panel places little weight on Dr. Booth’s constant growth whole market DCF
estimates forthe purpose of determining afair ROE.

Dr. Booth alsointroduced aversion of the sustainable growth rate DCF approach asserting that a median ROE of
7.02 percentresults when applied against his US proxy group of eight utilities. Dr. Booth did not provide
evidence astothe level of adoption of thisapproach in Canadaand the US although Mr. Coyne pointed out that
FERC has moved away from any reliance on sustainable growth rates, apoint the Panel notes was not contested.
The Panel observesthat Dr. Booth tookinto account onlyinternally generated funds and neglected to take into
account externally generated funds such as the issuance of new equity. This concern was raised by Mr. Coyne
and AMPC/BCOAPO responded to this by stating Dr. Booth’s explanation is FEl has provided no evidence it will
dilute its capital stock by an amountthat is non negligible and thus the sx v is effectively zero. While FEl does
not issue equity to the public, the Panel notes FEI's equity financing requirements of $594 million related to
expected capital expendituresin 2016-2018 (see Table 4.4) will likely require the shareholder to make equity
injectionsto maintain FEI’s approved equity structure. In addition, , Dr. Booth’s sustainable growth model is
appliedto his proxy group, not FEl, and therefore whether FElisto issue new equityisirrelevant given they were
not part of the proxy group. The Panel is of the view that the lack of consideration of the potential for proxy
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companiestoissue equityisimportantand could have resulted in adifferent set of outcomes. Therefore, the
Panel finds that no weight can be placed on Dr. Booth’s sustainable growth rate model for his US proxy group
as it is not based on a more robust and comprehensive version of this model. Moreover, the Panel remains
unpersuaded astowhetheritisvalid to apply the sustained growth rate model itself. There has been limited
evidence inthis proceeding onthe model, its variations and the level of adoptionin otherjurisdictions. Given
these limitations, the Panel views any results attributed to the use of this model with caution.

The Panel notes that Mr. Coyne, while preparing a constant growth DCF model, did notrely onit in his DCF
calculations and therefore disagrees with AMPC that this information played a prominentrole in his evidence.
Instead, Mr. Coyne hasrelied upon his multi-staged DCF model results for his Canadian and US proxy groups.
When commenting onthe Canadian proxy group, Mr. Coyne stated he did not think it was anywhere near as
good a comparatoras his US sample and explains he uses them “becausel find it helpful to use a Canadian
sample to see what numbers | would derive, but | use them with caution.”**> The Panel agrees noting thatin
terms of form and function the companiesinthe US proxy group are closerthan the companies Mr. Coyne has
selectedin his Canadian proxy group. The Panel has provided its assessment of Mr. Coyne’s US proxy group data
inSection 5.2.2 where it outlined anumber of issues related to comparability with FEl and concluded US proxy
data “is an imperfect reflection of the circumstances facing FEl requiring considerable judgement as to the

weightto be placed on this data.”

Giventhese concerns, the Panel finds that only limited weight can be placed on the DCF estimates based on
eitherthe Canadian or the US proxy groups. By Mr. Coyne’s acknowledgement, the US proxy group is more
comparable to FEIl in terms of form and function when compared to the Canadian proxy group. Moreover, in the
view of the Panel, the US proxy group companies operate inadifferent regulatory environment and likely face a
greaterlevel of riskthanindicated by Mr. Coyne.

c) Analyst’s Estimates

In the 2013 GCOC Decision, the Commission found that there was “reason to be cautious of potential biasinthe
utility sector.” However, based the evidence presented by the experts, it was not convinced an adjustment for

analystbias should be made.**

The Panel holds asimilarview in this proceeding. Dr. Booth has provided
evidence that supportthe existence of optimism bias. However, counterto this, the Brattle Group Report states
utility industry estimates are likely to be more accurate than those in otherindustries. Moreover, as argued by
FEl, Dr. Booth acknowledges thisinthe 2012 GCOC proceeding where he stated “optimism biasis probably more
evidence (sic) in growth stocks thanit isin value stocks, and it’s less evidentin utilities than in otherareas.”***
Giventhese considerations, the Panel finds that caution must be exercised with analyst estimates due to the
potential for optimism bias but is not persuaded the evidence supports the need to adjust analyst forecasts

related to the utility industry.

32 0ral Hearing Transcript Volume 2, p. 422.

2013 GCOC Decision, p. 71.
2012 GCOC proceeding, Exhibit B-26, p. 21.
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5.2.4.3 Appropriate DCF estimate
Commission determination

As noted above, the Panel found that only limited weight could be given to Dr. Coyne’s multi-stage DCF
estimates, excluding the financing flexibility adjustment, of 9.32 forthe Canadian and 8.39 percent for the US
proxy groups but has a higherlevel of confidence in the US estimates due to them beinga closer comparator to
FEl on many parameters. However, also noted is the Panel’s concern there is agreaterlevel of risk faced by FEI's
US comparators due to operatingin a different regulatory environment whichis not directly comparableto
British Columbia. Given these factors, the Panel does not consider direct application of Mr. Coyne’s estimates
for either marketto be appropriate. Accordingly, with application of appropriate judgement, the Panel accepts
a maximum 8.4 percent excluding the financing flexibility adjustment as the DCF estimate for an appropriate
ROE.

5.2.5 Financingflexibility adjustment

In the 2013 GCOC Decision, the Commission accepted an allowance for financial flexibility of 50bps added to the
CAPM and DCF testsin determining the fair ROE.>*> The decision referenced a definition of this allowance for
financing flexibility as consisting of: (1) flotation costs comprising financing and market pressure costs arising at
the time of the sale of new equity; (2) a margin, or cushion, for unanticipated capital market conditions; and (3)
a recognition of the “fairness” principle.>*®

Both Mr. Coyne and Dr. Booth agree that 50 bps isa reasonable financing flexibility adjustment®’

358

and Mr. Coyne
is of the view an adjustment of 50 bpsis common regulatory practice in Canada.

FEI submits that 50 bps forfinancing flexibility is consistent with past precedent and expert evidence, thatitisa
reasonable financing flexibility adjustment, iscommon regulatory practice in Canada and addresses the utility’s
need to raise capital withoutimpairingits financial integrity.>*’

CEC submits 50 bpsis reasonable.**°
Commission determination

The Panel notes there is agreementamong the experts and partiestoa 50 bps financing flexibility adjustment.
Thisis consistent with the 2013 GCOC Decision and given the agreement of the parties, the Panel accepts an
allowance forfinancial flexibility of 50 bps added to the CAPM and DCF testsin determining the fair ROE.

There was not an extensive examination of thisissuein the current proce edingand as a result, no evidence to
suggest deviating from using the 50 bps financing flexibility adjustment relied uponin recent hearings. However,
with respectto Mr. Coyne’s testimony that 50 bps is generally used in Canada, the Panel notes that there was no

3332013 GCOC Decision, p. 80.

2013 GCOC Decision, p. 79.
Exhibit B-1, Appendix B, p. 60.
Exhibit B-9, BCUCIR 39.1.

FEI Final Submission, pp. 99-100.
CEC Final Submission, p. 14.
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evidence comparing Canadian jurisdictions on the record to support this. In addition, the Panel notes the
Terasen Gas Inc. and Terasen Gas (VancouverlIsland) Inc. 2006 ROE Decision, the Commission allowed a “pure”
flotation allowance of 25 bps for the DCF test and no flotation cost allowance forthe CAPM and stated the
Commission “will not automatically add a 50 basis point surcharge to whateverreturnit deems appropriate, but
will exercise its judgment each time.”**" The Panel expects the issue to be more closely examined witha
jurisdictional review on the application of afinancing flexibility adjustmentin Canadain FEI's next hearing

dealing with ROEand common equity component.
5.2.5.1 FEI'sROE relative to other Canadian utilities

Mr. Coyne’s comparison of the Canadian peer group companies’ approved equityratioand ROE inrelationto his
overallriskrankingisincludedin Table 5.6:

Table 5.6: Canadian Peer Group Comparative Risk Analysis and Authorized ROE**

Risk .
Authorized .
. assessment . Authorized return
Operating Company . equity .
relative to . on equity
FEI ratio
Proposed FortisBC Energy Inc. N. A. 40.0% 9.50%
Current FortisBC Energy Inc. N. A. 38.5% 8.75%
ATCO Gas Less risky 38.0% 8.30%
Enbridge Gas Distribution Inc. Less risky 36.0% 9.30%
Union Gas Less risky 36.0% 8.93%
Gaz Métro More risky | 38.5% 8.90%

Panel discussion

Although none of the parties presented arguments on the comparison of FEI's current or proposed ROE to other
Canadian utilities and while not determinative of afair ROE, the Panel considers this step useful for considering
the overall reasonableness of the range of estimates presented inthe CAPMand DCF estimates. When
compared against FEI’s current and proposed ROE to the Canadian peergroup’s ROEs and equity components
compiles by Mr. Coyne, the Panel notes the experts’ assessment that FEl is more risky than EGDI, Union Gas and
ATCO Gas and lessrisky than Gaz Métro. Given thisranking, one would expectitisappropriate for FEI's ROE to
fall somewhereabove EGDI, Union Gas and ATCO Gas and below Gaz Métro. Given that ATCO Gas’ ROE is less
risky than FEl it isreasonable that ATCO Gas’ authorized ROEis lowerthan that of FEI. With consideration of the
inclusion of Gaz Métro’s preferred shares inits capital structure and its higher allowed ROE, the Panel is satisfied
FEI's current ROE is appropriately positioned relativeto the riskier Gaz Métro. The Panel notes that Union Gas

%! Terasen Gas Inc. and Terasen Gas (Vancouver Island) Inc. Application to Determine the Appropriate Return on Equity and Capita
Structure and to Review and Revise the Automatic Adjustment Me chanism (2006 TGl ROE), Decision dated March 2, 2006, pp. 54-55.
382 Exhibit B-1, Appendix B, p. 101.
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and EGDI both have slightly higher authorized ROEs than FEI. However, thisis offset by theirsignificantly lower
36 percentequity ratio.

5.3 Appropriate return on equity
Commission determination

The Panel has determined that a return on equity of 8.75 percent meets the Fair Return Standard and is
appropriate for FEI, effective January 1, 2016. This represents no change fromthe 2013 GCOC Decision where
the Commission determined the same return on equity.

The Panel notesin the 2013 GCOC Decision, the Commission determined that the most compelling frameworks
for assessing the return on equity are the DCF model and the CAPM and placed equal weight onthe CAPMand
DCF model in determiningthe allowed ROE.

The experts’ DCF models and CAPMs and underlying assumptions have been explored e xtensively in this
proceeding. The Panel notes Mr. Coyne arrives at hisrecommendation of 9.5 percent ROE based on his detailed
analysis, placing equal weight on the estimates produced by his models. Onthe other hand, Dr. Booth
recommends an ROE of 7.5 percent more from an application of his judgmentthan from any output from his
models.

With respectto reliance onthe models, the Panel agrees with Mr. Coyne, that the use of the models provides
different perspectivethat helpsinform the estimate of ROE but that both the DCF model and CAPM have their
own set of inherentlimitations. All parties advise the Panelto use itsjudgmentto assessthe reasonableness of
the results of the models. FEl underlines the importance of using multiple tests to be assured of a reasonable
estimate of ROEand AMPC/BCOAPO recommend using the models asa check on each otherand applying
judgement based on external conditions.

In determiningthe appropriate weight to place on the models, the Panel recognizes they are imperfectand must
considerthe totality of the evidence. In Mr. Coyne’s approach, both models rely on proxy group information and
a selection of proxy companies thatare imperfect comparators due to differing business and regulatory
environments than FEl. Inthe view of the Panel, company specificriskis notimportantin the CAPM. The CAPM
dependsonanumberof subjective decisions including the determination of the risk free rate in the current all -
time low interest rate environment. Both experts outline the issues with the CAPMin the current environment.
The DCF modelis highly sensitiveto growth rate estimates and there can be significant variability in analyst
estimates and addingto this, there are no strong comparator Canadian companies foruse as proxiesinthe DCF
model. As a result of the current global economicenvironment, the reliability of the models has been called into
guestion more than once in the previous cost of capital hearings, requiring the Panelto exerciseits judgement
to a greaterdegree.

Accordingly, inaddition to consideringits findings on the appropriate ROE indicated by: (1) the CAPM model of
approximately 8.5 percentincluding financing flexibility adjustment; and (2) the DCF model of no more that 8.9
percentincluding afinancingflexibility adjustment, the Panelalso considers whether conditions have changed
sufficiently since the 2012 GCOC proceeding to warrant an increase or decrease in ROE.
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In addition to favouring the application of judgment more heavily than in the previous decision, the Panel does
not believe astrictreliance on an equal weighted mechanical calculation of its findings with respect to DCF
model and CAPM outputsinthis circumstance is appropriate fordetermining afair ROE. Given these factors, the
Panel has concluded FEI's currently allowed ROE of 8.75 percent, within the context of a38.5 percent equity
capital structure, remains well withinthe range of current model outputs and is therefore reasonable.

Taking these factors togetherand weighing them accordingly, the Panel considers there to be insufficient
justification forawardingeitherahigheror lower ROE at thistime. The Panel also examined and found there is
no compelling evidence to supportthe needtoincrease the return on equity giventhe 38.5 percent common
equity component.

As a check, the Panel notes FEI’s 8.75 percentapproved ROE, givenits equity component of 38.5 percent falls
intothe appropriate range amongits Canadian regulated utility comparators. While not determinative, this
furthersupports the Panel’s decisionto leave FEI's ROE unchanged.

6.0 AUTOMATIC ADJUSTMENT MECHANISM

Theissue the Panel must deal withis whetherto continue withan AAMas a means of providingannual updates
to the benchmark utility’s ROE or whetherit should be suspended oreliminated entirely.

An AAMbased on changes to long-term Canada bond rates was firstimplemented by the Commission in 1994°¢
but in 2009, by Order G-158-09, it was eliminated. In eliminating the AAMin 2009, the Commission stated, “in
its present configuration, the AAMwill not provide an ROEfor TGl for 2010 that meetsthe FairReturn
Standard.”*** In the 2013 GCOC Decision, the AAMwas reinstituted on the basis that it “better meets the FRS
than giving no consideration to market changes overthe period between ROE proceedings.” The Commissionin
thisinstance addressed some of the concerns with previous mechanisms and established a two variable model
takinginto account utility bond spreads as well aslong-term Canada Bond yields. However, in recognition of the
effect of monetary policy on bond rates, the Commission directed any implementation of this mechanism be
subjecttoan actual long-term Canadabondyield of 3.8 percent being met orexceeded. Therefore, the AAM
formulawould notapply unless the long Canadabond yield was be low 3.8 percent.*®® The Canada long-term
bondyield has remained below the 3.8 percentthreshold since 2013 and therefore, the AAMwas notapplied to

FEI’s ROE during the period since the 2013 GCOC Decision.>**®

FEI's positionis thata formula cannot capture all of the changes affecting a utility’s cost of capital and will yield
areturn that does not meet the Fair Return Standard. FEI submits the Commission should suspend use of the
AAM formulainthisjurisdiction and review the cost of capital ina three to five-yeartime frame. A periodic
review isthe best way to ensure the ROE s reflective of the true cost of equity and meets the FairReturn
Standard. However, if the Commission was to continue to believe an AAMto be an appropriate approach, FEl

%83 2013 GCOC Decision, p. 81.

Terasen Gas Inc., Terasen Gas (Vancouver Island)Inc., and Terasen Gas (Whistler) Inc., and Retu rn on Equity and Capital Structure
(2009 TGI ROE), Decision dated December 16, 2009.

%3 |bid., pp. 90-91.

3% Exhibit B-1, p. 32.
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recommends atwo-factor model capturing corporate credit conditions as well as the prevailing risk free bond
ratesas approved inthe 2013 GCOC Decision.>®’

FEI notesthat an AAMhas beenin place since 2013. Overthis period, there has notbeen an ROE adjustment
and overthis period, Régie Quebechas suspended application of its formula. Further, FEl points out that Dr.
Booth opines he doesn’texpectit will be triggered in the nextthreeyears.>*®

369 . .
He alsonotesin his

Mr. Coyne in his Direct Testimony holds views that are consistent with those of FEI.
rebuttal testimony thatusingaformulaicAAMintroduces the potential forerrorin setting ROE as there is risk
that bondyields and credit spreads, the formulaic coefficients, do not effectively model utility returns. Itis Mr.
Coyne’s opinion that use of an AAM formulais not a substitute for proceedings where cost of capital evidenceis
presented and vetted by the stakeholders andit should be only relied upon to make interim changesto the cost

of capital between rate proceedings.>”°

Intervenersubmissions

AMPC/BCOAPO support continuation of the use of the AAM arguing there was substantial work done to arrive at
thisformulabothinthe 2012 GCOC proceedingandtoa lesserextentthis hearingand thereby reinforcingthe
benefit of an AAM forstakeholders. In theirview, the efficiency benefits of the 2013 GCOC Decision approved
AAM formularemainsrelevantand the factthe long Canadabondyield hasyetto meetthe 3.8 percentlong
Canada bond trigger does notinvalidate its usefulness.>”*

Dr. Booth states thatadjustment models allow the ROE to be kept current without a need forextensive hearings
but notes that keyinga “fair ROE off the long Canada bond forecast currently cause s significant problems due to
distortionsin that forecast.”*’? His current judgement is the fair ROE has not decreased to the same extend as
has the long Canada bondyield pointing out they are set by “global policy makers” or central banks ratherthan
investors. Consequently, he judges adjustingthe ROE by 50 to 75 percent of the decrease inlong Canadabond
yields, asrecommended in the 2012 GCOC proceeding, underestimates the fair ROE.

Dr. Booth still regards 3.8 percent as “a minimum long Canadabond yield consistent with investors trading off
riskand return, since this equatesto a negligiblereal aftertax rate of returnfora taxable investor.” Further, he
statesthat heis notas optimisticas RBC and otherforecasters’ expectations that the 3.8 percentrate will be
reachedin 2018, as itwill depend onwhenthe Federal Reserve Board beginstosell its stockpile of government
debt. Dr. Booth states he is happyto seta fixed rate forthe period endingin 2018 noting he does not thinkin
the nextthree years the one-yearahead forecast long Canada bond yields will reach 3.80 percent.®”?
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Exhibit B-1, pp. 32—-33; FEI FinalSubmission, p. 101.
FEI Final Submission, pp. 101-102.

ExhibitB-1, Appendix B, p. 103.

Exhibit B-16, p. 10.

371 AMPC/BCOAPO Final Submission, p.69.
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CEC recommends the Commission continue with the existing AAMpointing out that the Commissionis likely to
review the cost of capital regardless of whetheran AAMis in place or not. CEC submitsthatthe AAM can
provide comfort that the ROE will be responsiveto current situations.>”*

Commission determination

The Panelis not persuaded that continuingto rely on an AAM to update FEI's ROE on an annual basis is
appropriate or will necessarily meet the Fair Return Standard. Therefore, the Panel suspends furtheruse of an
AAM as a mechanismto adjust FEI’s ROE on an annual basis.

The Panel continuesto hold the view thatan effective AAMcan be a useful tool in providing an u pdating
mechanism for ROE thereby eliminating some of the need forlengthy and expensive formal reviews. However,
the Panel acknowledges that economicconditions are uncertain and accept Dr. Booth’s explanation of long
Canada bondyields beingless affected by investors and more by central banks. Therefore, the Paneldoes not
believethat continuing withan AAMat thistime will necessarily resultin changes reflecting afair ROE or
meeting the Fair Return Standard.

Overthe past three years, bondyields have notreached the 3.80 percent trigger point specified inthe 2013
GCOC Decision noristhere conclusive evidence in this proceeding this target will be reached over the nextfew
years. The Panel acknowledges that RBCand otherrate forecasters have predicted that the trigger point will be
exceeded by 2018. However, there were similar predictions at the time of the 2012 GCOC proceeding which did
not occur and inthisinstance, Dr. Booth has expressed doubt astothe 3.80 percenttriggerpointbeingreached
by the end of 2018.

In the Panel’sview, there is limited benefit to continuing to apply the AAMfor the next period of time and there
may be potentially undesirable consequences with its continued use. In addition, there has been little
examination of the formulaitselfand no furtherevidenceto suggesta3.80 percenttriggerpointisasvalid today
as it was considered to be inthe 2013 GCOC Decision. Therefore, the Panelis persuaded thatasuspension of the
AAMiswarranted. However, once there isareturn to more certain economic conditions with more normal
interestrates, the Panel believes the re-implementation of an AAMis worthy of further consideration.

7.0 FEI AS THE BENCKMARK UTILITY
In the 2013 GCOC Decision, the Commission found that FEl was the appropriate benchmark utility and stated:

FEl is well established, of sufficient size and has a diverse customerand asset base. In addition,
FEl iswell understood as a utility by all the participants asit has traditionally been used as the
benchmark utility in British Columbia. This and the fact that there is a substantial body of FEI
related evidence already on the record in this proceeding makes FEl a reasonable candidate for
the benchmark utility. Therefore, notwithstanding the various positions of the participantsas to
whether FEl can be described as a pure play gas distribution utility, the Commission Panel
agrees with the participants and accepts FEl, in the present time frame, as the most appropriate
choice forthe benchmark utility.>”
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CEC Final Submission, p. 117.
Order G-148-12, Reasons for Decision, p. 4.
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FEI states the Commission should continueto treat FEl as the benchmark utility and based oniits current
characteristics there is no compelling reason to change .*’®

CEC agrees that FEI should continue as the benchmark utility and recommends that the Commission maintain

this status.®”’

Commission determination

No partyin this proceeding disagreed with FEI continuing to be the benchmark utility. Accordingly, the Panel
directs the common equity component and ROE approved in this decision will serve as the benchmark cost of
capital for any other utility in British Columbiathat uses the benchmark utility to set rates.
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Exhibit B-1, pp. 34-35.
CEC Final Submission, p. 118.
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DATED at the City of Vancouver, inthe Province of British Columbia, this 10th day of August 2016.

Original Signed By

K. A. KEILTY
PANEL CHAIR / COMMISSIONER

Original Signed By

D.A.CoTE
COMMISSIONER

Original Signed By

N. E. MACMURCHY
COMMISSIONER






Sixth floor, 900 Howe Street

iyl British Columbia Vancouver, BC Canada V6Z 2N3
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corumea - Utilities Commission BCToll Free: 1-800-663-1385

FAX: (604) 660-1102

ORDER NUMBER
G-129-16

IN THE MATTER OF
the Utilities Commission Act, RSBC 1996, Chapter 473

and

FortisBC Energy Inc.
Application for its Common Equity Component and Return on Equity for 2016

BEFORE:
K. A. Keilty, Panel Chair/Commissioner
D. A. Cote, Commissioner
N. E. MacMurchy, Commissioner

on August 10, 2016

ORDER

WHEREAS:

A.

On October?2, 2015, FortisBCEnergy Inc. (FEl) filed an application for areview of its common equity
componentand returnon equity for2016 (Application) pursuantto the British Columbia Utilities
Commission (Commission) decision in the Generic Cost of Capital Stage 1 proceeding;

Inits Application, FEl submits that the amalgamated FEI (the amalgamation of three affiliated entities: the
former FortisBCEnergy Inc., FortisBC Energy [Whistler] Inc. and FortisBC Energy [Vancouver Island] Inc.)
continuesto be the logical choice to serve as the benchmark utility forthe purpose of determining the cost
of capital for other utilities;

By OrderG-177-15 dated November9, 2015, the Commission established a proceedingtoreview the
Application. The regulatory review was by way of a limited scope oral hearingand included two rounds of
information requests (IRs) to FEland one round of IRs on intervener evidence;

Six parties registered asintervenersin this proceeding. Amongthose registered, the mostactive were the
Commercial Energy Consumers of British Columbia, the British Columbia Old Age Pensioners’ Association et
al. and the Association of Major Power Customers of BC(AMPC): collectively, the “Utility Customers”;

On December7, 2015, the Commissionissued Order G-193-15 inthe FEI Annual Review of 2016 Delivery
Rates Decision settinginterim delivery rates forall non-bypass customers effectiveJanuary 1, 2016 and
approving FEI's existing capital structure and return on equity on an interim basis effective January 1, 2016,
pendingthe outcome of this cost of capital proceeding;

On December 15, 2015, the Commissionissued Order G-204-15 and ordered, among otherthings, that FEI's
existingcommon equity component and return on equity would remain the benchmark on aninterim basis,
effectivelanuary 1, 2016;

w2
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On January 26, 2016, the Utility Customersfiled intervener evidence of their expert witness, Dr. Laurence
Booth;

The oral hearingtook place from March 9, 2016 to March 11, 2016;

The argument phase of the proceedingtook place from April 3, 2016 to April 28, 2016. On May 5, 2016,
AMPC sought leave to file two narrow sur-reply submissions;

By Order G-68-16 dated May 13, 2016, the Commission, after considering comments from FEl and other
interveners, allowed the sur-reply toremain onrecord; and

The Commission has reviewed and considered all of the evidence and submissions on record forthe
proceeding.

NOW THEREFORE pursuantto sections 59 to 61 of the Utilities Commission Act, the British Columbia Utilities
Commission orders as follows:

1. FortisBCEnergyInc.’scommon equity componentissetat38.5 percent, effective January 1, 2016.

2. FortisBCEnergyInc.’sreturnon equityissetat 8.75 percent, effective January 1, 2016.

3. Theuse of the AutomaticAdjustment Mechanism formulais suspended indefinitely.

4. The common equity componentand return on equity approved for FortisBCEnergy Inc. inthe decision
issued concurrently with this order will serve as the benchmark cost of capital forany other utility in British
Columbiathat usesthe benchmark utility to set rates.

5. The common equity componentand return on equity will remainin effect until otherwise determined by the
Commission.

6. FortisBCEnergyInc.’sinterimratessetby Order G-193-15 are approved as permanent, effective January 1,
2016. FortisBCEnergy Inc.is to file, within 15working days from the date of this order, updated final rate
schedulesinaccordance with Directives 1and 2 of thisorder.

DATED at the City of Vancouver, in the Province of British Columbia, this 10th day of August 2016.

BY ORDER

Original Signed By:

K. A. Keilty

Commissioner

Orders/G-129-16_FEI_CECROE 2016_Decision
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FortisBC Energy Inc.

Application for its Common Equity Component and Return on Equity for 2016

LIST OF ACRONYMS

2006 TGI ROE Decision

Terasen Gas Inc. and Terasen Gas (VancouverIsland) Inc. Application to
Determine the Appropriate Return on Equity and Capital Structure and to
Review and Revise the Automatic Adjustment Mechanism, Decision dated
March 2, 2006

2009 TGI ROE Decision

Terasen Gas Inc., Terasen Gas (Vancouverlsland) Inc. and Terasen Gas
(Whistler) Inc. Return on Equity and Capital Structure, Decision dated
December 16, 2009

AAM Automatic Adjustment Mechanism

AMPC Association of Major Power Customers of BC

Application ;ce):ﬂ::gEr:zzzgi\{\llr;g.régfgcation forits Common Equity Component and
Atmos Atmos Energy Corporation

BC Hydro British ColumbiaHydroand Power Authority

BCMEU British Columbia Municipal Electrical Utilities

BCOAPO British Columbia Old Age Pensioners’ Organization et al.

BCUC, or Commission

British Columbia Utilities Commission

bps basis points

CGA Canadian Gas Association

CAPM capital asset pricing model

CCAPM conditional capital asset pricing model

CEC Commercial Energy Consumers Association of British Columbia

Consensus Economics

Consensus Economics Inc.

cov

City of Vancouver

Creative Energy

Creative Energy Vancouver PlatformsInc.

DCF

discounted cash flow
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EGDI Enbridge Gas Distribution Inc.
FEI FortisBCEnergy Inc.
FERC Federal Energy Regulatory Commission
FEVI FortisBC Energy (Vancouverlsland)Inc.
FEW FortisBC Energy (Whistler) Inc.
FortisBC FortisBC Utilities
GCOC Generic Cost of Capital
GHG greenhouse gas
ICG Industrial Customers Group
ICR interestcoverage ratio
IR Information Request(s)
LNG liguefied natural gas
MRP market risk premium
Moody’s Moody’s Investor Services
NGTL Nova Gas Transmission Ltd.
OEB Ontario Energy Board
PBR Performance Based Rate-making
PMM purchase money mortgage(s)
RBC Royal Bank of Canada
ROE returnon equity
UCA Utilities Commission Act

Utility Customers

Commercial Energy Consumers Association of British Columbia, British
Columbia Old Age Pensioners’ Organization etal. and Association of

Major Power Customers of BC
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Commission Counsel
Commission Counsel
Counsel forFortisBCEnergy Inc.
Counsel for FortisBC Energy Inc.

Counsel for Association of Major Power Customers of B.C.

C. Weafer Counsel for Commercial Energy Consumers of British Columbia
E. Cheng Commission Staff

L. Cheung Commission Staff

S. Allen Consulting Staff

Allwest Reporting Ltd.

Court Reporters
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FORTISBC ENERGY INC.
Expert Opinion on a Benchmark Fair Return
James M. Coyne ConcentricAdvisors

AsSOCIATION OF MAJIOR POWER CUSTOMERS OF BC, COMMERCIAL ENERGY CONSUMERS ASSOCIATION OF BRITISH
COLUMBIA AND BRITISH COLUMBIA OLD AGE PENSIONERS’ ORGANIZATION ET AL., COLLECTIVELY THE UTILITY CUSTOMERS

Laurence D. Booth, DBA University of Toronto
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IN THE MATTER OF
the Utilities Commission Act, RSBC 1996, Chapter 473

and
FortisBC Energy Inc.

Application for Common Equity Component
and Return on Equity for2016

EXHIBIT LIST

Description

Letter dated October 15, 2015 - Appointingthe Commission Panelforthe review of the
FortisBCEnergy Inc. Application for Common Equity Component and Return on Equity
for2016

Letter dated November9, 2015 — Commission Order G-177-15 establishing the Regulatory
Timetable

Letterdated November 25, 2015 — Commission Information Request No. 1to FEI

CONFIDENTIAL Letter dated November 25, 2015 — Confidential Commission Information
RequestNo. 1to FEI

Letter dated November 30, 2015 — Request for Submissions on Interim Order
Letter dated December4, 2015 — Commission amending Regulatory Timetable

Letter dated December 15, 2015 — Commission Order G-204-15 with reasons for decision
oninterimrates

LetterdatedJanuary 12, 2016 — Commission Information Request No. 2to FEl
Letter datedJanuary 15, 2016 — BCUC Rules of Practice and Procedure to parties

Letterdated February 9, 2016 — Commission Intervener Evidence Information Request No.
1 to Utility Customers

Letter dated February 16, 2016 — Commission cancelling Procedural Conference and
Requestforwritten submissions

Letter dated February 25, 2016 — Commission clarifying Scope of Oral Hearinginresponse
to FEI (Exhibit B-15)
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A2-8

A2-9

A2-10
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Letter dated March 3, 2016 — Oral Hearinginformation

Letter dated May 6, 2016 — Request for Submissionson AMPC’s request to file sur-reply
submissions

Letterdated May 13, 2016 — Commission Order G-68-16 with reasons for decision on
AMPC’s requestforleave tofile sur-reply

Letter dated November 25, 2015 — Commission staff filing FortisBC Energy Inc. —Price Risk
Management Workshop Summary Report (October 27, 2015)

LetterdatedJanuary 12, 2016 — Commission staff filing Morningstar Australasia Pty Ltd. —
Morningstar Stock Sector Structure (2011)

Letterdated January 13, 2016 — Commission staff filing The Brattle Group — Survey of Cost
of Capital Practicesin Canada (May 31, 2012)

Submitted at Oral Hearing March 10, 2016 - NEW JERSEY RESOURCES, INVESTOR FACT
SHEET, DATED NOVEMBER 13, 2015

Submitted at Oral Hearing March 10, 2016 - THREE-PAGE EXCERPTFROM STATE OF NEW
JERSEY BOARD OF PUBLIC UTILITIES DECISION, "EXHIBITP-1"

Submitted at Oral Hearing March 10, 2016 - TWO-PAGE EXCERPT FROM STATE OF NEW
JERSEY BOARD OF PUBLIC UTILITIES DECISION, RE: EVIDENCE OF PAUL R. MOUL

Submitted at Oral Hearing March 10, 2016 - EXCERPTS FROM ATMOS ENERGY
CORPORATION 2014 SUMMARY ANNUALREPORT, "INVESTING FOR SAFETY"

Submitted at Oral Hearing March 10, 2016 - DALLAS MORNING NEWS ARTICLE DATED
AUGUST 19, 2013

Submitted at Oral Hearing March 10, 2016 - EXCERPT FROM FORTISBC WEBSITE, "SWITCH
TO NATURAL GASAND SAVE"

Submitted at Oral Hearing March 10, 2016 - EXCERPTS FROM WRITTEN EVIDENCE OF
JAMES H. VANDER WEIDE
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B-8

B-9

B-10

B-11

B-12

B-12-1

B-13

B-14

B-15

B-16

B-17
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FORTISBC ENERGY INC. (FEI) Letter Dated October 2, 2015 - Application for Common Equity
Componentand Return on Equity for2016

Letter dated December4, 2015 - FEI Submission regarding Interim Order Exhibit A-5

Letter dated December9, 2015 — FEI Reply Submission regarding Interim Order

Letter dated December 18, 2015 — FEI Response to CEC IR No. 1

Letter dated December 18, 2015 — FEI Response to BCOAPO IR No. 1

Letter dated December 18, 2015 — FEI Non-Confidential Responseto BCUC Confidential IR
No.1

Letter dated December 18, 2015 — FEI Response to AMPC IR No. 1

Letterdated December 18, 2015 — FEI Response to AMPC ConcentriclRNo. 1

Letter dated December 18, 2015 — FEI Response to BCUC IR No. 1

LetterdatedJanuary 22, 2016 — FEI Response to BCUC IR No. 2

LetterdatedJanuary 22, 2016 — FEI Response to ICGIR No. 2

Letterdated January 22, 2016 — FEI Response to CECIR No. 2

CONFIDENTIAL — Letter dated January 22, 2016 — FEI Confidential response to CECIR-
2 48.3.3

Letterdated February 9, 2015 — FEI Information Request on Intervener Evidence to AMPC

Letterdated February 18, 2015 — FEI Submission on Exhibit A-11and Request for
Clarification

Letter dated February 22, 2015 — FEI Reply Submission on Scope of Oral Evidence

Letterdated February 29, 2015 — FEI Submitting Rebuttal Evidence of FEl and Mr. Coyne

Letter dated March 4, 2016 - FEI Submitting Witness Panel Direct Testimony
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B-26-1

B-27

B-28

B-29

B-30

B-31

APPENDIX D
Page 4 of 7

Submitted at Oral Hearing March 9, 2016 - BAR GRAPH ENTITLED "FIGURE 1:
RECOMMENDATION VS. ALLOWED FOR Canadian DISTRIBUTORS"

Submitted at Oral Hearing March 10, 2016 - CHAPTER5 FROM THE IBBOTSON VALUATION
HANDBOOK

Submitted at Oral Hearing March 10, 2016 - UNDERTAKINGNO. 1, RE: TRANSCRIPT VOLUME
1, PAGE 141, LINE21 TO PAGE 142, LINE 18

Submitted at Oral Hearing March 10, 2016 - UNDERTAKING NO. 2, RE: TRANSCRIPT VOLUME
1, PAGE 120, LINE4 TO PAGE 121, LINE 20

Submitted at Oral Hearing March 10, 2016 - UNDERTAKING NO. 3, RE: TRANSCRIPT VOLUME
1, PAGE 65, LINES 18 TO 20

Submitted at Oral Hearing March 10, 2016 - UNDERTAKING NO. 4, RE: TRANSCRIPTVOLUME
1, PAGE 144, LINES7 TO 17

Submitted at Oral Hearing March 11, 2016 - UNDERTAKINGNO. 5, RE: TRANSCRIPTVOLUME
1, PAGE 144, LINE23 TO PAGE 145, LINE 6

Submitted at Oral Hearing March 11, 2016 - UNDERTAKING NO. 6, RE: TRANSCRIPTVOLUME
1, PAGE 96, LINE 16 TO PAGE 97, LINE 4

Submitted at Oral Hearing March 11, 2016 - "DOCUMENTS FOR FEI CROSS-EXAMINATION OF
DR. BOOTH"

Letterdated March 17, 2016 - FEI Submitting Revised UndertakingNo.6

Submitted at Oral Hearing March 11, 2016 - MR. COYNE'S CO-AUTHORED EVIDENCE IN
FRONT OF THE REGIE

Submitted at Oral Hearing March 11, 2016 - LIST OF COMPANIES WITH ATICKER AND AN
M/B ONIT

Submitted at Oral Hearing March 11, 2016 - UNDERTAKING NO. 7, RE: TRANSCRIPT VOLUME
1, PAGE 135, LINE3 TO PAGE 137, LINE 22

Submitted at Oral Hearing March 11, 2016 - UNDERTAKING NO. 8, RE: TRANSCRIPT VOLUME
2, PAGE 460, LINE25 TO PAGE 461, LINES

Letterdated March 17, 2016 - FEI Submitting Undertaking No. 9
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Letterdated March 17, 2016 - FEI Submitting Undertaking No. 10
Letter dated March 17, 2016 - FEI Submitting Undertaking No. 11
Letter dated March 17, 2016 - FEI Submitting Undertaking No. 12
Letterdated March 17, 2016 - FEI Submitting Undertaking No. 13
Letterdated March 17, 2016 - FEI Submitting Undertaking No. 14
Letter dated March 17, 2016 - FEI Submitting Undertaking No. 15
Letter dated March 17, 2016 - FEI Submitting Undertaking No. 16

Letterdated March 17, 2016 - FEI Submitting Undertaking No. 17

COMMERCIAL ENERGY CONSUMERS ASSOCIATION OF BRITISH COLUMBIA (CEC) Letter Dated
November 10, 2015 — Request for Intervener Status by Christopher Weafer

Letter Dated November 30, 2015 — CEC submittingIRNo. 1

Letter dated December4, 2015 - CEC Submission regarding Interim Order Exhibit A-5
LetterdatedJanuary 12, 2016 — CEC submitting IRNo. 2 to FEl

Letterdated February 19, 2015 — CEC Submission on Scope of Oral Evidence

UNIoN GAs LimiITED (UNION GAs) Letter Dated November 16, 2015 —Request change to
Interested Party from Intervener Status by Patrick McMahon - changed to Interested Party
seeD-1

BRITISH COLUMBIA MUNICIPAL ELECTRICAL UTILITIES (BCMEU) Letter Dated November 20, 2015 —
Requestforintervener Status by Marg Craigand Alex Love

Letterdated December4, 2015 - BCMEU Submission regarding Interim Order Exhibit A-5
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Cc7-1
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BRITISH COLUMBIA HYDRO AND POWER AUTHORITY (BC HYDRO) Letter Dated November 20, 2015
— RequestforIntervenerStatus by Tom Loski

BRITISH COLUMBIA OLD AGE PENSIONERS’ ORGANIZATION, ACTIVE SUPPORT AGAINST POVERTY,
DisABILITY ALLIANCE BC, COUNCIL OF SENIOR CITIZENS’ ORGANIZATIONS OF BC, AND THE TENANT

RESOURCE AND ADVISORY CENTRE (BCOAPO) Letter Dated November 23,2015 — Request for
Intervener Status by Tannis Braithwaite, Lobat Sadrehashemi and James Wightman

Letter Dated November 30, 2015 —BCOAPO submitting IRNo. 1

Letter dated December4, 2015 - BCOAPO Submission regarding Interim Order Exhibit A-5
LetterdatedJanuary 12, 2016 — BCOAPO submitting Comments regarding IRNo. 2
Letterdated February 19, 2015 —BCOAPO Submission on Scope of Oral Evidence

INDUSTRIAL CUSTOMERS GROUP (1cG) Letter Dated November 23, 2015 —Request for
Intervener Status by Brian Merwin and Robert Hobbs

Letter dated December4, 2015 - ICG Submissionregarding Interim Order Exhibit A-5
LetterdatedJanuary 12, 2016 — ICG submitting IRNo. 2 to FEI

AsSOCIATION OF MAJOR POWER CUSTOMERS OF BC (AMPC) Letter Dated November23, 2015 —
RequestforIntervener Status by Matthew Keen, Brian Wallace, and Richard Stout

Letter Dated November 30,2015 —AMPC submittingIRNo. 1 to FEI
Letter Dated November30, 2015 —AMPC submittingIRNo. 1 to Mr. Coyne (FEI)
Letter Dated December4, 2015 — AMPC Submission oninterim order

Letter Dated December9, 2015 ~AMPC Comments regarding Reply Submission on Interim
Order

Letterdated January 12, 2016 — AMPC submitting comments regarding IR No. 2
Letter datedJanuary 26, 2016 — AMPC submitting Evidence of Dr. Booth

Letter dated February 3, 2016 — AMPC submitting Correction to Dr. Booth Evidence
Letterdated March 4, 2016 — AMPC Submitting Clean Copy of Dr. Booth's Evidence

Letter dated February 18, 2016 — AMPC submitting Dr. Booth Information Responses to FEI
IRNo.1

Letterdated February 18, 2016 — AMPC submitting Dr. Booth Information Responses to
BCUCIR No. 1

Letter dated February 19, 2015 — AMPC Submission on Scope of Oral Evidence
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D-3-1

D-5

E-2
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Letter dated March 9, 2016 — AMPC submitting Booth Opening Statement
Submitted at Oral Hearing March 9, 2016 - AMPC BOOK OF DOCUMENTS

Submitted at Oral Hearing March 10, 2016 - FEI 2016 ROE AMPC WITNESS AID

UNION GAs LimITED (UNION GAs) Letter Dated November 16, 2015 —Request change to
Interested Party from Intervener Status by Patrick McMahon

CoRrIX MULTI-UTILITY SERVICES INC. (CORIX) Letter Dated November 18,2015 — Request for
Interested Party Status by lan Wigington

Letter Dated December4, 2015 — Corix Submission oninterim order

PACIFICc NORTHERN GAs LTD. (PNG) Letter Dated November 23, 2015 — Request for Interested
Party Status by Janet Kennedy, Verlon Otto and Anwar Chaudry

PAcCIFIC NORTHERN GAS LTD. Letter dated December 3, 2015 - Submission regarding Interim
Order Exhibit A-5

CREATIVE ENERGY (CE) Letter Dated November23, 2015 — Request for Interested Party Status
by Michelle McLarty

SENTINEL ENERGY MANAGEMENT INC. (SENTINEL) Letter Dated December 7, 2015 —Request for
Late Interested Party Status by Jim Langley

RIVER DISTRICT ENERGY Letter dated December 1, 2015 - Submission regarding Interim Order
Exhibit A-5

FORTISBC ALTERNATIVE ENERGY SERVICES INC. (FAES) Letter dated December 3, 2015 -
Submission regarding Interim Order Exhibit A-5

ForTISBCINC. (FBC) Letter dated December 3, 2015 - Submission regarding Interim Order
Exhibit A-5

Letter Dated December9, 2015 — FBC Reply Submission regarding Interim Order



