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Maritime Link Project (NSUARB ML-2013-01)

NSPML Responses to Consumer Advocate Information Requests

NON-CONFIDENTIAL

Request IR-1:

With respect to the Opinion of Capital Structure and Return on Equity, prepared by Ms.

Kathleen C. McShane, please provide:

@ Copies of all source documents, articles, cited documents listed in footnotes,

regulatory decisions, work papers, and other sources used in the development and

preparation of the testimony and appendices of Ms. McShane; and

(b)  Anindex with files names and/or page or tab numbers associated with the materials

provided in (1).

Response IR-1:

(a-b) The requested documents and work papers are listed below. If the information is provided

in response to another question, the relevant response is listed below under “File Name”:

Reference/

Line Nos. Please refer to File
Footnote 3 Attachment 1 S&P OPG Hydro One Gov Support 10 2005
Footnote 4 Attachment 2 Bluefield Water Works 1923
Footnote 4 Attachment 3 HOPE NATURAL GAS
Footnote 4 Attachment 4 North-western 1929
881091, FN 5 Attachment 5 WEO 2011 Figure 2.20
91t0 93, FN 6 Attachment 6 Conf Brd Shedding Light 2012
149-143 Attachment 7 ATCO Electric AUC Rule 005 Filing 2011
Schedule 2T
142-143 Attachment 8 AltaLink AUC Rule 005 Filing 2011 Schedule 2
143 Attachment 9 AUC Decision 2011-474
146 Attachment 9
Footnote 8 Attachment 10 S&P AltaLink Nov 2012
151-153 Attachment 11 AUC Decision 2004-052
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Reference/
Line Nos. Please refer to File
Footnote 9 Attachment 9
Footnote 10 Attachment 12 OEB Decision EB-2006-0501
181-182 Attachment 13 Moodys ATC 2012.
181-182 Attachment 14 S&P ATC 2012
Footnote 11 Attachment 15 S&P Peer Comparison 2006
198-200 Attachment 16 NEB GH-6-96 Maritimes and Northeast
198-200 Attachment 17 NEB GH-3-97 Alliance
198-200 Attachment 18 NEB OH-3-2007 Southern Lights
200-201 Attachment 19 DBRS Alliance 2012
200-201 Attachment 20 DBRS M&NP 2012
200-201 Attachment 21 S&P Alliance 2012
200-201 Attachment 22 S&P M&NP 2012
218-220 Attachment 23 Decision 2012 NSUARB 227
Footnote 14 Attachment 24 work paper footnote 14
Footnote 15 Attachment 25 OEB Report of Board 2009
Footnote 15 Attachment 26 OEB EB 2010-0002.
Footnote 15 Attachment 27 OEB Letter COC Parameters for 2012,
Footnote 15 Attachment 28 OEB Letter COC Parameters for 2013
Footnote 16 Attachment 9
255-265 Attachment 29 Conf Brd Electricity Restructuring 2004

Footnote 17

Energy Policy Act 2005
http://www.gpo.gov/fdsys/pka/PLAW-109publ58/pdf/PLAW-

109publ58.pdf

Footnote 18 Attachment 31 FERC Order 679

Footnote 18 Attachment 32 FERC Order 679A

Footnote 18 Attachment 33 FERC Order 679B

Footnote 18 Attachment 34 FERC 2012 Policy Statement

Footnote 20 Attachment 35 FERC RITELine

320-325 Attachment 36 Work paper weighted roe
Attachments

Footnote 22 18, 19 and 20
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Reference/
Line Nos. Please refer to File
330-331 CA IR-5
339 CA IR-3
412 CA IR-3
Footnote 24 CA IR-3
Footnote 25 Attachment 25
Footnote 26 Attachment 37 Regie D-2010-147 Gazifere 2010
Footnote 26 Attachment 38 Regie D-2011-182 Gaz Metro 2011
Footnote 27 Please refer to CA IR-3.
Footnote 28 Please refer to CA IR-3.
514 to 517 Please refer to CA IR-3.
App. B - utility Please refer to CA IR-5.
selection
Table B-1 Please refer to CA IR-5.
App. B - price and Please refer to CA IR-3.
dividend info
App. B page B-6 Please refer to CA IR-3.
Table B-2 Please refer to CA IR-3.
App. B - 3 stage i
growth model Please refer to CA IR-3.
Table B-3 Please refer to CA IR-3.
App.B, regression i
and EN 5 Please refer to CA IR-3.
Table B-4 Please refer to CA IR-3.
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RESEARCH

Credit FAQ: Implied Government Support As A Rating
Factor For Hydro One Inc. And Ontario Power
Generation Inc.

Publication date: 20-Oct-2005 -

Primary Credit Analyst: Laurie Conheady, Toronto (1) 416-507-2518;
laurie_conheady@standardandpoors.com

Secondary Credit Analyst: Nicole Martin, Toronto (1) 418-507-2560;
nicole_martin@standardandpoors.com

The rating action by Standard & Poor's Ratings Services on electricity generator Ontario Power Generation
inc. (OPG; BBB+/Positive/--) on Sept. 27, 2005, incorporates the application of its government support
methodology and highlights circumstances where the level of implied government support can differ
between related entities.

This credit FAQ will help users of the ratings understand Standard & Poor's approach to rating
government-related issuers by providing an explanation of the criteria and how and what level of implied
government support is factored into ratings. Furthermore, an explanation of the level of support factored
into the rating on OPG and why it differs from that assigned to its sister company, the electricity
transmission and distribution utility, Hydro One Inc. (A/Stable/A-1), is provided. The article also looks at
circumstances where the support might change over time.

Hydro One and OPG are both wholly owned by the Province of Ontario (AA/Stable/A-1+). The Ontario
Energy Board (OEB) independently regulates Hydro One, while the provincial government sets the current
prices received for the bulk of OPG's generation output, and has established legislation whereby the bulk
of OPG's assets will move to independent regulation over time.

Frequently Asked Questions

When and how does Standard & Poor's factor government support into a rating?

Essentially the issue of rating support for government-owned entities falls into three broad categories. The
categories, ratings treatment, basis for classification, and some examples in the Canadian market of the
classification are outlined in table 1. In none of these cases is direct or percentage ownership the
determining factor to the degree of expected support.

Table 1
Broad Categories of Government-Supported Entities
Category Ratings Treatment Basls of Classification Examples
1 Appropriats to equalize Where a business unit or entity is  The corporate credit rating on Chatham Kent Energy Inc. is
the rating on the entity viewed as highly aligned and equalized with that of its owner, the Municipality of Chatham-
with the rating on the integral to the gevernment's policy  Kent. Other examplas include the equalizing of tha ratings on
government. directives and finances. the debt issued by Hydro Quebec and Newfoundiand and

Labrador Hydro with that of their provinclal owners based on
explicit and unconditional guarantees, although other
obligations of the utiliies are not explicitly guaranteed.

2 In these Instances the Entities that have a defined public  The ratings on the University Health Network, York University,
corporate credit rating on  policy role in which the and the York Region District School Board are notched off the
the entity is notched off government defines their rating on the Province of Ontario.
the rating on the performance and prospects.
government from oneto Supportis both a matter of poticy
six notches. and law with support expressed

through statutory or ultimate -

LT ratinesdirect.com/Apps/RD/controller/Article?id=470106 &type=&outputTyp... 10/3/2006
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rather than timely — guarantees.

3 Rather than a notching Whaere the relationship is Globally this category includes the majorify of rated and
down from the rafingon  supportive and cften enhances the unrated government-supported entities and it is within this
the government, the rating entity's underlying credit strengths  category that Hydro One and OPG sit.
is notched up from the through helpful pelicies and the
stand-alone rating on the  possibility of direct assistance.
company and could bs
notched up one, two, or
threg notches.

Whether the corporate or debt ratings on a government-owned entity reflect explicit or implied support from
its owner, and the extent to which the ratings might henefit, depends on the application of Standard &
Poor's rating methodology as it applies to government-owned entities. For detailed information on the
criteria, please refer to "Revised Rating Methodology For Government-Supported Entities” published June
5, 2001, on RatingsDirect, Standard & Poor's Web-hased credit research and analysis system, at
www.ratingsdirect.com.

Why do Hydro One and OPG fall info Category 37

Some of the reasons why Hydro One and OPG do not fall into the first and second categories but into the
third category include the following. There is no formal guarantee of Hydro One and OPG obligations by
the province; they are not governiment depariments, ministries, or agencies; and the two companies play a
relatively minor part in the province's finances. As such, Category 1 is not appropriate. The lack of explicit
statemants of support through policy and law, lack of a defined public policy role for both businesses, and
a desire by the government that both businesses act as stand-alone commercial operations, means
Category 2 is not appropriate either. It could be argued that OPG falls into Category 2, given its current
role as a means of government influence on the mix of generation in Ontario (that is, the phasing-out of
coal-fired generation} and on the price of power paid by households, but under current government policy
OPG is expected to increase its financial independence from the government, and the government is
expected to distance itself from the oversight of the company as it transitions to regulatory oversight by the
OEB. Moreover, there is an expectation OPG will continue to be part of a market-based electricity sector in
Ontario. The third category, in which Hydro One and OPG sit, is appropriate given the ability of both
companies to operate independently of government, while the government retains the ability to reduce
business risks for the two companies, to varying degrees, and provide direct assistance if required.

What is the basis of Standard & Poor's approach to government-owned entities?

Standard & Poor's assigns ratings taking a long-term view of credit, and while it appears remote the
government of Ontario will not remain the 100%-owner and supporter of Hydro One and OPG for the
foreseeable future, circumstances can and do change. It is with the potential for changing circumstances in
mind that the ratings on Hydro One and OPG are more closely aligned to the underlying creditworthiness
of the individual companies rather than their owner. Governments change, government policies change,
views on ownarship change, economic circumstances change, and the financial ability and willingness of
the province to support its enterprises can change also.

Fundamentally, it is not possible to predict the future political willingness to support a separately
incorporated entity. Politics by definition is populist, expedient, and capricious, and creditors should not
dismiss the likelihood of change.

Hydro One and OPG are not viewed as being so integrated with government to warrant equalization of the
ratings or for the ratings to be notched off from that on the province. Furthermore, the two businesses can
operate indepandently from government and are expected to act commercially and be financially
sustainable, although OPG will continue to source the bulk of its debt funding from the provincial
government for some time yet. The recent OPG board independent decision not to proceed with further
refurbishments of its Pickering nuclear plant is evidence of a move to a more autonomous OPG. The
government does not offer, and is reluctant to offer, implicit government guarantees or financial support for
the obligations of Hydro One or OPG. Furthermore, {0 equate the ratings on Hydro One and OPG with that
of the rating on the province or to assign a rating close to that assigned to the province introduces a credit
cliff in the event of a material change in circumstances. It must be remembered that it was not so long ago
that these two entities were both the subject of proposed initial public offerings. From Standard & Poor's
perspective, to notch up from the stand-alone rating provides greater transparency and stabifity to the
ratings for existing and potential holders of Hydro One and OPG's long-term bonds.

https://www.ratingsdirect.com/Apps/RD/controller/Article?id=470106&type=&output Typ... 10/3/2006
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What level of government support is factored into the ratings on Hydro One and OPG?
The long-term rating on Hydro One benefits from one notch of implied government support, while the long-
term corporate credit rating on OPG benefits from two notches.

Both entities are strategic within the economy, and the government has demonstrated willingness to
financially assist both businesses. OPG has no long-term public debt, with the government continuing to
hold notes payable of C$3.9 billion from OPG as of June 30, 2005.

What explains the difference in the level of implied support assigned to Hydro One and OPG?
The difference in implied support between the two provincial owned entities comes down to the degree of
control and influence the government has over each company's financial well-being. Although the
government of the day can ultimately bring forth legistation for whatever changes it feels appropriate for
the long-term structure of Hydro One, OPG, and the Ontario regulatory framework and market structure,
the ability of the government to readily influence and control the two companies’ financial position in the
short term is not the same.

The potential ease and timeliness by which the government can take action to support QPG relative to
Hydro One contribute to the difference in the level of notching. There are three primary support
mechanisms that highlight the greater likelihood and ease with which the government is able to support
OPG's creditworthiness, namely the provision of financing, the degree of corporate oversight, and the
transitional regulatory framework. The provincial government is currently the key debt provider for OPG but
not for Hydro One. Hydro One's C$5.5 billion in debt funding as of June 30, 2005, was raised through the
public capital markst. The rigor with which the government oversees Hydro One does not appear to be as
intrusive as it Is with OPG. Furthermore, the provinciat government is the direct current price-setter for
OPG's generation output--both regulated and unregulated, while there are established processes by an
arm's-length regulator for setting Hydro One's distribution and transmission tariffs.

The government's current position as the determiner of OPG's regulated and nonregulated generation
prices and key financier means that the instruments or mechanisms at its control to help {or hinder) OPG
operationally and financially are more readily available than with Hydro One. As a conseqguence, the
government has a big influence on OPG's financial performance through its ability to determine what
returns the company will earn, what debt it will assume, and in some cases what new major capital
expenditure will be undertaken. Despite the government influence in setting prices for OPG's regulated
generation, recent legislation permits the company to apply to the provincial regutator, the OEB, to seek
variance accounts for extraordinary costs, and to apply for a change to the current government-imposed
prices. Of issue for this course of action are the unproven process and timing involved. Furthermore,
regardless of potential change in prices by the OEB, the government retains its price-setting autonomy for
OPG's nonregulated generation. As such, the shareholder has more levers at its disposal fo influence the
company financially in a timely fashion relative to those by which it can influence Hydro One. Hydro Oneis
largely beholden to the independent provincial regulator in terms of its operational performance and
returns, and in addition to oversight by its shareholder, Hydro One is subject to the scrutiny and disclosure
requirements of the debt capital markets. Furthermore, any material financial support provided to Hydro
One in times of financial stress beyond an initial and immediate suspension or deferral of dividends, would
most likely involve direct cash equity injections or short-term financing and in doing so, would introduce
administrative and political elements into decision making that increase the risk of inadequate or less
timely support.

Will the level of implied support incorporated info the ratings remain consistent over time?

The simple answer is no. It might, but a number of elements dictate whether the implied government
support and the level of support is appropriate, and as such, a change in circumstances can leadto a
change in the leve! of support and the rating assigned. A more obvious example would be a change in
ownership. Agsuming a new owner has a neutral impact on Hydro One or OPG's creditworthiness, the
ratings on these fwo businesses would iikely gravitate to the stand-alone ratings. Conversely, a new owner
might also have a positive or negative influence on the issuer ratings if fully consolidated with that of the
new owner. It can be expected that in the event of a foreshadowed sale or IPO, the ratings would be
adjusted to reflect the changing circumstances in advance of the execution of the sale.

Less obvious developments could also change the level of implied support, particularly that assigned to
OPG. The basis on which the level of government support for OPG is differentiated from Hydro One could
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change over time and lead to the level of implied support assigned to OPG moving to be more in line with
the one notch incorporated into the Hydro One rating, barring any change in ownership. In the next few
years, OPG is expected to move to a situation where it will operate in a manner and environment more in
line with that in which Hydro One now finds itself. The company will ikely be largely regulated by an
independent regulator, may issue debt in its own right, and may not be subject to the same level of
government oversight and directives that it currently is. Under these circumstances, the provincial
government is unlikely to exert the same influence and control over OPG's operational and financial
direction and it would be appropriate to revisit the level of support at that time. Of comfort to future
bondholders, however, is that if such an environment transpires as expected, OPG's underlying
creditworthiness would likely also improve such that the potential scaling-back of the level of implied
support would be uniikely to alter the corporate credit rating on OPG. The expectation of changing
circumstances and a change in the relationship are also the main reasons the level of support factored into
the rating on CPG is not to the full extent of the three notches that the criteria allows for entities which fall
into Category 3.

Analytic services provided by Standard & Poor's Ralings Services (Ratings Services) are the result of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained herein
are solely statements of opinion and not stalements of fact or recommendatiens to purchase, hold, or sell any securities or make
any other investment decisions. Accordingly, any user of the information contained herain should not rely on any credit rating or
other opinion contained herein in making any investment decislon. Ratings are based on information received by Ratings
Services. Other divisions of Slandard & Poor's may have information that is not available to Ratings Services. Standard & Poor's
has established policies and procedures to maintain the confidentiality of non-public infermation received during the ratings
process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities or third pariies pariicipating In marketing the securities. While Standard & Poor's reserves the right o disseminate the
rating, it receives no payment for doing so, except for subscriptions to its publications. Additional information about our ratings
fees is available at www.standardandpoars.comfusratingsfees.

Copyright © 1894-2008 Standard & Poor’s, a division of The McGraw-Hill Companies.
All Rights Reserved. Privacy Notice
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U.S. Supreme Court

BLUEFIELD WATER WORK S CO. v. PUBLIC SERVICE COMMISSION, 262 U.S.
679 (1923)

262 U.S. 679

BLUEFIELD WATERWORKS & IMPROVEMENT CO.
V.
PUBLIC SERVICE COMMISSION OF WEST VIRGINIA et al.
No. 256.

Argued January 22, 1923.
Decided June 11, 1923.

[262 U.S. 679,680] Messrs. Alfred G. Fox and Jos. M. Sanders, both of Bluefield, W. Va., for plaintiff in
error.

Mr. Russdll S. Ritz, of Bluefield, W. Va., for defendants in error.

[262 U.S. 679, 683]
Mr. Justice BUTLER delivered the opinion of the Court.

Plaintiff in error is a corporation furnishing water to the city of Bluefield, W. Va., and its inhabitants.
September 27, 1920, the Public Service Commission of the state, being authorized by statute to fix just
and reasonabl e rates, made its order prescribing rates. In accordance with the laws of the state (section
16, c. 15-0, Code of West Virginia[sec. 651]), the company instituted proceedings in the Supreme
Court of Appealsto suspend and set aside the order. The petition alleges that the order is repugnant to
the Fourteenth Amendment, and deprives the company of its property without just compensation and
without due process of law, and deniesit equal protection of the laws. A fina judgment was entered,
denying the company relief and dismissing its petition. The case is here on writ of error.

1. The city moves to dismiss the writ of error for the reason, as it asserts, that there was not drawn in
guestion the validity of a statute or an authority exercised under the state, on the ground of repugnancy
to the federal Constitution.

The validity of the order prescribing the rates was directly challenged on constitutional grounds, and it
was held valid by the highest court of the state. The prescribing of ratesis alegislative act. The
commission is an instrumentality of the state, exercising delegated powers. Its order is of the same force
aswould be alike enactment by the Legidature. If, as alleged, the prescribed rates are confiscatory, the
order isvoid. Plaintiff in error is entitled to bring the case here on writ of error and to have that question
decided by this court. The motion to dismiss will be denied. See Oklahoma Natural Gas Co. v. [262 U.S.
679, 684] Russall, 261 U.S. 290, 43 Sup. Ct. 353, 67 L. Ed. --, decided March 5, 1923, and cases cited,;
also Ohio Valley Co. v. Ben Avon Borough, 253 U.S. 287 , 40 Sup. Ct. 527.
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2. The commission fixed $460,000 as the amount on which the comp ny is entitled to areturn. It found
that under existing rates, assuming some increase of business, gross earnings for 1921 would be
$80,000 and operating expenses $53,000 leaving $27,000, the equivalent of 5.87 per cent., or 3.87 per
cent. after deducting 2 per cent. allowed for depreciation. It held existing rates insufficient to the extent
of 10,000. Its order allowed the company to add 16 per cent. to al bills, excepting those for public and
private fire protection. The total of the bills so to be increased amounted to $64,000; that is, 80 per cent.
of the revenue was authorized to be increased 16 per cent., equal to an increase of 12.8 per cent. on the
total, amounting to $10,240.

Asto value: The company claims that the value of the property is greatly in excess of $460,000.
Reference to the evidence is necessary. There was submitted to the commission evidence of value
which it summarized substantialy as follows:

a. Estimate by company's engineer on basis of reproduction new, |ess depreciation, at prewar prices $
624,548 00 b. Estimate by company's engineer on basis of reproduction new, less depreciation, at 1920
prices 1,194,663 00 c. Testimony of company's engineer fixing present fair value for rate making
purposes 900,000 00 d. Estimate by commissioner's engineer on basis of reproduction new, less
depreciation at 1915 prices, plus additions since December 31, 1915, at actual cost, excluding Bluefield
Valley waterworks, water rights, and going value 397,964 38 [262 U.S. 679, 685] €. Report of
commission's statistician showing investment cost |ess depreciation 365,445 13 f. Commission's
valuation, asfixed in case No. 368 ($360,000), plus gross additions to capital since made ($92,520.53)
452,520 53

It was shown that the prices prevailing in 1920 were nearly double those in 1915 and pre-war time. The
company did not claim value as high asits estimate of cost of construction in 1920. Its valuation
engineer testified that in his opinion the value of the property was $900,000-a figure between the cost of
construction in 1920, less depreciation, and the cost of construction in 1915 and before the war, less
depreciation.

The commission's application of the evidence may be stated briefly as follows:

Asto 'a,' supra: The commission deducted $204,000 from the estimate ( details printed in the margin),1
leaving approximately $421,000, which it contrasted with the estimate of its own engineer, $397,964.38
(see'd," supra). It found that there should be included $25,000 for the Bluefield Valley waterworks plant
in Virginia, 10 per cent. for going value, and $10, 000 for working capital. If these be added to
$421,000, there results $500, 600. This may be compared with the commission's final figure, $460,000.
[262 U.S. 679,686] Asto'b' and 'c,’ supra: These were given no weight by the commission in arriving at
itsfinal figure, $460,000. It said:

'‘Applicant's plant was originally constructed more than twenty years ago, and has been added to
from time to time as the progress and devel opment of the community required. For this reason, it
would be unfair to its consumersto use as a basis for present fair value the abnormal prices
prevailing during the recent war period; but, when, asin this case, a part of the plant has been
constructed or added to during that period, in fairness to the applicant, consideration must be
given to the cost of such expenditures made to meet the demands of the public.’

Asto 'd," supra: The commission, taking $400,000 (round figures), added $25,000 for Bluefield Valley

waterworks plant in Virginia, 10 per cent. for going val e, and $10,000 for working capital, making
$477,500. This may be compared with its final figure, $460,000.

http://caselaw.|p.findlaw.com/scripts/printer friendly.pl?page=us/262/679.html 5/23/2006
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Asto ‘e’ supra: The commission, on the report of its statistician, found gross investment to be
$500,402.53. Its engineer, applying the straight line method, found 19 per cent. depreciation. It applied
81 per cent. to gross investment and added 10 per cent. for going value and $10, 000 for working
capital, producing $455,500.2 This may be compared with its final figure, $460,000.

Asto 'f,' supra: It is necessary briefly to explain how this figure, $ 452,520.53, was arrived at. Case No.
368 was a proceeding initiated by the application of the company for higher rates, April 24, 1915. The
commission made a valuation as of January 1, 1915. There were presented two estimates of
reproduction cost |ess depreciation, one by a valuation engineer engaged by the company, [262 U.S. 679,
687] and the other by a valuation engineer engaged by the city, both 'using the same method.' An
inventory made by the company's engineer was accepted as correct by the city and by the commission.
The method 'was that generally employed by courts and commissions in arriving at the value of public
utility properties under this method." and in both estimates 'five year average unit prices were applied.
The estimate of the company's engineer was $540,000 and of the city's engineer, $392,000. The
principal differences as given by the commission are shown in the margin. 3 The commission
disregarded both estimates and arrived at $360,000. It held that the best basis of valuation was the net
investment, i. e., the total cost of the property less depreciation. It said:

"The books of the company show atotal grossinvestment, since its organization, of $407,882, and
that there has been charged off for depreciation from year to year the total sum of $83,445,
leaving a net investment of $324,427. ... From an examination of the books ... it appears that the
records of the company have been remarkably well kept and preserved. It therefore seems that,
when a plant is devel oped under these conditions, the net investment, which, of course, means the
total gross investment less depreciation, isthe very best basis of valuation for rate making
purposes and that the other methods above referred to should [262 U.S. 679, 688]  be used only
when it isimpossible to arrive at the true investment. Therefore, after making due allowance for
capital necessary for the conduct of the business and considering the plant as a going concern, it
is the opinion of the commission that the fair value for the purpose of determining reasonable and
just ratesin this case of the property of the applicant company, used by it in the public service of
supplying water to the city of Bluefield and its citizens, is the sum of $360,000, which sumis
hereby fixed and determined by the commission to be the fair present value for the said purpose
of determining the reasonable and just rates in this case.’

Initsreport in No. 368, the commission did not indicate the amounts respectively allowed for going
value or working capital. If 10 per cent. be added for the former, and $10,000 for the latter (as fixed by
the commission in the present case), there is produced $366,870, to e compared with $360,000, found
by the commission in its valuation as of January 1, 1915. To thisit added $92,520.53, expended since,
producing $ 452,520.53. This may be compared with its final figure, $460,000.

The state Supreme Court of Appeals holds that the valuing of the property of apublic utility corporation
and prescribing rates are purely legidative acts, not subject to judicial review, except in so far as may
be necessary to determine whether such rates are void on constitutional or other grounds, and that
findings of fact by the commission based on evidence to support them will not be reviewed by the
court. City of Bluefield v. Waterworks, 81 W. Va. 201, 204, 94 S. E. 121; Coal & Coke Co. v. Public
Service Commission, 84 W. Va. 662, 678, 100 S. E. 557, 7 A. L. R. 108; Charleston v. Public Service
Commission, 86 W. Va. 536, 103 S. E. 673.

Inthiscase (89 W. Va. 736, 738, 110 S. E. 205, 206) it said:

'From the written opinion of the commission we find that it ascertained the value of the

http://caselaw.|p.findlaw.com/scripts/printer friendly.pl?page=us/262/679.html 5/23/2006



FindLaw: Cases and Codes Page 4 of 8

Maritime Link CA IR-1 Attachment 2 Page 4 of 8

petitioner's property for rate making [ then quoting the commission] "after [262 U.S. 679, 689]
maturely and carefully considering the various methods presented for the ascertainment of fair
value and giving such weight as seems proper to every element involved and all the facts and
circumstances disclosed by the record.”

The record clearly shows that the commission, in arriving at itsfinal figure, did not accord proper, if
any, weight to the greatly enhanced costs of construction in 1920 over those prevailing about 1915 and
before the war, as established by uncontradicted evidence; and the company's detailed estimated cost of
reproduction new, less depreciation, at 1920 prices, appears to have been wholly disregarded. Thiswas
erroneous. Missouri ex rel. Southwestern Bell Telephone Co. v. Public Service Commission of
Missouri, 262 U.S. 276 , 43 Sup. Ct. 544, 67 L. Ed . --, decided May 21, 1923. Plaintiff in error is
entitled under the due process clause of the Fourteenth Amendment to the independent judgment of the
court as to both law and facts. Ohio Valley Co. v. Ben Avon Borough, 253 U.S. 287, 289 , 40 S. Sup.
Ct. 527, and cases cited.

We quote further from the court's opinion (89 W. Va. 739, 740, 110 S. E. 206):

'In our opinion the commission was justified by the law and by the factsin finding as abasis for
rate making the sum of $460,000.00. ... In our case of Coal & Coke Ry. Co. v. Conley, 67 W.
Va 129, it issaid: 'It seems to be generally held that, in the absence of peculiar and extraordinary
conditions, such as amore costly plant than the public service of the community requires, or the
erection of aplant at an actual, though extravagant, cost, or the purchase of one at an exorbitant
or inflated price, the actual amount of money invested is to be taken as the basis, and upon thisa
return must be allowed equivalent to that which is ordinarily received in the locality in which the
businessis done, upon capital invested in similar enterprises. In addition to this, consideration
must be given to the nature of the investment, a higher rate [262 U.S. 679, 690] being regarded as
justified by the risk incident to a hazardous investment.’

"That the original cost considered in connection with the history and growth of the utility and the
value of the services rendered constitute the principal elements to be considered in connection
with rate making, seems to be supported by nearly al the authorities.'

The question in the case is whether the rates prescribed in the commission's order are confiscatory and
therefore beyond legidlative power. Rates which are not sufficient to yield a reasonable return on the
value of the property used at the time it is being used to render the service are unjust, unreasonable and
confiscatory, and their enforcement deprives the public utility company of its property in violation of
the Fourteenth Amendment. Thisis so well settled by numerous decisions of this court that citation of
the cases is scarcely necessary:

"What the company is entitled to ask isafair return upon the value of that which it employs for
the public convenience." Smyth v. Ames (1898) 169 U.S. 467, 547 , 18 S. Sup. Ct. 418, 434 (42
L. Ed. 819).

"There must be afair return upon the reasonable value of the property at thetimeiit is being used
for the public. ... And we concur with the court below in holding that the value of the property is
to be determined as of the time when the inquiry is made regarding the rates. If the property,
which legally enters into the consideration of the question of rates, has increased in value since it
was acquired, the company is entitled to the benefit of such increase." Willcox v. Consolidated
Gas Co. (1909) 212 U.S. 19, 41,52 S,, 29 Sup. Ct. 192, 200 (53 L. Ed. 382, 15 Ann. Cas. 1034,
48L.R.A.[N. S] 1134).
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"The ascertainment of that value is not controlled by artificial rules. It is not a matter of formulas,
but there must be a reasonable judgment having its basisin a proper consideration of all relevant
facts." Minnesota Rate Cases (1913) 230 U.S. 352, 434 , 33 S. Sup. Ct. 729, 754 (57 L. Ed. 1511,
48 L. R. A.[N.S] 1151, Ann. Cas. 1916A, 18). [262 U.S. 679, 691] 'And in order to ascertain that
value, the original cost of construction, the amount expended in permanent improvements, the
amount and market value of its bonds and stock, the present as compared with the original cost of
construction, the probable earning capacity of the property under particular rates prescribed by
statute, and the sum required to meet operating expenses, are al matters for consideration, and
are to be given such weight as may be just and right in each case. We do not say that there may
not be other matters to be regarded in estimating the value of the property.’ Smyth v. Ames, 169
U. S, 546, 547, 18 Sup. Ct. 434.

"... The making of ajust return for the use of the property involves the recognition of itsfair value
if it be more than its cost. The property is held in private ownership and it is that property, and
not the original cost of it, of which the owner may not be deprived without due process of law.'

Minnesota Rate Cases, 230 U.S. 454 , 33 Sup. Ct. 762,48 L. R. A. (N. S)) 1151, Ann. Cas. 1916A, 18.

In Missouri ex rel. Southwestern Bell Telephone Co., v. Public Service Commission of Missouri, supra,
applying the principles of the cases above cited and others, this court said:

'‘Obviously, the commission undertook to value the property without according any weight to the
greatly enhanced costs of material, labor, supplies, etc., over those prevailing in 1913, 1914, and
1916. As matter of common knowledge, these increases were large. Competent witnesses
estimated them as 45 to 50 per centum. ... It isimpossible to ascertain what will amount to afair
return upon properties devoted to public service, without giving consideration to the cost of labor,
supplies, etc., at the time the investigation is made. An honest and intelligent forecast of probable
future values, made upon aview of al the relevant circumstances, is essential. If the highly
important element of present costs iswholly disregarded, such aforecast becomesimpossible.
Estimates for to-morrow cannot ignore prices of to-day.' [262 U.S. 679, 692] It is clear that the
court also failed to give proper consideration to the higher cost of construction in 1920 over that
in 1915 and before the war, and failed to give weight to cost of reproduction less depreciation on
the basis of 1920 prices, or to the testimony of the company's val uation engineer, based on
present and past costs of construction, that the property in his opinion, was worth $900,000. The
fina figure, $460,000, was arrived at substantially on the basis of actual cost, less depreciation,
plus 10 per cent. for going value and $10, 000 for working capital. This resulted in avaluation
considerably and materially less than would have been reached by afair and just consideration of
al the facts. The valuation cannot be sust ined. Other objections to the valuation need not be
considered.

3. Rate of return: The state commission found that the company's net annual income should be
approximately $37,000, in order to enableit to earn 8 per cent. for return and depreciation upon the
value of its property asfixed by it. Deducting 2 per cent. for depreciation, there remains 6 per cent. on
$460,000, amounting to $27,600 for return. This was approved by the state court.

The company contends that the rate of return istoo low and confiscatory. What annual rate will
constitute just compensation depeds upon many circumstances, and must be determined by the exercise
of afair and enlightened judgment, having regard to all relevant facts. A public utility is entitled to such
rates as will permit it to earn areturn on the value of the property which it employs for the convenience
of the public equal to that generally being made at the same time and in the same general part of the
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country on investments in other business undertakings which are attended by corresponding, risks and
uncertainties; but it has no constitutional right to profits such as are realized or anticipated in [262 U.S.
679, 693] highly profitable enterprises or speculative ventures. The return should be reasonably
sufficient to assure confidence in the financial soundness of the utility and should be adequate, under
efficient and economical management, to maintain and support its credit and enable it to raise the
money necessary for the proper discharge of its public duties. A rate of return may be reasonable at one
time and become too high or too low by changes affecting opportunities for investment, the money
market and business conditions generally.

In 1909, this court, in Willcox v. Consolidated Gas Co., 212 U.S. 19, 48-50, 29 Sup. Ct. 192, 15 Ann.
Cas. 1034,48L. R. A. (N. S)) 1134, held that the question whether arate yields such areturn as not to
be confiscatory depends upon circumstances, locality and risk, and that no proper rate can be
established for al cases; and that, under the circumstances of that case, 6 per cent. was afair return on
the value of the property employed in supplying gas to the city of New Y ork, and that arate yielding
that return was not confiscatory. In that case the investment was held to be safe, returns certain and risk
reduced almost to a minimum-as nearly a safe and secure investment as could be imagined in regard to
any private manufacturing enterprise.

In 1912, in Cedar Rapids Gas Co. v. Cedar Rapids, 223 U.S. 655, 670, 32 S. Sup. Ct. 389, this court
declined to reverse the state court where the value of the plant considerably exceeded its cost, and the
estimated return was over 6 per cent.

In 1915, in Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 172, 35 S. Sup. Ct. 811, this court
declined to reverse the United States District Court in refusing an injunction upon the conclusion
reached that areturn of 6 per cent. per annum upon the value would not be confiscatory.

In 1919, this court in Lincoln Gas Co. v. Lincoln, 250 U.S. 256, 268 , 39 S. Sup. Ct. 454, 458 (63 L. Ed.
968), declined on the facts of that case to approve afinding that no rate yielding as much as 6 per cent.
[262 U.S. 679, 694] on the invested capital could be regarded as confiscatory. Speaking for the court, Mr.
Justice Pitney said:

‘It isamatter of common knowledge that, owing principally to the World War, the costs of labor
and supplies of every kind have greatly advanced since the ordinance was adopted, and largely
since this cause was last heard in the court below. And it is equally well known that annual
returns upon capital and enterprise the world over have materially increased, so that what would
have been a proper rate of return for capital invested in gas plants and similar public utilitiesa
few years ago furnishes no safe criterion for the present or for the future.’

In 1921, in Brush Electric Co. v. Galveston, the United States District Court held 8 per cent. afair rate
of return. 4.

In January, 1923, in City of Minneapolisv. Rand, the Circuit Court of Appeals of the Eighth Circuit
(285 Fed. 818, 830) sustained, as against the attack of the city on the ground that it was excessive, 7 1/2
per cent ., found by a special master and approved by the District Court as afair and reasonable return
on the capital investment-the value of the property.

Investors take into account the result of past operations, especialy in recent years, when determining
the terms upon which they will invest in such an undertaking. Low, uncertain, or irregular income
makes for low prices for the securities of the utility and higher rates of interest to be demanded by
investors. The fact that the company may not insist as a matter of constitutional right that past losses be
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made up by rates to be applied in the present and future tends to weaken credit, and the fact that the
utility is protected against being compelled to serve for confiscatory rates tends to support it. In[262 U.S.
679, 695] this case the record shows that the rate of return has been low through along period up to the
time of the inquiry by the commission here involved. For example, the average rate of return on the
total cost of the property from 1895 to 1915, inclusive, was less than 5 per cent.; from 1911 to 1915,
inclusive, about 4.4 per cent., without allowance for depreciation. In 1919 the net operating income was
approximately $24,700, leaving $15,500, approximately, or 3.4 per cent. on $460,000 fixed by the
commission, after deducting 2 per cent. for depreciation. In 1920, the net operating income was
approximately $25,465, leaving $16,265 for return, after allowing for depreciation. Under the facts and
circumstances indicated by the record, we think that arate of return of 6 per cent. upon the value of the
property is substantially too low to constitute just compensation for the use of the property employed to
render the service.

The judgment of the Supreme Court of Appeals of West Virginiais reversed.

Mr. Justice BRANDEIS concursin the judgment of reversal, for the reasons stated by him in Missouri
ex rel. Southwestern Bell Telephone Co. v. Public Service Commission of Missouri, supra.

Footnotes

[ Footnote 1 ]

Difference in depreciation alowed $ 49,000 Preliminary organization and development cost 14,500
Bluefield Valley waterworks plant 25,000 Water rights 50,000 Excess overhead costs 39,000 Paving
over mains 28,500 $204,000

[ Footnote 2 ] Asto 'e': $365,445.13 represents investment cost |ess depreciation. The gross investment
was found to be $500,402.53, indicating a deduction on account of depreciation of $134,957.40, about
27 per cent., as against 19 per cent. found by the commission's engineer.

[ Footnote 3 ] Company City Engineer. Engineer.

[ Footnote 1] Preliminary costs $14,455 $1,000

[ Footnote 2 ] Water rights 50,000 Nothing

[ Footnote 3 ] Cutting pavements over mains 27,744 233

[ Footnote 4 ] Pipe lines from gravity springs 22,072 15,442

[ Footnote 5] Laying cast iron street mains 19,252 15,212

[ Footnote 6 ] Reproducing Ada springs 18,558 13,027

[ Footnote 7 ] Superintendence and engineering 20,515 13,621

[ Footnote 8 ] General contingent cost 16,4155,448 189,011 $63,983

[ Footnote 4 ] This case was affirmed by this court June 4, 1923, 262 U.S. 443 , 43 Sup. Ct. 606, 67 L.
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FEDERAL POWER COM'N v. HOPE NATURAL GASCO., 320 U.S. 591 (1944)
320 U.S. 591

FEDERAL POWER COMMISSION et al.
V.
HOPE NATURAL GASCO.

CITY OF CLEVELAND
V.
SAME.

Nos. 34 and 35.
Argued Oct. 20, 21, 1943.
Decided Jan. 3, 1944.

[320 U.S. 591, 592] Mr. Francis M. Shea, Asst. Atty. Gen., for petitioners Federal Power Com'n and
others.

[320 U.S. 591, 593] Mr. Spencer W. Reeder, of Cleveland, Ohio, for petitioner City of cleveland.
Mr. William B. Cockley, of Cleveland, Ohio, for respondent.

Mr. M. M. Neeley, of Charleston, W. Va,, for State of West Virginia, as amicus curiae by special leave
of Court.

Mr. Justice DOUGLAS delivered the opinion of the Court.

The primary issue in these cases concerns the validity under the Natural Gas Act of 1938, 52 Stat. 821,
15U.S.C. 717 et seqg., 15 U.S.C.A . 717 et seq., of arate order issued by the Federal Power Commission
reducing the rates chargeable by Hope Natural Gas Co., 44 P.U.R.,N.S., 1. On a petition for review of
the order made pursuant to 19(b) of the Act, the[320 U.S. 591, 594] Circuit Court of Appeals set it aside,
one judge dissenting. 4 Cir., 134 F. 2d 287. The cases are here on petitions for writs of certiorari which
we granted because of the public importance of the questions presented. City of Cleveland v. Hope
Natural Gas Co., 319 U.S. 735, 63 S.Ct. 1165

HopeisaWest Virginia corporation organized in 1898. It is awholly owned subsidiary of Standard Qil
Co. (N.J.). Since the date of its organization, it has been in the business of producing, purchasing and
marketing natural gasin that state. 1 It sells some of that gasto local consumersin West Virginia. But
the great bulk of it goes to five customer companies which receive it at the West Virginialine and
distribute it in Ohio and in Pennsylvania. 2 In July, 1938, the cities of Cleveland and Akron filed
complaints with the Commission charging that the rates collected by Hope from East Ohio Gas Co. (an
affiliate of Hope which distributes gas in Ohio) were excessive and unreasonable. Later in 1938 the
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Commission on its own motion instituted an investigation to determine the reasonableness of all of
Hope's interstate rates. In March [320 U.S. 591, 595] 1939 the Public Utility Commission of Pennsylvania
filed a complaint with the Commission charging that the rates collected by Hope from Peoples Natural
Gas Co. (an affiliate of Hope distributing gas in Pennsylvania) and two non-affiliated companies were
unreasonable. The City of Cleveland asked that the challenged rates be declared unlawful and that just
and reasonabl e rates be determined from June 30, 1939 to the date of the Commission's order. The latter
finding was requested in aid of state regulation and to afford the Public Utilities Commission of Ohio a
proper basic for disposition of afund collected by East Ohio under bond from Ohio consumers since
June 30, 1939. The cases were consolidated and hearings were held.

On May 26, 1942, the Commission entered its order and made its findings. Its order required Hope to
decrease its future interstate rates so as to reflect a reduction, on an annual basis of not less than $3,609,
857 in operating revenues. And it established 'just and reasonable’ average rates per m.c.f. for each of
the five customer companies. 3 In response to the prayer of the City of Cleveland the Commission also
made findings as to the lawfulness of past rates, although concededly it had no authority under the Act
to fix past rates or to award reparations. 44 P.U. R.,U.S,, at page 34. It found that the rates collected by
Hope from East Ohio were unjust, unreasonable, excessive and therefore unlawful, by $830, 892 during
1939, $3,219,551 during 1940, and $2,815,789 on an annual basis since 1940. It further found that just,
reasonable, and lawful rates for gas sold by Hope to East Ohio for resale for ultimate public
consumption were those required [320 U.S. 591, 596] to produce $11,528,608 for 1939, $11,507,185 for
1940 and $11.910,947 annually since 1940.

The Commission established an interstate rate base of $33,712,526 which, it found, represented the
‘actual legitimate cost' of the company's interstate property less depletion and depreciation and plus
unoperated acreage, working capital and future net capital additions. The Commission, beginning with
book cost, made certain adjustments not necessary to relate here and found the 'actual legitimate cost' of
the plant in interstate service to be $51,957,416, as of December 31, 1940. It deducted accrued
depletion and depreciation, which it found to be $22,328,016 on an ‘economic-service-life' basis. And it
added $1,392,021 for future net capital additions, $566,105 for useful unoperated acreage, and
$2,125,000 for working capital. It used 1940 as atest year to estimate future revenues and expenses. It
allowed over $16,000,000 as annual operating expenses-about $1,300,000 for taxes, $1,460,000 for
depletion and depreciation, $600,000 for exploration and development costs, $8,500,000 for gas
purchased. The Commission allowed a net increase of $421,160 over 1940 operating expenses, which
amount was to take care of future increase in wages, in West Virginia property taxes, and in exploration
and development costs. The total amount of deductions allowed from interstate revenues was
$13,495,584.

Hope introduced evidence from which it estimated reproduction cost of the property at $97,000,000. It
also presented a so-called trended 'original cost' estimate which exceeded $105,000,000. The latter was
designed 'to indicate what the original cost of the property would have been if 1938 material and labor
prices had prevailed throughout the whole period of the piece-meal construction of the company's
property since 1898.' 44 P.U.R.,N.S,, at pages 8, 9. Hope estimated by the ‘percent condition' method
accrued depreciation at about 35% of [320 U.S. 591, 597] reproduction cost new. On that basis Hope
contended for arate base of $66, 000,000. The Commission refused to place any reliance on
reproduction cost new, saying that it was 'not predicated upon facts' and was 'too conjectural and
illusory to be given any weight in these proceedings.' Id., 44 P.U.R.,U.S,, at page 8. It likewise refused
to give any "probative value' to trended 'original cost' since it was 'not founded in fact' but was 'basically
erroneous and produced ‘irrational results.' 1d., 44 P.U.R., N.S,, a page 9. In determining the amount of
accrued depletion and depreciation the Commission, following Lindheimer v. Illinois Bell Telephone
Co., 292 U.S. 151 , 167-169, 54 S.Ct. 658, 664-666; Federal Power Commission v. Natural Gas
Pipeline Co., 315 U.S. 575, 592 , 593 S, 62 S.Ct. 736, 745, 746, based its computation on 'actual
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legitimate cost'. It found that Hope during the years when its business was not under regulation did not
observe 'sound depreciation and depletion practices but "actually accumulated an excessive reserve'4 of
about $46,000,000. Id., 44 P.U.R.,N.S., a page 18. One member of the Commission thought that the
entire amount of the reserve should be deducted from ‘actual legitimate cost' in determining the rate
base. 5 The majority of the [320 U.S. 591, 598] Commission concluded, however, that where, as here, a
business is brought under regulation for the first time and where incorrect depreciation and depletion
practices have prevailed, the deduction of the reserve requirement (actual existing depreciation and
depletion) rather than the excessive reserve should be made so asto lay 'a sound basis for future
regulation and control of rates.’ Id., 44 P.U.R.,N.S,, at page 18. Aswe have pointed out, it determined
accrued depletion and depreciation to be $ 22,328,016; and it allowed approximately $1,460,000 as the
annual operating expense for depletion and depreciation. 6

Hope's estimate of original cost was about $69,735,000-approximately $ 17,000,000 more than the
amount found by the Commission. The item of $17, 000,000 was made up largely of expenditures
which prior to December 31, 1938, were charged to operating expenses. Chief among those
expenditures was some $12,600,000 expended [320 U.S. 591, 599] in well-drilling prior to 1923. Most of
that sum was expended by Hope for labor, use of drilling-rigs, hauling, and similar costs of well-
drilling. Prior to 1923 Hope followed the general practice of the natural gasindustry and charged the
cost of drilling wells to operating expenses. Hope continued that practice until the Public Service
Commission of West Virginiain 1923 required it to capitalize such expenditures, as does the
Commission under its present Uniform System of Accounts. 7 The Commission refused to add such
items to the rate base stating that 'No greater injustice to consumers could be done than to alow items
as operating expenses and at alater date include them in the rate base, thereby placing multiple charges
upon the consumers.' Id., 44 P.U.R.,N.S,, at page 12. For the same reason the Commission excluded
from the rate base about $ 1,600,000 of expenditures on properties which Hope acquired from other
utilities, the latter having charged those payments to operating expenses. The Commission disallowed
certain other overhead items amounting to over $ 3,000,000 which also had been previously charged to
operating expenses. And it refused to add some $632,000 as interest during construction since no
interest was in fact paid.

Hope contended that it should be allowed a return of not less than 8%. The Commission found that an
8% return would be unreasonable but that 6 1/2% was afair rate of return. That rate of return, applied to
the rate base of $33,712,526, would produce $2,191,314 annually, as compared with the present income
of not less than $5,801,171.

The Circuit Court of Appeals set aside the order of the Commission for the following reasons. (1) It
held that the rate base should reflect the ‘present fair value' of the [320 U.S. 591, 600] property, that the
Commission in determining the 'value' should have considered reproduction cost and trended original
cost, and that "actual legitimate cost' (prudent investment) was not the proper measure of ‘fair value
where price levels had changed since the investment. (2) It concluded that the well-drilling costs and
overhead itemsin the amount of some $17,000,000 should have been included in the rate base. (3) It
held that accrued depletion and depreciation and the annual allowance for that expense should be
computed on the basis of ‘present fair value' of the property not on the basis of "actual legitimate cost'.

The Circuit Court of Appeals aso held that the Commission had no power to make findings as to past
ratesin aid of state regulation. But it concluded that those findings were proper as a step in the process
of fixing future rates. Viewed in that light, however, the findings were deemed to be invalidated by the
same errors which vitiated the findings on which the rate order was based.

Order Reducing Rates. Congress has provided in 4(a) of the Natural Gas Act that all natural gas rates
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subject to the jurisdiction of the Commission 'shall be just and reasonable, and any such rate or charge
that is not just and reasonable is hereby declared to be unlawful." Sec. 5(a) gives the Commission the
power, after hearing, to determine the 'just and reasonable rate' to be thereafter observed and to fix the
rate by order. Sec. 5(a) also empowers the Commission to order a 'decrease where existing rates are
unjust ... unlawful, or are not the lowest reasonable rates." And Congress has provided in 19(b) that on
review of these rate orders the 'finding of the Commission asto the facts, if supported by substantial
evidence, shall be conclusive." Congress, however, has provided no formula by which the ‘just and
reasonabl e rate is to be determined. It has not filled in the [320 U.S. 591, 601] details of the general
prescription8 of 4(a) and 5(a). It has not expressed in a specific rule the fixed principle of ‘just and
reasonable'.

When we sustained the constitutionality of the Natural Gas Act in the Natural Gas Pipeline Co. case, we
stated that the "authority of Congress to regulate the prices of commodities in interstate commerceis at
least as great under the Fifth Amendment asis that of the states under the Fourteenth to regul ate the
prices of commodities in intrastate commerce.' 315 U.S. at page 582, 62 S.Ct. at page 741. Rate-making
isindeed but one species of price-fixing. Munn v. lllinois, 94 U.S. 113, 134. The fixing of prices, like
other applications of the police power, may reduce the value of the property which is being regulated.
But the fact that the value is reduced does not mean that the regulation isinvalid. Block v. Hirsh, 256
U.S. 135, 155-157, 41 S.Ct. 458, 459, 460, 16 A.L.R. 165; Nebbiav. New York, 291 U.S. 502 , 523-
539, 54 S. Ct. 505, 509-517, 89 A.L.R. 1469, and cases cited. It does, however, indicate that 'fair value'
isthe end product of the process of rate-making not the starting point as the Circuit Court of Appeals
held. The heart of the matter is that rates cannot be made to depend upon ‘fair value' when the value of
the going enterprise depends on earnings under whatever rates may be anticipated. 9 [320 U.S. 591, 602]
We held in Federal Power Commission v. Natural Gas Pipeline Co., supra, that the Commission was
not bound to the use of any single formula or combination of formulae in determining rates. Its rate-
making function, moreover, involves the making of 'pragmatic adjustments.’ 1d., 315 U.S. at page 586,
62 S.Ct. at page 743. And when the Commission's order is challenged in the courts, the question is
whether that order 'viewed in its entirety' meets the requirements of the Act. Id., 315 U.S. at page 586,
62 S.Ct. at page 743. Under the statutory standard of 'just and reasonabl€' it is the result reached not the
method employed which is controlling. Cf. Los Angeles Gas & Electric Corp. v. Railroad Commission,
289 U.S. 287, 304, 305 S., 314, 53 S.Ct. 637, 643, 644, 647; West Ohio Gas Co. v. Public Utilities
Commission (No. 1), 294 U.S. 63, 70, 55 S.Ct. 316, 320; West v. Chesapeake & Potomac Tel. Co., 295
U.S. 662, 692 , 693 S., 55 S.Ct. 894, 906, 907 (dissenting opinion). It is not theory but the impact of the
rate order which counts. If the total effect of the rate order cannot be said to be unjust and unreasonable,
judicial inquiry under the Act is at an end. The fact that the method employed to reach that result may
contain infirmities is not then important. Moreover, the Commission's order does not become suspect by
reason of the fact that it is challenged. It is the product of expert judgment which carries a presumption
of validity. And he who would upset the rate order under the Act carries the heavy burden of making a
convincing showing that it isinvalid because it is unjust and unreasonable in its consequences. Cf.
Railroad Commission v. Cumberland Tel. & T. Co., 212 U.S. 414 , 29 S.Ct. 357; Lindheimer v. Illinois
Bell Tel. Co., supra, 292 U.S. at pages 164, 169, 54 S.Ct. at pages 663, 665; Railroad Commission v.
Pacific Gas & E. Co., 302 U.S. 388, 401 , 58 S.Ct. 334, 341. [320 U.S. 591, 603] The rate-making process
under the Act, i.e., the fixing of 'just and reasonabl€e' rates, involves a balancing of the investor and the
consumer interests. Thus we stated in the Natural Gas Pipeline Co. case that 'regulation does not insure
that the business shall produce net revenues.’ 315 U.S. at page 590, 62 S.Ct. at page 745. But such
considerations aside, the investor interest has a legitimate concern with the financial integrity of the
company whose rates are being regulated. From the investor or company point of view it isimportant
that there be enough revenue not only for operating expenses but also for the capital costs of the
business. These include service on the debt and dividends on the stock. Cf. Chicago & Grand Trunk R.
Co. v. Wellman, 143 U.S. 339, 345, 346 S., 12 S.Ct. 400, 402. By that standard the return to the equity
owner should be commensurate with returns on investments in other enterprises having corresponding
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risks. That return, moreover, should be sufficient to assure confidence in the financial integrity of the
enterprise, so asto maintain its credit and to attract capital. See State of Missouri ex rel. South-western
Bell Tel. Co. v. Public Service Commission, 262 U.S. 276, 291 , 43 S.Ct. 544, 547, 31 A.L.R. 807 (Mr.
Justice Brandeis concurring). The conditions under which more or less might be allowed are not
important here. Nor isit important to this case to determine the various permissible ways in which any
rate base on which the return is computed might be arrived at. For we are of the view that the end result
in this case cannot be condemned under the Act as unjust and unreasonable from the investor or
company viewpoint.

We have aready noted that Hope is awholly owned subsidiary of the Standard Oil Co. (N.J.). It has no
securities outstanding except stock. All of that stock has been owned by Standard since 1908. The par
amount presently outstanding is approximately $28,000,000 as compared with the rate base of
$33,712,526 established by [320 U.S. 591, 604] the Commission. Of the total outstanding stock
$11,000,000 was issued in stock dividends. The balance, or about $17,000,000, was issued for cash or
other assets. During the four decades of its operations Hope has paid over $ 97,000,000 in cash
dividends. It had, moreover, accumulated by 1940 an earned surplus of about $8,000,000. It had thus
earned the total investment in the company nearly seven times. Down to 1940 it earned over 20% per
year on the average annua amount of its capital stock issued for cash or other assets. On an average
invested capital of some $23,000,000 Hope's average earnings have been about 12% a year. And during
this period it had accumulated in addition reserves for depletion and depreciation of about $46,000,000.
Furthermore, during 1939, 1940 and 1941, Hope paid dividends of 10% on its stock. And in the year
1942, during about half of which the lower rates were in effect, it paid dividends of 7 1/2%. From 1939-
1942 its earned surplus increased from $5,250,000 to about $13,700, 000, i.e., to amost half the par
value of its outstanding stock.

Aswe have noted, the Commission fixed arate of return which permits Hope to earn $2,191,314
annually. In determining that amount it stressed the importance of maintaining the financial integrity of
the company. It considered the financial history of Hope and a vast array of data bearing on the natural
gas industry, related businesses, and general economic conditions. It noted that the yields on better
issues of bonds of natural gas companies sold in the last few years were 'close to 3 per cent', 44 P.
U.R.,N.S,, at page 33. It stated that the company was a 'seasoned enterprise whose risks have been
minimized' by adequate provisions for depletion and depreciation (past and present) with ‘concurrent
high profits, by 'protected established markets, through affiliated distribution companies, in populous
and industralized areas, and by a supply of gaslocally to meet all require- [320 U.S. 591, 605] ments,
‘except on certain peak days in the winter, which it is feasible to supplement in the future with gas from
other sources.' 1d., 44 P.U.R.,N.S,, at page 33. The Commission concluded, 'The company's efficient
management, established markets, financial record, affiliations, and its prospective business placeitin a
strong position to attract capital upon favorable termswhen itisrequired.’ Id., 44 P.U.R.,N.S,, at page
33.

In view of these various considerations we cannot say that an annual return of $2,191,314 is not ‘just
and reasonabl €' within the meaning of the Act. Rates which enable the company to operate successfully,
to maintain its financial integrity, to attract capital, and to compensate its investors for the risks
assumed certainly cannot be condemned as invalid, even though they might produce only a meager
return on the so- called 'fair value' rate base. In that connection it will be recalled that Hope contended
for arate base of $66,000,000 computed on reproduction cost new. The Commission points out that if
that rate base were accepted, Hope's average rate of return for the four-year period from 1937-1940
would amount to 3.27%. During that period Hope earned an annual average return of about 9% on the
average investment. It asked for no rate increases. Its properties were well maintained and operated. As
the Commission says such a modest rate of 3.27% suggests an 'inflation of the base on which the rate
has been computed.' Dayton Power & Light Co. v. Public Utilities Commission, 292 U.S. 290, 312 , 54
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S.Ct. 647, 657. Cf. Lindheimer v. Illinois Bell Tel. Co., supra, 292 U.S. at page 164, 54 S.Ct. at page
663. The incongruity between the actual operations and the return computed on the basis of
reproduction cost suggests that the Commission was wholly justified in rejecting the latter as the
measure of the rate base.

In view of this disposition of the controversy we need not stop to inquire whether the failure of the
Commission to add the $17,000,000 of well-drilling and other costs to [320 U.S. 591, 606] the rate base
was consistent with the prudent investment theory as developed and applied in particular cases.

Only aword need be added respecting depletion and depreciation. We held in the Natural Gas Pipeline
Co. case that there was no constitutional requirement 'that the owner who embarks in a wasting-asset
business of limited life shall receive at the end more than he has put into it." 315 U. S. at page 593, 62
S.C. at page 746. The Circuit Court of Appeals did not think that that rule was applicable here because
Hope was a utility required to continue its service to the public and not scheduled to end its business on
aday certain as was stipulated to be true of the Natural Gas Pipeline Co. But that distinction is quite
immaterial. The ultimate exhaustion of the supply isinevitable in the case of al natural gas companies.
Moreover, this Court recognized in Lindheimer v. lllinois Bell Tel. Co., supra, the propriety of basing
annual depreciation on cost. 10 By such a procedure the utility is made whole and the integrity of its
investment maintained. 11 No more is required. 12 We cannot approve the contrary holding [320 U.S.
591, 607] of United Railways & Electric Co. v. West, 280 U.S. 234, 253, 254 S,, 50 S.Ct. 123, 126,
127. Since there are no constitutional requirements more exacting than the standards of the Act, arate
order which conforms to the latter does not run afoul of the former.

The Position of West Virginia. The State of West Virginia, aswell asits Public Service Commission,
intervened in the proceedings before the Commission and participated in the hearings before it. They
have also filed a brief amicus curiae here and have participated in the argument at the bar. Their
contention is that the result achieved by the rate order 'brings consequences which are unjust to West
Virginiaand its citizens and which 'unfairly depress the value of gas, gaslands and gas leaseholds,
unduly restrict development of their natural resources, and arbitrarily transfer their propertiesto the
residents of other states without just compensation therefor.'

West Virginia points out that the Hope Natural Gas Co. holds a large number of |eases on both
producing and unoperated properties. The owner or grantor receives from the operator or grantee delay
rentals as compensation for postponed drilling. When a producing well is successfully brought in, the
gas lease customarily continues indefinitely for the life of the field. In that case the operator pays a
stipulated gas-well rental or in some cases a gas royalty equivalent to one-eighth of the gas marketed.
13 Both the owner and operator have valuable property interests in the gas which are separately taxable
under West Virginialaw. The contention is that the reversionary interests in the leaseholds should be
represented in the rate proceedings since it istheir gas which is being sold in interstate [320 U.S. 591, 608]
commerce. It is argued, moreover, that the owners of the reversionary interests should have the benefit
of the 'discovery value' of the gas leaseholds, not the interstate consumers. Furthermore, West Virginia
contends that the Commission in fixing arate for natural gas produced in that State should consider the
effect of the rate order on the economy of West Virginia. It is pointed out that gas is a wasting asset
with arapidly diminishing supply. Asaresult West Virginia's gas deposits are becoming increasingly
valuable. Nevertheless the rate fixed by the Commission reduces that value. And that reduction, it is
said, has severe repercussions on the economy of the State. It is argued in the first place that as aresult
of this rate reduction Hope's West Virginia property taxes may be decreased in view of the relevance
which earnings have under West Virginialaw in the assessment of property for tax purposes. 14
Secondly, it is pointed out that West Virginia has a production tax15 on the 'value' of the gas exported
from the State. And we are told that for purposes of that tax ‘'value' becomes under West Virginialaw
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‘practically the substantial equivalent of market value." Thus West Virginia argues that undervaluation
of Hope's gas leaseholds will cost the State many thousands of dollarsin taxes. The effect, it isurged, is
to impair West Virginias tax structure for the benefit of Ohio and Pennsylvania consumers. West
Virginia emphasizes, moreover, its deep interest in the conservation of its natural resources including its
natural gas. It saysthat areduction of the value of these leasehold values will jeopardize these
conservation policiesin three respects. (1) exploratory development of new fields will be discouraged;
(2) abandonment of lowyield high-cost marginal wells will be hastened; and (3) secondary recovery of
oil will be hampered. [320 U.S. 591, 609] Furthermore, West Virginia contends that the reduced valuation
will harm one of the great industries of the State and that harm to that industry must inevitably affect
the welfare of the citizens of the State. It is also pointed out that West Virginia has alarge interest in
coal and oil aswell asin gas and that these forms of fuel are competitive. When the price of gasis
materially cheapened, consumers turn to that fuel in preference to the others. As aresult thislowering
of the price of natural gas will have the effect of depreciating the price of West Virginia coal and oil.

West Virginiainsists that in neglecting this aspect of the problem the Commission failed to perform the
function which Congress entrusted to it and that the case should be remanded to the Commission for a
modification of its order. 16

We have considered these contentions at length in view of the earnestness with which they have been
urged upon us. We have searched the legislative history of the Natural Gas Act for any indication that
Congress entrusted to the Commission the various considerations which West Virginia has advanced
here. And our conclusion is that Congress did not.

We pointed out in Illinois Natural Gas Co. v. Central Illinois Public Service Co., 314 U.S. 498, 506 , 62
S.Ct. 384, 387, that the purpose of the Natural Gas Act wasto provide, 'through the exercise of the
national power over interstate commerce, an agency for regulating the wholesale distribution to public
service companies of natural gas moving interstate, which this Court had declared to be interstate
commerce not subject to certain types of state regulation.’ As stated in the House Report the 'basic
purpose’ of this legislation was 'to occupy' the field in which such cases as State of Missouri v. [320 U.S.
591, 610] Kansas Natural Gas Co., 265 U.S. 298 , 44 S.Ct. 544, and Public Utilities Commission v.
Attleboro Steam & Electric Co., 273 U.S. 83, 47 S.Ct. 294, had held the States might not act. H.Rep.
No. 709, 75th Cong., 1st Sess., p. 2. In accomplishing that purpose the bill was designed to take 'no
authority from State commissions and was 'so drawn as to complement and in no manner usurp State
regulatory authority.’ Id., p. 2. And the Federal Power Commission was given no authority over the
‘production or gathering of natural gas.' 1(b).

The primary aim of this legislation was to protect consumers against exploitation at the lands of natural
gas companies. Due to the hiatus in regulation which resulted from the Kansas Natural Gas Co. case
and related decisions state commissions found it difficult or impossible to discover what it cost
interstate pipe-line companies to deliver gas within the consuming states; and thus they were thwarted
in local regulation. H.Rep., No. 709, supra, p. 3. Moreover, the investigations of the Federal Trade
Commission had disclosed that the majority of the pipe-line mileage in the country used to transport
natural gas, together with an increasing percentage of the natural gas supply for pipe-line transportation,
had been acquired by a handful of holding companies. 17 State commissions, independent producers,
and communities having or seeking the service were growing quite helpless against these combinations.
18 These were the types of problems with which those participating in the hearings were pre- occupied.
19 Congress addressed itself to those specific evils. [320 U.S. 591, 611] The Federal Power Commission
was given broad powers of regulation. The fixing of ‘just and reasonabl€e' rates ( 4) with the powers
attendant thereto20 was the heart of the new regulatory system. Moreover, the Commission was given
certain authority by 7(a), on afinding that the action was necessary or desirable 'in the public interest,’
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to require natural gas companiesto extend or improve their transportation facilities and to sell gasto
any authorized local distributor. By 7(b) it was given control over the abandonment of facilities or of
service. And by 7( c), as originally enacted, no natural gas company could undertake the construction or
extension of any facilities for the transportation of natural gasto a market in which natural gas was
already being served by another company, or sell any natural gas in such a market, without obtaining a
certificate of public convenience and necessity from the Commission. In passing on such applications
for certificates of convenience and necessity the Commission was told by 7(c), as originally enacted,
that it was 'the intention of Congress that natural gas shall be sold in interstate commerce for resale for
ultimate public consumption for domestic, commercial, industrial, or any other use at the lowest
possible reasonabl e rate consistent with the maintenance of adequate service in the public interest.' The
latter provision was deleted from 7(c) when that subsection was amended by the Act of February 7,
1942, 56 Stat. 83. By that amendment limited grandfather rights were granted companies desiring to
extend their facilities and services over the routes or within the area which they were already serving.
Moreover, 7(c) was broadened so as to require certifi- [320 U.S. 591, 612] cates of public convenience
and necessity not only where the extensions were being made to markets in which natural gas was
already being sold by another company but in other situations as well.

These provisions were plainly designed to protect the consumer interests against exploitation at the
hands of private natural gas companies. When it comes to cases of abandonment or of extensions of
facilities or service, we may assume that, apart from the express exemptions21 contained in 7,
considerations of conservation are material to the issuance of certificates of public convenience and
necessity. But the Commission was not asked here for a certificate of public convenience and necessity
under 7 for any proposed construction or extension. It was faced with a determination of the amount
which a private operator should be allowed to earn from the sale of natural gas across state lines
through an established distribution system. Secs. 4 and 5, not 7, provide the standards for that
determination. We cannot find in the words of the Act or in its history the dlightest intimation or
suggestion that the exploitation of consumers by private operators through the maintenance of high
rates should be allowed to continue provided the producing states obtain indirect benefits from it. That
apparently was the Commission's view of the matter, for the same arguments advanced here were
presented to the Commission and not adopted by it.

We do not mean to suggest that Congress was unmindful of the interests of the producing states in their
natural gas supplies when it drafted the Natural Gas Act. Aswe have said, the Act does not intrude on
the domain traditionally reserved for control by state commissions; and the Federal Power Commission
was given no authority over- [320 U.S. 591, 613] ‘'the production or gathering of natural gas.' 1(b). In
addition, Congress recognized the legitimate interests of the States in the conservation of natural gas.
By 11 Congress instructed the Commission to make reports on compacts between two or more States
dealing with the conservation, production and transportation of natural gas. 22 The Commission was
also directed to recommend further legislation appropriate or necessary to carry out any proposed
compact and 'to aid in the conservation of natural-gas resources within the United States and in the
orderly, equitable, and economic production, transportation, and distribution of natural gas.' 11(a). Thus
Congress was quite aware of the interests of the producing statesin their natural gas supplies. 23 But it
left the protection of [320 U.S. 591, 614] those interests to measures other than the maintenance of high
rates to private companies. If the Commission is to be compelled to let the stockholders of natural gas
companies have afeast so that the producing states may receive crumbs from that table, the present Act
must be redesigned. Such a project raises questions of policy which go beyond our province.

It is hardly necessary to add that alimitation on the net earnings of a natural gas company from its
interstate business is not a limitation on the power of the producing state either to safeguard its tax
revenues from that industry24 or to protect the interests of those who sell their gasto the interstate
operator. 25 The return which the Com- [320 U.S. 591, 615] mission allowed was the net return after all
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such charges.

It is suggested that the Commission has failed to perform its duty under the Act in that it has not
allowed areturn for gas production that will be enough to induce private enterprise to perform
completely and efficiently its functions for the public. The Commission, however, was not oblivious of
those matters. It considered them. It allowed, for example, delay rentals and exploration and
development costs in operating expenses. 26 No serious attempt has been made here to show that they
are inadequate. We certainly cannot say that they are, unless we are to substitute our opinions for the
expert judgment of the administrators to whom Congress entrusted the decision. Moreover, if in light of
experience they turn out to be inadequate for development of new sources of supply, the doors of the
Commission are open for increased allowances. Thisis not an order for all time. The Act contains
machinery for obtaining rate adjustments. 4.

But it is said that the Commission placed too low arate on gas for industrial purposes as compared with
gas for domestic purposes and that industrial uses should be discouraged. It should be noted in the first
place that the rates which the Commission has fixed are Hope's interstate whol esal e rates to distributors
not interstate rates to industrial users27 and domestic consumers. We hardly [320 U.S. 591, 616] can
assume, in view of the history of the Act and its provisions, that the resales intrastate by the customer
companies which distribute the gas to ultimate consumers in Ohio and Pennsylvania are subject to the
rate-making powers of the Commission. 28 But in any event those rates are not in issue here. Moreover,
we fail to find in the power to fix 'just and reasonable' rates the power to fix rates which will disallow or
discourage resales for industrial use. The Committee Report stated that the Act provided 'for regulation
along recognized and more or less standardized lines and that there was 'nothing novel inits
provisions. H.Rep.N0.709, supra, p. 3. Yet if we are now to tell the Commission to fix the rates so asto
discourage particular uses, we would indeed be injecting into arate case a'novel' doctrine which has no
express statutory sanction. The same would be true if we were to hold that the wasting-asset nature of
the industry required the maintenance of the level of rates so that natural gas companies could make a
greater profit on each unit of gas sold. Such theories of rate-making for this industry may or may not be
desirable. The difficulty isthat 4(a) and 5(a) contain only the conventional standards of rate-making for
natural gas companies. 29 The [320 U.S. 591, 617] Act of February 7, 1942, by broadening 7 gave the
Commission some additional authority to deal with the conservation aspects of the problem. 30 But 4(a)
and 5(a) were not changed. If the standard of ‘just and reasonabl €' is to sanction the maintenance of high
rates by a natural gas company because they restrict the use of natural gas for certain purposes, the Act
must be further amended.

It isfinaly suggested that the rates charged by Hope are discriminatory as against domestic usersand in
favor of industrial users. That charge is apparently based on 4(b) of the Act which forbids natural gas
companies from maintaining ‘any unreasonable difference in rates, charges, service, facilities, or in any
other respect, either as between localities or as between classes of service.' The power of the
Commission to eliminate any such unreasonable differences or discriminationsisplain . 5(a). The
Commission, however, made no findings under 4(b). Itsfailure in that regard was not challenged in the
petition to review. And it has not been raised or argued here by any party. Hence the problem of
discrimination has no proper place in the present decision. It will be time enough to pass on that issue
when it is presented to us. Congress has entrusted the administration of the Act to the Commission not
to the courts. Apart from the requirements of judicial review it isnot [320 U.S. 591, 618] for usto advise
the Commission how to discharge its functions.

Findings as to the Lawfulness of Past Rates. As we have noted, the Commission made certain findings

asto the lawfulness of past rates which Hope had charged its interstate customers. Those findings were
made on the complaint of the City of Cleveland and in aid of state regulation. It is conceded that under
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the Act the Commission has no power to make reparation orders. And its power to fix rates admittedly
is limited to those 'to be thereafter observed and in force.' 5(a). But the Commission maintains that it
has the power to make findings as to the lawfulness of past rates even though it has no power to fix
those rates. 31 However that may be, we do not think that these findings were reviewable under 19(b)
of the Act. That section gives any party 'aggrieved by an order' of the Commission areview 'of such
order' in the circuit court of appeals for the circuit where the natural gas company islocated or hasits
principal place of business or in the United States Court of Appeals for the District of Columbia. We do
not think that the findings in question fall within that category.

The Court recently summarized the various types of administrative action or determination reviewable
as orders under the Urgent Deficiencies Act of October 22, [320 U.S. 591, 619] 1913, 28 U.S.C. 45, 473,
28 U.S.C.A. 45, 473, and kindred statutory provisions. Rochester Tel. Corp. v. United States, 307 U.S.
125, 59 S.Ct. 754. It was there pointed out that where 'the order sought to be reviewed does not of itself
adversely affect complainant but only affects his rights adversely on the contingency of future
administrative action', it is not reviewable. Id., 307 U.S. at page 130, 59 S.Ct. at page 757. The Court
said, 'In view of traditional conceptions of federal judicial power, resort to the courts in these situations
is either premature or wholly beyond their province.' Id., 307 U.S. at page 130, 59 S.Ct. at page 757.
And see United Statesv. Los Angeles& S. L.R. Co., 273 U.S. 299, 309, 310 S., 47 S.Ct. 413, 414,
415; Shannahan v. United States, 303 U.S. 596 , 58 S.Ct. 732. These considerations are apposite here.
The Commission has no authority to enforce these findings. They are 'the exercise solely of the function
of investigation.' United Statesv. Los Angeles & S.L.R. Co., supra, 273 U.S. at page 310, 47 S.Ct. at
page 414. They are only a preliminary, interim step towards possible future action-action not by the
Commission but by wholly independent agencies. The outcome of those proceedings may turn on
factors other than these findings. These findings may never result in the respondent feeling the pinch of
administrative action.

REVERSED.
Mr. Justice ROBERTS took no part in the consideration or decision of this case.
Opinion of Mr. Justice BLACK and Mr. Justice MURPHY .

We agree with the Court's opinion and would add nothing to what has been said but for what is patently
awholly gratuitous assertion as to Constitutional law in the dissent of Mr. Justice FRANKFURTER.
We refer to the statement that 'Congressional acquiescence to date in the doctrine of Chicago, etc., R.
Co. v. Minnesota, supra (134 U.S. 418, 10 S.Ct. 462, 702), may fairly be claimed.' That was the case
in which amajority of this Court was finally induced to expand the meaning [320 U.S. 591, 620] of 'due
process so as to give courts power to block efforts of the state and national governmentsto regulate
economic affairs. The present case does not afford a proper occasion to discuss the soundness of that
doctrine because, as stated in Mr. Justice FRANKFURTER'S dissent, 'That issue is not herein
controversy.' The salutary practice whereby courts do not discuss issues in the abstract applies with
peculiar force to Constitutional questions. Since, however, the dissent adverts to a highly controversial
due process doctrine and implies its acceptance by Congress, we feel compelled to say that we do not
understand that Congress voluntarily has acquiesced in a Constitutional principle of government that
courts, rather than legiglative bodies, possess final authority over regulation of economic affairs. Even
this Court has not always fully embraced that principle, and we wish to repeat that we have never
acquiesced in it, and do not now. See Federal Power Commission v. Natural Gas Pipeline Co., 315 U.S.
575, 599-601, 62 S.Ct. 736, 749, 750.

Mr. Justice REED, dissenting.
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This case involves the problem of rate making under the Natural Gas Act. Added importance arises
from the obvious fact that the principles stated are generally applicable to all federal agencies which are
entrusted with the determination of rates for utilities. Because my views differ somewhat from those of
my brethren, it may be of some value to set them out in a summary form.

The Congress may fix utility ratesin situations subject to federal control without regard to any standard
except the constitutional standards of due process and for taking private property for public use without
just compensation. Wilson v. New, 243 U.S. 332, 350, 37 S.Ct. 298, 302, L.R.A.1917E, 938,
Ann.Cas.1918A, 1024. A Commission, however, does not have this freedom of action. Its powers are
limited not only by the constitutional standards but aso by the standards of the delegation. Here the
standard added by the Natural Gas Act isthat the rate be 'just [320 U.S. 591, 621] and reasonable.’ 1
Section 62 throws additional light on the meaning of these words.

When the phrase was used by Congress to describe allowable rates, it had relation to something
ascertainable. The rates were not left to the whim of the Commission. The rates fixed would produce an
annual return and that annual return was to be compared with a theoretical just and reasonable return,
all risks considered, on the fair value of the property used and useful in the public service at the time of
the determination.

Such an abstract test is not precise. The agency charged with its determination has a wide range before
it could properly be said by a court that the agency had disregarded statutory standards or had
confiscated the property of the utility for public use. Cf. Chicago, M. & St. P.R. Co. v. Minnesota, 134
U.S. 418, 461-466, 10 S.Ct. 462, 702, 703-705, dissent. Thisis as Congress intends. Rates are left to an
experienced agency particularly competent by training to appraise the amount required.

The decision as to a reasonable return had not been a source of great difficulty, for borrowers and
lenders reached such agreements daily in a multitude of situations; and although the determination of
fair value had been troublesome, its essentials had been worked out in fairness to investor and consumer
by the time of the en- [320 U.S. 591, 622] actment of this Act. Cf. Los Angeles G. & E. Corp. v. Railroad
Comm., 289 U.S. 287 , 304 et seq., 53 S.Ct. 637, 643 et seg.. The results were well known to Congress
and had that body desired to depart from the traditional concepts of fair value and earnings, it would
have stated its intention plainly. Helvering v. Griffiths, 318 U.S. 371 , 63 S. Ct. 636.

It was already clear that when rates are in dispute, 'earnings produced by rates do not afford a standard
for decision.' 289 U.S. at page 305, 53 S.Ct. at page 644. Historical cost, prudent investment and
reproduction cost3 were all relevant factors in determining fair value. Indeed, disregarding the pioneer
investor'srisk, if prudent investment and reproduction cost were not distorted by changesin price levels
or technology, each of them would produce the same result. The realization from the risk of an
investment in a speculative field, such as natural gas utilities, should be reflected in the present fair
value. 4 The amount of evidence to be admitted on any point was of course in the agency's reasonable
discretion, and it was free to give its own weight to these or other factors and to determine from all the
evidence its own judgment as to the necessary rates. [320 U.S. 591, 623] | agree with the Court in not
imposing arule of prudent investment alone in determining the rate base. This leaves the Commission
free, as| understand it, to use any available evidence for its finding of fair value, including both prudent
investment and the cost of installing at the present time an efficient system for furnishing the needed
utility service.

My disagreement with the Court arises primarily from its view that it makes no difference how the
Commission reached the rate fixed so long as the result is fair and reasonable. For me the statutory
command to the Commission is more explicit. Entirely aside from the constitutional problem of
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whether the Congress could validly delegate its rate making power to the Commission, in toto and
without standards, it did legislate in the light of the relation of fair and reasonable to fair value and
reasonable return. The Commission must therefore make its findings in observance of that relationship.

The Federa Power Commission did not, as | construe their action, disregard its statutory duty. They
heard the evidence relating to historical and reproduction cost and to the reasonable rate of return and
they appraised its weight. The evidence of reproduction cost was rejected as unpersuasive, but from the
other evidence they found a rate base, which isto me a determination of fair value. On that base the
earnings alowed seem fair and reasonable. So far as the Commission went in appraising the property
employed in the service, | find nothing in the result which indicates confiscation, unfairness or
unreasonabl eness. Good administration of rate making agencies under this method would avoid undue
delay and render revaluations unnecessary except after violent fluctuations of price levels. Rate making
under this method has been subjected to criticism. But until Congress changes the standards for the
agencies, these rate making bodies should continue the conventional theory of rate [320 U.S. 591, 624]
making. It will probably be simpler to improve present methods than to devise new ones.

But amajor error, | think was committed in the disregard by the Commission of the investment in
exploratory operations and other recognized capital costs. These were not considered by the
Commission because they were charged to operating expenses by the company at atime when it was
unregulated. Congress did not direct the Commission in rate making to deduct from the rate base capital
investment which had been recovered during the unregulated period through excess earnings. In my
view this part of the investment should no more have been disregarded in the rate base than any other
capital investment which previously had been recovered and paid out in dividends or placed to surplus.
Even if prudent investment throughout the life of the property is accepted as the formulafor figuring the
rate base, it seemsto meillogical to throw out the admittedly prudent cost of part of the property
because the earnings in the unregulated period had been sufficient to return the prudent cost to the
investors over and above a reasonable return. What would the answer be under the theory of the
Commission and the Court, if the only prudent investment in this utility had been the seventeen million
capital charges which are now disallowed?

For the reasons heretofore stated, | should affirm the action of the Circuit Court of Appealsin returning
the proceeding to the Commission for further consideration and should direct the Commission to accept
the disallowed capital investment in determining the fair value for rate making purposes.

Mr. Justice FRANKFURTER, dissenting.

My brother JACKSON has analyzed with particularity the economic and socia aspects of natural gas as
well as[320 U.S. 591, 625] the difficulties which led to the enactment of the Natural Gas Act, especially
those arising out of the abortive attempts of States to regulate natural gas utilities. The Natural Gas Act
of 1938 should receive application in the light of thisanalysis, and Mr. Justice JACKSON has, |

believe, drawn relevant inferences regarding the duty of the Federal Power Commission in fixing
natural gas rates. His exposition seems to me unanswered, and | shall say only afew wordsto
emphasize my basic agreement with him.

For our society the needs that are met by public utilities are as truly public services as the traditional
governmental functions of police and justice. They are not less so when these services are rendered by
private enterprise under governmental regulation. Who ultimately determines the ways of regulation, is
the decisive aspect in the public supervision of privately-owned utilities. Foreshadowed nearly sixty
years ago, Railroad Commission Cases (Stonev. Farmers Loan & Trust Co.), 116 U.S. 307, 331, 6
S.Ct. 334, 344, 388, 1191, it was decided more than fifty years ago that the final say under the

http://caselaw.|p.findlaw.com/scripts/printer friendly.pl?page=us/320/591.html 5/23/2006



FindLaw: Cases and Codes Page 13 of 35

Maritime Link CA IR-1 Attachment 3 Page 13 of 35

Constitution lies with the judiciary and not the legislature. Chicago, etc., R. Co. v. Minnesota, 134 U.S.
418, 10 S.Ct. 462, 702.

While legal issues touching the proper distribution of governmental powers under the Constitution may
always be raised, Congressional acquiescence to date in the doctrine of Chicago, etc., R. Co. v.
Minnesota, supra, may fairly be claimed. But in any event that issue is not here in controversy. As
pointed out in the opinions of my brethren, Congress has given only limited authority to the Federal
Power Commission and made the exercise of that authority subject to judicia review. The Commission
is authorized to fix rates chargeable for natural gas. But the rates that it can fix must be ‘just and
reasonabl€e’. 5 of the Natural Gas Act, 15 U.S. C. 717d, 15 U.S.C.A. 717d. Instead of making the
Commission's rate determinations final, Con- [320 U.S. 591, 626] gress specifically provided for court
review of such orders. To be sure, 'the finding of the Commission asto the facts, if supported by
substantial evidence' was made ‘conclusive, 19 of the Act, 15 U.S.C. 717r; 15 U.S.C.A. 717r. But
obedience of the requirement of Congress that rates be 'just and reasonable' is not an issue of fact of
which the Commission's own determination is conclusive. Otherwise, there would be nothing for a
court to review except questions of compliance with the procedural provisions of the Natural Gas Act.
Congress might have seen fit so to cast its legilation. But it has not done so. It has committed to the
administration of the Federal Power Commission the duty of applying standards of fair dealing and of
reasonabl eness relevant to the purposes expressed by the Natural Gas Act. The requirement that rates
must be 'just and reasonable’ means just and reasonable in relation to appropriate standards. Otherwise
Congress would have directed the Commission to fix such rates as in the judgment of the Commission
are just and reasonable; it would not have also provided that such determinations by the Commission
are subject to court review.

To what sources then are the Commission and the courts to go for ascertaining the standards relevant to
the regulation of natural gas rates? It is at this point that Mr. Justice JACKSON'S analysis seems to me
pertinent. There appear to be two aternatives. Either the fixing of natural gas rates must be left to the
unguided discretion of the Commission so long as the rates it fixes do not reveal aglaringly had
prophecy of the ability of aregulated utility to continue its service in the future. Or the Commission’s
rate orders must be founded on due consideration of al the elements of the public interest which the
production and distribution of natural gasinvolve just becauseit is natural gas. These elements are
reflected in the Natural Gas Act, if that Act be applied as an entirety. See, for [320 U.S. 591, 627]
instance, 4(a)(b)(c)(d), 6, and 11, 15 U.S.C. 717c(a)(b)(c)(d), 717e, and 717j, 15 U.S.C.A. 717c(a-d),
717e, 717j. Of course the statute is not concerned with abstract theories of ratemaking. But its very
foundation is the 'public interest', and the public interest is a texture of multiple strands. It includes
more than contemporary investors and contemporary consumers. The needs to be served are not
restricted to immediacy, and social aswell as economic costs must be counted.

It will not do to say that it must all be left to the skill of experts. Expertiseisarational process and a
rational process implies expressed reasons for judgment. It will little advance the public interest to
substitute for the hodge-podge of the rulein Smyth v. Ames, 169 U.S. 466 , 18 S.Ct. 418, an
encouragement of conscious obscurity or confusion in reaching aresult, on the assumption that so long
as the result appears harmless its basisisirrelevant. That may be an appropriate attitude when state
action is chalenged as unconstitutional. Cf. Driscoll v. Edison Light & Power Co., 307 U.S. 104 , 59
S.Ct. 715. But it is not to be assumed that it was the design of Congress to make the accommaodation of
the conflicting interests exposed in Mr. Justice JACKSON'S opinion the occasion for a blind clash of
forces or a partial assessment of relevant factors, either before the Commission or here.

The objection to the Commission's action is not that the rates it granted were too low but that the range
of its vision was too narrow. And since the issues before the Commission involved no less than the total

http://caselaw.|p.findlaw.com/scripts/printer friendly.pl?page=us/320/591.html 5/23/2006



FindLaw: Cases and Codes Page 14 of 35

Maritime Link CA IR-1 Attachment 3 Page 14 of 35

public interest, the proceedings before it should not be judged by narrow conceptions of common law
pleading. And so | conclude that the case should be returned to the Commission. In order to enable this
Court to discharge its duty of reviewing the Commission's order, the Commission should set forth with
explicitness the criteria by which it is guided [320 U.S. 591, 628] in determining that rates are 'just and
reasonable’, and it should determine the public interest that isin its keeping in the perspective of the
considerations set forth by Mr. Justice JACKSON.

By Mr. Justice JACKSON.

Certainly the theory of the court below that ties rate-making to the fair-value-reproduction-cost formula
should be overruled asin conflict with Federal Power Commission v. Natural Gas Pipeline Co.1 But the
case should, | think, be the occasion for reconsideration of our rate-making doctrine as applied to
natural gas and should be returned to the Commission for further consideration in the light thereof.

The Commission appears to have understood the effect of the two opinionsin the Pipeline case to be at
least authority and perhaps direction to fix natural gas rates by exclusive application of the ‘prudent
investment' rate base theory. This has no warrant in the opinion of the Chief Justice for the Court,
however, which released the Commission from subservience to ‘any single formula or combination of
formulas provided its order, 'viewed in its entirety, produces no arbitrary result.' 315 U.S. at page 586,
62 S.Ct. at page 743. The minority opinion | understood to advocate the 'prudent investment' theory as a
sufficient guide in anatural gas case. The view was expressed in the court below that since this opinion
was not expressly controverted it must have been approved. 2 | disclaim thisim- [320 U.S. 591, 629]

puted approval with some particularity, because | attach importance at the very beginning of federa
regulation of the natural gas industry to approaching it as the performance of economic functions, not as
the performance of legalistic rituals.

Solutions of these cases must consider eccentricities of the industry which gives rise to them and also to
the Act of Congress by which they are governed.

The heart of this problem is the elusive, exhaustible, and irreplaceable nature of natural gasitself. Given
sufficient money, we can produce any desired amount of railroad, bus, or steamship transportation, or
communications facilities, or capacity for generation of electric energy, or for the manufacture of gas of
akind. In the service of such utilities one customer has little concern with the amount taken by another,
one's waste will not deprive another, a volume of service and be created equal to demand, and today's
demands will not exhaust or lessen capacity to serve tomorrow. But the wealth of Midas and the wit of
man cannot produce or reproduce a natural gas field. We cannot even reproduce the gas, for our
manufactured product has only about half the heating value per unit of nature'sown. 3.

Natural gasin some quantity is produced in twenty-four states. It is consumed in only thirty-five states,
and is[320 U.S. 591, 630] available only to about 7,600,000 consumers. 4 Its availability has been more
localized than that of any other utility service because it has depended more on the caprice of nature.

The supply of the Hope Company is drawn from that old and rich and vanishing field that flanks the
Appalachian mountains. Its center of production is Pennsylvania and West Virginia, with afringe of
lesser production in New Y ork, Ohio, Kentucky, Tennessee, and the north end of Alabama. Oil was
discovered in commercial quantities at a depth of only 69 1/2 feet near Titusville, Pennsylvania, in
1859. Its value then was about $ 16 per barrel. 5 The oil branch of the petroleum industry went forward
at once, and with unprecedented speed. The area productive of oil and gas was roughed out by the
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drilling of over 19,000 ‘wildcat' wells, estimated to have cost over $222,000,000. Of these, over 18,000
or 94.9 per cent, were 'dry holes." About five per cent, or 990 wells, made discoveries of commercial
importance, 767 of them resulting chiefly in oil and 223 in gas only. 6 Prospecting for many years was
asearch for oil, and to strike gas was a misfortune. Waste during this period and even later is appalling.
Gas was regarded as having no commercial value until about 1882, in which year the total yield was
valued only at about $75,000.7 Since then, contrary to oil, which has become cheaper gasin thisfield
has pretty steadily advanced in price.

While for many years natural gas had been distributed on a small scale for lighting,8 its acceptance was
slow, [320U.S. 591, 631] facilitiesfor its utilization were primitive, and not until 1885 did it take on the
appearance of a substantial industry. 9 Soon monopoly of production or markets developed. 10 To get
gas from the mountain country, where it was largely found, to centers of population, where it wasin
demand, required very large investment. By ownership of such facilities afew corporate systems, each
including several companies, controlled access to markets. Their purchases became the dominating
factor in giving a market value to gas produced by many small operators. Hope is the market for over
300 such operators. By 1928 natural gas in the Appalachian field commanded an average price of 21.1
cents per m.c.f. at points of production and was bringing 45.7 cents at points of consumption. 11 The
companies which controlled markets, however, did not rely on gas purchases alone. They acquired and
held in fee or leasehold great acreage in territory proved by 'wildcat' drilling. These large marketing
system companies as well as many small independent owners and operators have carried on the
commercia development of proved territory. The development risks appear from the estimate that up to
1928, 312,318 proved area wells had been sunk in the Appalachian field of which 48,962, or 15.7 per
cent, failed to produce oil or gasin commercial quantity. 12 [320U.S. 591, 632] With the source of
supply thus tapped to serve centers of large demand, like Pittsburgh, Buffalo, Cleveland, Y oungstown,
Akron, and other industrial communities, the distribution of natural gas fast became big business. Its
advantages as afuel and its price commended it, and the business yielded a handsome return. All was
merry and the goose hung high for consumers and gas companies alike until about the time of the first.
World War. Almost unnoticed by the consuming public, the whole Appalachian field passed its peak of
production and started to decline. Pennsylvania, which to 1928 had given off about 38 per cent of the
natural gas from thisfield, had its peak in 1905; Ohio, which had produced 14 per cent, had its peak in
1915; and West Virginia, greatest producer of all, with 45 per cent to its credit, reached its peak in
1917.13

Western New Y ork and Eastern Ohio, on the fringe of the field, had some production but relied heavily
on imports from Pennsylvania and West Virginia. Pennsylvania, a producing and exporting state, was a
heavy consumer and supplemented her production with imports from West Virginia. West Virginiawas
aconsuming state, but the lion's share of her production was exported. Thus the interest of the statesin
the North Appalachian supply wasin conflict.

Competition among localities to share in the failing supply and the helplessness of state and local
authorities in the presence of state lines and corporate complexitiesis a part of the background of
federal intervention in the industry. 14 West Virginiatook the boldest measure. It legislated a priority in
its entire production in favor of its own inhabitants. That was frustrated by an injunc- [320 U.S. 591, 633]
tion from this Court. 15 Throughout the region clashesin the courts and conflicting decisions evidenced
public anxiety and confusion. It was held that the New Y ork Public Service Commission did not have
power to classify consumers and restrict their use of gas. 16 That Commission held that a company
could not abandon a part of its territory and still serve the rest. 17 Some courts admonished the
companies to take action to protect consumers. 18 Severa courts held that companies, regardless of
failing supply, must continue to take on customers, but such compulsory additions were finally held to
be within the Public Service Commission's discretion. 19 There were attempts to throw up franchises
and quit the service, and municipalities resorted to the courts with conflicting results. 20 Public service
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commissions of consuming states were handicapped, for they had no control of the supply. 21 [320 U.S.
591, 634] Shortages during World War | occasioned the first intervention in the natural gas industry by
the Federal Government. Under Proclamation of President Wilson the United States Fuel Administrator
took control, stopped extensions, classified consumers and established a priority for domestic over
industrial use. 22 After the war federal control was abandoned. Some cities once served with natural gas
became dependent upon mixed gas of reduced heating value and relatively higher price. 23

Utilization of natural gas of highest socia aswell as economic return is domestic use for cooking and
water [320 U.S. 591, 635] heating, followed closely by use for space heating in homes. Thisisthe true
public utility aspect of the enterprise, and its preservation should be the first concern of regulation. Gas
does the family cooking cheaper than any other fuel. 24 But its advantages do not end with dollars and
cents cost. It is delivered without interruption at the meter as needed and is paid for after it isused. No
money istied up in asupply, and no space is used for storage. It requires no handling, creates no dust,
and leaves no ash. It responds to thermostatic control. It ignites easily and immediately develops its
maximum heating capacity. These incidental advantages make domestic life more liveable.

Industrial use isinduced less by these qualities than by low cost in competition with other fuels. Of the
gas exported from West Virginia by the Hope Company a very substantial part is used by industries.
This wholesal e use speeds exhaustion of supply and displaces other fuels. Coal miners and the coal
industry, alarge part of whose costs are wages, have complained of unfair competition from low-priced
industrial gas produced with relatively little |abor cost. 25

Gas rate structures generally have favored industrial users. In 1932, in Ohio, the average yield on gas
for domestic consumption was 62.1 cents per m.c.f. and onin- [320 U.S. 591, 636] dustrial, 38.7. In
Pennsylvania, the figures were 62.9 against 31.7. West Virginia showed the |least spread, domestic
consumers paying 36.6 cents; and industrial, 27.7.26 Although this spread isless than in other parts of
the United States,27 it can hardly be said to be self-justifying. It certainly isavery great factor in
hastening decline of the natural gas supply.

About the time of World War | there were occasional and short-lived efforts by some hard-pressed
companies to reverse this discrimination and adopt graduated rates, giving alow rate to quantities
adequate for domestic use and graduating it upward to discourage industrial use. 28 [320 U.S. 591, 637]
These rates met opposition from industrial sources, of course, and since diminished revenues from
industrial sources tended to increase the domestic price, they met little popular or commission favor.
The fact is that neither the gas companies nor the consumers nor local regulatory bodies can be
depended upon to conserve gas. Unless federal regulation will take account of conservation, its efforts
seem, asin this case, actually to constitute a new threat to the life of the Appalachian supply.

Congressin 1938 decided upon federa regulation of theindustry. It did so after an exhaustive
investigation of all aspectsincluding failing supply and competition for the use of natural gas
intensified by growing scarcity. 29 Pipelines from the Appalachian area to markets were in the control
of ahandful of holding company systems. 30 This created a highly concentrated control of the
producers market and of the consumers' supplies. While holding companies dominated both production
and distribution they segregated those activities in separate [320 U.S. 591, 638] subsidiaries,31 the effect
of which, if not the purpose, was to isolate some end of the business from the reach of any one state
commission. The cost of natural gas to consumers moved steadily upwards over the years, out of
proportion to prices of oil, which, except for the element of competition, is produced under somewhat
comparable conditions. The public cameto feel that the companies were exploiting the growing scarcity
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of local gas. The problems of this region had much to do with creating the demand for federal
regulation.

The Natural Gas Act declared the natural gas business to be "affected with a public interest,’ and its
regulation 'necessary in the public interest.’ 32 Originally, and at the time this proceeding was
commenced and tried, it also declared 'the intention of Congress that natural gas shall be sold in
interstate commerce for resale for ultimate public consumption for domestic, commercial, industrial, or
any other use at the lowest possible reasonable rate consistent with the maintenance of adequate service
in the public interest." 33 While this was later dropped, there is nothing to indicate that it wasnot and is
not still an accurate statement of purpose of the Act. Extension or improvement of facilities may be
ordered when 'necessary or desirable in the public interest,” abandonment of facilities may be ordered
when the supply is 'depleted to the extent that the continuance of service is unwarranted, or that the
present or future public convenience or necessity [320 U.S. 591, 639] permit' abandonment and certain
extensions can only be made on finding of 'the present or future public convenience and necessity.' 34
The Commission isrequired to take account of the ultimate use of the gas. Thusit is given power to
suspend new schedules as to rates, charges, and classification of services except where the schedules are
for the sale of gas 'for resale for industrial use only,'35 which gives the companies greater freedom to
increase rates on industrial gas than on domestic gas. More particularly, the Act expressly forbids any
undue preference or advantage to any person or ‘any unreasonable differencein rates ... either as
between localities or as between classes of service." 36 And the power of the Commission expressly
includes that to determine the 'just and reasonable rate, charge, classification, rule, regulation, practice,
or contract to be thereafter observed and in force." 37

In view of the Court's opinion that the Commission in administering the Act may ignore discrimination,
it isinteresting that in reporting this Bill both the Senate and the House Committees on Interstate
Commerce pointed out that in 1934, on a nationwide average the price of natural gas per m.c.f. was 74.6
cents for domestic use, 49.6 cents for commercial use, and 16.9 for industrial use. 38 | am not ready to
think that supporters of abill called attention to the striking fact that householders were being charged
five times as much for their gas asindustrial users only as a situation which the Bill would do nothing
to remedy. On the other hand the Act gave to the Commission what the Court aptly describes as 'broad
powers of regulation.' [320 U.S. 591, 640] |lI.

This proceeding was initiated by the Cities of Cleveland and Akron. They alleged that the price charged
by Hope for natural gas 'for resale to domestic, commercial and small industrial consumersin Cleveland
and elsewhere is excessive, unjust, unreasonable, greatly in excess of the price charged by Hope to
nonaffiliated companies at wholesale for resale to domestic, commercial and small industrial
consumers, and greatly in excess of the price charged by Hope to East Ohio for resale to certain favored
industrial consumersin Ohio, and therefore is further unduly discriminatory between consumers and
between classes of service' (italics supplied). The company answered admitting differencesin pricesto
affiliated and nonaffiliated companies and justifying them by differencesin conditions of delivery. As
to the alegation that the contract priceis'greatly in excess of the price charged by Hope to East Ohio
for resale to certain favored industrial consumersin Ohio," Hope did not deny a price differential, but
alleged that industrial gas was not sold to 'favored consumers' but was sold under contract and
schedules filed with and approved by the Public Utilities Commission of Ohio, and that certain
conditions of delivery made it not 'unduly discriminatory.'

The record shows that in 1940 Hope delivered for industrial consumption 36,523,792 m.c.f. and for
domestic and commercial consumption, 50,343,652 m.c.f. | find no separate figure for domestic
consumption. It served 43,767 domestic consumers directly, 511,521 through the East Ohio Gas
Company, and 154,043 through the Peoples Natural Gas Company, both affiliates owned by the same
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parent. Its special contracts for industrial consumption, so far as appear, are confined to about a dozen
big industries. [320 U.S. 591, 641] Hope isresponsible for discrimination as exists in favor of these few
industrial consumers. It controls both the resale price and use of industrial gas by virtue of the very
interstate sales contracts over which the Commission is exercising its jurisdiction.

Hope's contract with East Ohio Company is an example. Hope agrees to deliver, and the Ohio Company
to take, '(a) all natural gas requisite for the supply of the domestic consumers of the Ohio Company; (b)
such amounts of natural gas as may be requisite to fulfill contracts made with the consent and approval
of the Hope Company by the Ohio Company, or companies which it supplies with natural gas, for the
sale of gas upon special terms and conditions for manufacturing purposes.’ The Ohio company is
required to read domestic customers meters once a month and meters of industrial customers daily and
to furnish all meter readings to Hope. The Hope Company is to have access to meters of al consumers
and to al of the Ohio Company's accounts. The domestic consumers of the Ohio Company are to be
fully supplied in preference to consumers purchasing for manufacturing purposes and 'Hope Company
can be required to supply gas to be used for manufacturing purposes only where the same is sold under
specia contracts which have first been submitted to and approved in writing by the Hope Company and
which expressly provide that natural gas will be supplied thereunder only in so far as the sameis not
necessary to meet the requirements of domestic consumers supplied through pipe lines of the Ohio
Company.' This basic contract was supplemented from time to time, chiefly asto price. The last
amendment was in aletter from Hope to East Ohio in 1937. It contained a special discount on industrial
gas and a schedule of special industrial contracts, Hope reserving the right to make eliminations
therefrom and agreeing that others might be added from time to [320 U.S. 591, 642] time with its approval
inwriting. It said, 'It is believed that the price concessions contained in this letter, while not based on
our costs, are under certain conditions, to our mutual advantage in maintaining and building up the
volumes of gas sold by us (italics supplied).'39

The Commission took no note of the charges of discrimination and made no disposition of the issue
tendered on this point. It ordered aflat reduction in the price per m.c.f. of all gasdelivered by Hope in
interstate commerce. It made no limitation, condition, or provision asto what classes of consumers
should get the benefit of the reduction. While the cities have accepted and are defending the reduction,
itismy view that the discrimination of which they have complained is perpetuated and increased by the
order of the Commission and that it violates the Act in so doing.

The Commission's opinion aptly characterizes its entire objective by saying that 'bona fide investment
figures now become al-important in the regulation of rates.' It should be noted that the all-importance
of thistheory is not the result of any instruction from Congress. When the Bill to regulate gas was first
before Congressit con- [320 U.S. 591, 643] tained the following: 'In determining just and reasonabl e rates
the Commission shall fix such rate as will allow afair return upon the actual legitimate prudent cost of
the property used and useful for the servicein question.' H.R. 5423, 74th Cong., 1st Sess. Title 11, 312
(c). Congress rejected this language. See H.R. 5423, 213 (211(c)), and H.R. Rep. No. 1318, 74th Cong.,
1st Sess. 30.

The Commission contends nevertheless that the 'all important' formulafor finding arate base is that of
prudent investment. But it excluded from the investment base an amount actually and admittedly
invested of some $17,000,000. It did so because it says that the Company recouped these expenditures
from customers before the days of regulation from earnings above afair return. But it would not apply
all of such 'excess earnings to reduce the rate base as one of the Commissioners suggested. The reason
for applying excess earnings to reduce the investment base roughly from $69,000,000 to $52,000,000
but refusing to apply them to reduce it from that to some $18,000,000 is not found in a differencein the
character of the earnings or in their reinvestment. The reason assigned is a difference in bookkeeping
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treatment many years before the Company was subject to regulation. The $17,000,000, reinvested
chiefly in well drilling, was treated on the books as expense. (The Commission now requires that
drilling costs be carried to capital account.) The allowed rate base thus actually was determined by the
Company's bookkeeping, not its investment. This attributes a significance to formal classification in
account keeping that seems inconsistent with rational rate regulation. 40 Of [320 U.S. 591, 644] course,
the Commission would not and should not allow arate base to be inflated by bookkeeping which had
improperly capitalized expenses. | have doubts about resting public regulation upon any rule that isto
be used or not depending on which side it favors. [320 U.S. 591, 645] The Company on the other hand,
has not put its gas fields into its calculations on the present-value basis, although that, it contends, is the
only lawful rule for finding arate base. To do so would result in arate higher than it has charged or
proposes as a matter of good business to charge.

The case before us demonstrates the lack of rational relationship between conventional rate-base
formulas and natural gas production and the extremities to which regulating bodies are brought by the
effort to rationalize them. The Commission and the Company each stands on a different theory, and
neither ventures to carry itstheory to logical conclusion as applied to gasfields.

V.

This order isunder judicial review not because we interpose constitutional theories between a State and
the business it seeks to regulate, but because Congress put upon the federal courts a duty toward
administration of anew federal regulatory Act. If we are to hold that a given rate is reasonable just
because the Commission has said it was reasonable, review becomes a costly, time-consuming pageant
of no practical value to anyone. If on the other hand we are to bring judgment of our own to the task, we
should for the guidance of the regulators and the regulated reveal something of the philosophy, be it
legal or economic or social, which guides us. We need not be slaves to a formula but unless we can
point out arational way of reaching our conclusions they can only be accepted as resting on intuition or
predilection. | must admit that | possess no instinct jby which to know the 'reasonable’ from the
‘unreasonabl e’ in prices and must seek some conscious design for decision.

The Court sustains this order as reasonable, but what makes it so or what could possibly make it
otherwise, [320 U.S. 591, 646] | cannot learn. It holds that: ‘it is the result reached not the method
employed which is controlling’; 'the fact that the method employed to reach that result may contain
infirmities is not then important' and it is not 'important to this case to determine the various permissible
ways in which any rate base on which the return is computed might be arrived at." The Court does |ean
somewhat on considerations of capitalization and dividend history and requirements for dividends on
outstanding stock. But | can give no real weight to that for it is generally and | think deservedly in
discredit as any guide in rate cases. 41

Our books already contain so much talk of methods of rationalizing rates that we must appear
ambiguous if we announce results without our working methods. We are confronted with regulation of
aunique type of enterprise which | think requires considered rejection of much conventional utility
doctrine and adoption of concepts of 'just and reasonabl €' rates and practices and of the 'public interest'
that will take account of the peculiarities of the business.

The Court rejects the suggestions of this opinion. It says that the Committees in reporting the bill which
became the Act said it provided for regulation along recognized and more or less standardized lines
and that there was 'nothing novel in its provisions.' So saying it sustains a rate calculated on a novel
variation of arate base theory which itself had at the time of enactment of the legislation been
recognized only in dissenting opinions. Our difference seems to be between unconscious innovation,42
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and the purposeful and deliberate innovation | [320 U.S. 591, 647] would make to meet the necessities of
regulating the industry before us.

Hope's business has two components of quite divergent character. One, while not a conventional
common-carrier undertaking, is essentially a transportation enterprise consisting of conveying gas from
whereit is produced to point of delivery to the buyer. Thisis arelatively routine operation not differing
substantially from many other utility operations. The service is produced by an investment in
compression and transmission facilities. Its risks are those of investing in a tested means of conveying a
discovered supply of gasto a known market. A rate base calculated on the prudent investment formula
would seem areasonably satisfactory measure for fixing areturn from that branch of the business
whose serviceis roughly proportionate to the capital invested. But it has other consequences which
must not be overlooked. It gives marketability and hence 'value' to gas owned by the company and
gives the pipeline company alarge power over the marketability and hence 'value' of the production of
others.

The other part of the business-to reduce to possession an adequate supply of natural gas-is of opposite
character, being more erratic and irregular and unpredictable in relation to investment than any phase of
any other utility business. A thousand feet of gas captured and severed from real estate for delivery to
consumers is recognized under our law as property of much the same nature as aton of coal, abarrel of
oil, or ayard of sand. The value to be allowed for it is the real battleground between the investor and
consumer. It isfrom this part of the business that the chief difference between the parties as to a proper
rate base arises.

It is necessary to a'reasonable’ price for gasthat it be anchored to arate base of any kind? Why did
courts in the first place begin valuing 'rate bases' in order to 'value' something else? The method came
INto vogue [320 U.S. 591, 648] in fixing rates for transportation service which the public obtained from
common carriers. The public received none of the carriers physical property but did make some use of
it. The carriage was often a monopoly so there were no open market criteria as to reasonableness. The
'value' or ‘cost’ of what was put to use in the service by the carrier was not aremote or irrelevant
consideration in making such rates. Moreover the difficulty of appraising an intangible service was
thought to be ssimplified if it could be related to physical property which was visible and measurable
and the items of which might have market value. The court hoped to reason from the known to the
unknown. But gas fields turn this method topsy turvy. Gas itself istangible, possessible, and does have
amarket and apricein thefield. The value of the rate base is more elusive than that of gas. It consists
of intangibles-leaseholds and freeholds-operated and unoperated-of little use in themselves except as
rights to reach and capture gas. Their value lies amost wholly in predictions of discovery, and of price
of gas when captured, and bears little relation to cost of tools and supplies and labor to develop it. Gas
iIswhat Hope sells and it can be directly priced more reasonably and easily and accurately than the
components of arate base can be valued. Hence the reason for resort to a roundabout way of rate base
price fixing does not exist in the case of gasin the field.

But if found, and by whatever method found, arate base is little help in determining reasonableness of
the price of gas. Appraisal of present value of these intangible rights to pursue fugitive gas depends on
the value assigned to the gas when captured. The 'present fair value' rate base, generaly inill repute, 43
is not even urged by the gas company for valuing itsfields. [320 U.S. 591, 649] The prudent investment
theory has relative meritsin fixing rates for a utility which creates its service merely by itsinvestment.
The amount and quality of service rendered by the usual utility will, at least roughly, be measured by
the amount of capital it putsinto the enterprise. But it has no rational application where there is no such
relationship between investment and capacity to serve. There isno such relationship between
investment and amount of gas produced. Let us assume that Doe and Roe each produces in West
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Virginiafor delivery to Cleveland the same quantity of natural gas per day. Doe, however, through luck
or foresight or whatever it takes, gets his gas from investing $50,000 in leases and drilling. Roe drilled
poorer territory, got smaller wells, and has invested $250,000. Does anybody imagine that Roe can get
or ought to get for his gas five times as much as Doe because he has spent five times as much? The
service one renders to society in the gas business is measured by what he gets out of the ground, not by
what he putsinto it, and there is little more relation between the investment and the resultsthan in a
game of poker.

Two-thirds of the gas Hope handlesit buys from about 340 independent producers. It is obvious that the
principle of rate-making applied to Hope's own gas cannot be applied, and has not been applied, to the
bulk of the gas Hope delivers. It is not probable that the investment of any two of these producers will
bear the same ratio to their investments. The gas, however, all goes to the same use, has the same
utilization value and the same ultimate price.

To regulate such an enterprise by undiscriminatingly transplanting any body of rate doctrine conceived
and [320 U.S. 591, 650] adapted to the ordinary utility business can serve the 'public interest' as the
Natural Gas Act requires, if at al, only by accident. Mr. Justice Brandeis, the pioneer juristic advocate
of the prudent investment theory for man-made utilities, never, so far as| am able to discover, proposed
its application to a natural gas case. On the other hand, dissenting in Commonwealth of Pennsylvaniav.
West Virginia, he reviewed the problems of gas supply and said, 'In no other field of public service
regulation is the controlling body confronted with factors so baffling as in the natural gasindustry, and
in none is continuous supervision and control required in so high adegree.' 262 U.S. 553, 621 , 43 S.Ct.
658, 674, 32 A.L.R. 300. If natural gasrates are intelligently to be regulated we must fit our legal
principles to the economy of the industry and not try to fit the industry to our books.

As our decisions stand the Commission was justified in believing that it was required to proceed by the
rate base method even asto gasin the field. For this reason the Court may not merely wash its hands of
the method and rationale of rate making. The fact is that this Court, with no discussion of its fitness,
simply transferred the rate base method to the natural gas industry. It happened in Newark Natural Gas
& Fuel Co. v. City of Newark, Ohio, 1917, 242 U.S. 405, 37 S.Ct. 156, 157, Ann. Cas.1917B, 1025, in
which the company wanted 25 cents per m.c.f., and under the Fourteenth Amendment challenged the
reduction to 18 cents by ordinance. This Court sustained the reduction because the court below ‘gave
careful consideration to the questions of the value of the property ... at the time of the inquiry,’ and
whether the rate ‘would be sufficient to provide afair return on the value of the property.' The Court
said this method was 'based upon principles thoroughly established by repeated secisions of this court,’
citing many cases, not one of which involved natural gas or a comparable wasting natural resource.
Then came issues as to state power to [320 U.S. 591, 651] regulate as affected by the commerce clause.
Public Utilities Commission v. Landon, 1919, 249 U.S. 236 , 39 S.Ct. 268; Pennsylvania Gas Co. v.
Public Service Commission, 1920, 252 U.S. 23, 40 S.Ct. 279. These questions settled, the Court again
was called upon in natural gas cases to consider state rate-making claimed to be invalid under the
Fourteenth Amendment. United Fuel Gas Co. v. Railroad Commission of Kentucky, 1929, 278 U.S.
300, 49 S.Ct. 150; United Fuel Gas Company v. Public Service Commission of West Virginia, 1929,
278 U.S. 322 , 49 S.Ct. 157. Then, as now, the differences were 'due chiefly to the differencein value
ascribed by each to the gas rights and leaseholds.' 278 U.S. 300, 311 , 49 S.Ct. 150, 153. No one seems
to have questioned that the rate base method must be pursued and the controversy was at what rate base
must be used. Later the 'value' of gas in the field was questioned in determining the amount a regulated
company should be allowed to pay an affiliate therefor-a state determination also reviewed under the
Fourteenth Amendment. Dayton Power & Light Co. v. Public Utilities Commission of Ohio, 1934, 292
U.S. 290, 54 S.Ct. 647; Columbus Gas & Fuel Co. v. Public Utilities Commission of Ohio, 1934, 292
U.S. 398, 54 S.Ct. 763, 91 A.L.R. 1403. In both cases, one of which sustained, and one of which struck
down afixed rate the Court assumed the rate base method, as the legal way of testing reasonableness of
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natural gas prices fixed by public authority, without examining its real relevancy to theinquiry.

Under the weight of such precedents we cannot expect the Commission to initiate economically
intelligent methods of fixing gas prices. But the Court now faces a new plan of federal regulation based
on the power to fix the price at which gas shall be allowed to move in interstate commerce. | should
now consider whether these rules devised under the Fourteenth Amendment are the exclusive tests of a
just and reasonabl e rate under the federal statute, inviting reargument directed to that point [320 U.S. 591,
652] if necessary. Asl seeit now | would be prepared to hold that these rules do not apply to a natural
gas case arising under the Natural Gas Act.

Such a holding would leave the Commission to fix the price of gasin the field as one would fix
maximum prices of oil or milk or coal, or any other commodity. Such a price is not calculated to
produce afair return on the synthetic value of arate base of any individual producer, and would not
undertake to assure afair return to any producer. The emphasis would shift from the producer to the
product, which would be regulated with an eye to average or typical producing conditionsin the field.

Such aprice fixing process on economic lines would offer little temptation to the judiciary to become
back seat drivers of the price fixing machine. The unfortunate effect of judicial intervention in thisfield
isto divert the attention of those engaged in the process from what is economically wise to what is
legally permissible. It is probable that price reductions would reach economically unwise and self-
defeating limits before they would reach constitutional ones. Any constitutional problems growing out
of price fixing are quite different than those that have heretofore been considered to inhere in rate
making. A producer would have difficulty showing the invalidity of such afixed price so long as he
voluntarily continued to sell his product in interstate commerce. Should he withdraw and other
authority be invoked to compel him to part with his property, a different problem would be presented.

Allowance in arate to compensate for gas removed from gas lands, whether fixed as of point of
production or as of point of delivery, probably best can be measured by a functional test applied to the
whole industry. For good or ill we depend upon private enterprise to exploit these natural resources for
public consumption. The function which an allowance for gasin the field should perform [320 U.S. 591,
653] for society in such circumstancesisto be enough and no more than enough to induce private
enterprise completely and efficiently to utilize gas resources, to acquire for public service any available
gas or gas rights and to deliver gas at arate and for uses which will be in the future aswell asin the
present public interest.

The Court fearsthat 'if we are now to tell the Commission to fix the rates so as to discourage particular
uses, we would indeed be injecting into arate case a'novel’ doctrine ...." With due deference | suggest
that there is nothing novel in the ideathat any change in price of a service or commodity reactsto
encourage or discourage its use. The question is not whether such consequences will or will not follow;
the question is whether effects must be suffered blindly or may be intelligently selected, whether price
control shall have targets at which it deliberately aims or shall be handled like a gun in the hands of one
who does not know it is loaded.

We should recognize 'price’ for what it is-atool, a means, an expedient. In public hands it has much the
same economic effects asin private hands. Hope knew that a concession in industrial price would tend
to build up its volume of sales. It used price as an expedient to that end. The Commission makes
another cut in that same price but the Court thinks we should ignore the effect that it will have on
exhaustion of supply. The fact isthat in natural gas regulation price must be used to reconcile the
private property right society has permitted to vest in an important natural resource with the claims of
society upon it-price must draw a balance between wealth and welfare.
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To carry thisinto techniques of inquiry is the task of the Commissioner rather than of the judge, and it
certainly is no task to be solved by mere bookkeeping but requires the best economic talent available.
There would doubtless be inquiry into the price gasis bringing in the [320 U.S. 591, 654] field, how far
that price is established by arms' length bargaining and how far it may be influenced by agreementsin
restraint of trade or monopolistic influences. What must Hope really pay to get and to replace gas it
delivers under this order? If it should get more or less than that for its own, how much and why? How
far are such prices influenced by pipe line access to markets and if the consumers pay returns on the
pipe lines how far should the increment they cause go to gas producers? East Ohio isitself a producer in
Ohio.44 What do Ohio authorities require Ohio consumersto pay for gasin the field? Perhaps these are
reasons why the Federal Government should put West Virginiagas at lower or at higher rates. If so
what are they? Should East Ohio be required to exploit its half million acres of unoperated reservein
Ohio before West Virginia resources shall be supplied on a devalued basis of which that State
complains and for which she threatens measures of self keep? What is gas worth in terms of other fuels
it displaces?

A price cannot be fixed without considering its effect on the production of gas. Isit an incentive to
continue to exploit vast unoperated reserves? Isit conducive to deep drilling tests the result of which we
may know only after trial? Will it induce bringing gas from afar to supplement or even to substitute for
Appalachian gas?45 Can it be had from distant fields as cheap or cheaper? If so, that competitive
potentiality is certainly arelevant consideration. Wise regulation must also consider, as a private buyer
would, what alternatives the producer has[320 U.S. 591, 655] if the price is not acceptable. Hope has
intrastate business and domestic and industrial customers. What can it do by way of diverting its supply
to intrastate sales? What can it do by way of disposing of its operated or reserve acreage to industrial
concerns or other buyers? What can West Virginiado by way of conservation laws, severance or other
taxation, if the regulated rate offends? It must be borne in mind that while West Virginia was prohibited
from giving her own inhabitants a priority that discriminated against interstate commerce, we have
never yet held that a good faith conservation act, applicable to her own, aswell asto others, isnot valid.
In considering alternatives, it must be noted that federal regulation is very incomplete, expressly
excluding regulation of "production or gathering of natural gas,’ and that the only present way to get the
gas seemsto beto call it forth by price inducements. It is plain that there is a downward economic limit
on asafe and wise price.

But there is nothing in the law which compels a commission to fix a price at that 'value' which a
company might give to its product by taking advantage of scarcity, or monopoly of supply. The very
purpose of fixing maximum pricesis to take away from the seller his opportunity to get all that
otherwise the market would award him for his goods. Thisis a constitutional use of the power to fix
maximum prices, Block v. Hirsh, 256 U.S. 135, 41 S.Ct. 458, 16 A.L.R. 165; Marcus Brown Holding
Co. v. Feldman, 256 U.S. 170, 41 S.Ct. 465; International Harvester Co. v. Kentucky, 234 U.S. 216,
34 S.Ct. 853; Highland v. Russell Car & Snow Plow Co., 279 U.S. 253 , 49 S.Ct. 314, just asthe fixing
of minimum prices of goods in interstate commerce is constitutional although it takes away from the
buyer the advantage in bargaining which market conditions would give him. United States v. Darby,
312 U.S. 100, 657, 61 S.Ct. 451, 132 A.L.R. 1430; Mulford v. Smith, 307 U.S. 38 , 59 S.Ct. 648;
United States v. Rock Royal Co-operative, Inc., 307 U.S. 533, 59 S.Ct. 993; Sunshine Anthracite Coal
Co. v. Adkins, 310 U.S. 381 , 60 S.Ct. 907. The Commission has power to fix [320 U.S. 591, 656] aprice
that will be both maximum and minimum and it has the incidental right, and | think the duty, to choose
the economic consequences it will promote or retard in production and a'so more importantly in
consumption, to which | now turn.

If we assume that the reduction in company revenues is warranted we then come to the question of
trandating the allowed return into rates for consumers or classes of consumers. Here the Commission
fixed asinglerate for all gas delivered irrespective of its use despite the fact that Hope has established
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what amounts to two rates-a high one for domestic use and alower one for industrial contracts. 46 The
Commission can fix two prices for interstate gas as readily as one-a price for resale to domestic users
and another for resale to industrial users. Thisisthe pattern Hope itself has established in the very
contracts over which the Commission is expressly given jurisdiction. Certainly the Act is broad enough
to permit two prices to be fixed instead of one, if the concept of the 'public interest' is not unduly
narrowed.

The Commission's concept of the public interest in natural gas cases which is carried today into the
Court's opinion was first announced in the opinion of the minority in the Pipeline case. It enumerated
only two 'phases of the public interest: (1) the investor interest; (2) the consumer interest,’ which it
emphasized to the exclusion of all others. 315 U.S. 575, 606 , 62 S.Ct. 736, 753. Thiswill do well
enough in dealing with railroads or utilities supplying manufactured gas, electric, power, a
communications service or transportation, where utilization of facilities does not impair their future
usefulness. Limitation of supply, however, bringsinto anatural gas case another phase of the public
interest that to my mind overrides both the owner [320 U.S. 591, 657] and the consumer of that interest.
Both producers and industrial consumers have served their immediate private interests at the expense of
the long- range public interest. The public interest, of course, requires stopping unjust enrichment of the
owner. But it also requires stopping unjust impoverishment of future generations. The public interest in
the use by Hope's half million domestic consumers is quite a different one from the public interest in
use by a baker's dozen of industries.

Prudent price fixing it seemsto me must at the very threshold determine whether any part of an allowed
return shall be permitted to be realized from sales of gasfor resale for industrial use. Such use does tend
to level out daily and seasonal peaks of domestic demand and to some extent permits alower charge for
domestic service. But isthat awise way of making gas cheaper when, in comparison with any
substitute, gasis aready a cheap fuel? The interstate sales contracts provide that at times when demand
IS so great that there is not enough gas to go around domestic users shall first be served. Should the
operation of this preference await the day of actual shortage? Since the propriety of a preference seems
conceded, should it not operate to prevent the coming of a shortage as well as to mitigate its effects?
Should industrial use jeopardize tomorrow's service to householders any more than today's? If,
however, it is decided to cheapen domestic use by resort to industrial sales, should they be limited to the
few uses for which gas has special values or extend also to those who use it only because it is cheaper
than competitive fuels? 47 And how much cheaper should indus- [320 U.S. 591, 658] trial gas sell than
domestic gas, and how much advantage should it have over competitive fuels? If industrial gasisto
contribute at all to lowering domestic rates, should it not be made to contribute the very maximum of
which it is capable, that is, should not its price be the highest at which the desired volume of sales can
be realized?

If I wereto answer | should say that the household rate should be the lowest that can be fixed under
commercia conditions that will conserve the supply for that use. The lowest probable rate for that
purposeis not likely to speed exhaustion much, for it still will be high enough to induce economy, and
use for that purpose has more nearly reached the saturation point. On the other hand the demand for
industrial gas at present rates already appears to be increasing. To lower further the industrial rateis
merely further to subsidize industrial consumption and speed depletion. The impact of the flat reduction
[320 U.S. 591, 659] of rates ordered here admittedly will be to increase the industrial advantages of gas
over competing fuels and to increase its use. | think thisis not, and there is no finding by the
Commission that it is, in the public interest.

Thereisno justification in this record for the present discrimination against domestic users of gasin
favor of industrial users. It is one of the evils against which the Natural Gas Act was aimed by Congress
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and one of the evils complained of here by Cleveland and Akron. If Hope's revenues should be cut by
some $3,600,000 the whole reduction is owing to domestic users. If it be considered wise to raise part
of Hope's revenues by industrial purpose sales, the utmost possible revenue should be raised from the
least consumption of gas. If competitive relationships to other fuels will permit, the industrial price
should be substantially advanced, not for the benefit of the Company, but the increased revenues from
the advance should be applied to reduce domestic rates. For in my opinion the "public interest' requires
that the great volume of gas now being put to uneconomic industrial use should either be saved for its
more important future domestic use or the present domestic user should have the full benefit of its
exchange value in reducing his present rates.

Of course the Commission's power directly to regulate does not extend to the fixing of rates at which
the local company shall sell to consumers. Nor is such power required to accomplish the purpose. As
already pointed out, the very contract the Commission is altering classifies the gas according to the
purposes for which it isto be resold and provides differentials between the two classifications. It would
only be necessary for the Commission to order that all gas supplied under paragraph (a) of Hope's
contract with the East Ohio Company shall be [320 U.S. 591, 660] at a stated price fixed to giveto
domestic service the entire reduction herein and any further reductions that may prove possible by
increasing industrial rates. It might further provide that gas delivered under paragraph (b) of the
contract for industrial purposes to those industrial customers Hope has approved in writing shall be at
such other figure as might be found consistent with the public interest as herein defined. It istoo late in
the day to contend that the authority of aregulatory commission does not extend to a consideration of
public interests which it may not directly regulate and a conditioning of its orders for their protection.
Interstate Commerce Commission v. Railway Labor Executives Assn, 315 U.S. 373, 62 S.Ct. 717,
United Statesv. Lowden, 308 U.S. 225 , 60 S.Ct. 248.

Whether the Commission will assert its apparently broad statutory authorization over prices and
discriminationsis, of course, its own affair, not ours. It is entitled to its own notion of the 'public
interest' and its judgment of policy must prevail. However, where there is ground for thinking that
views of this Court may have constrained the Commission to accept the rate-base method of decision
and a particular single formula as 'all important' for arate base, it is appropriate to make clear the
reasons why I, at least, would not be so understood. The Commission is free to face up realistically to
the nature and peculiarity of the resourcesin its control, to foster their duration in fixing price, and to
consider future interests in addition to those of investors and present consumers. If we return this case it
may accept or decline the proffered freedom. This problem presents the Commission an unprecedented
opportunity if it will boldly make sound economic considerations, instead of legal and accounting
theories, the foundation of federal policy. | would return the case to the Commission and thereby be
clearly quit of what now may appear to be some responsibility for perpetrating a shortsighted pattern of
natural gas regulation.

Footnotes

[ Footnote 1 ] Hope produces about one-third of its annual gas requirements and purchases the rest
under some 300 contracts.

[ Footnote 2 ] These five companies are the East Ohio Gas Co., the Peoples Natural Gas Co., the River
Gas Co., the Fayette County Gas Co., and the Manufacturers Light & Heat Co. Thefirst three of these

companies are, like Hope, subsidiaries of Standard Oil Co. (N.J.). East Ohio and River distribute gasin
Ohio, the other three in Pennsylvania. Hope's approximate sales in m.c.f. for 1940 may be classified as
follows:
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Local West Virginia sales 11,000,000 East Ohio 40,000,000 Peoples 10,000,000 River 400,000 Fayette
860,000 Manufacturers 2,000,000

Hope's natural gasis processed by Hope Construction & Refining Co., an affiliate, for the extraction of
gasoline and butane. Domestic Coke Corp., another affiliate, sells coke-oven gas to Hope for boiler
fuel.

[ Footnote 3 ] These required minimum reductions of 76 per m.c.f. from the 36.56 and 35.50 rates
previously charged East Ohio and Peoples, respectively, and 36 per m.c.f. from the 31.50 rate
previously charged Fayette and Manufacturers.

[ Footnote 4 ] The book reserve for interstate plant amounted at the end of 1938 to about $18,000,000
more than the amount determined by the Commission as the proper reserve requirement. The
Commission also noted that 'twice in the past the company has transferred amounts aggregating
$7,500,000 from the depreciation and depletion reserve to surplus. When these latter adjustments are
taken into account, the excess becomes $25,500,000, which has been exacted from the ratepayers over
and above the amount required to cover the consumption of property in the service rendered and thusto
keep the investment unimpaired.' 44 P.U.R.,N.S,, at page 22.

[ Footnote 5] That contention was based on the fact that ‘every single dollar in the depreciation and
depletion reserves was taken 'from gross operating revenues whose only source was the amounts
charged customers in the past for natural gas. It is, therefore, afact that the depreciation and depletion
reserves have been contributed by the customers and do not represent any investment by Hope.' I1d., 44
P.U.R.,N.S,, at page 40. And see Railroad Commission v. Cumberland Tel. & T. Co., 212 U.S. 414
424 , 425 S., 29 S.Ct. 357, 361, 362; 2 Bonbright, Vauation of Property (1937), p. 1139.

[ Footnote 6 ] The Commission noted that the case was 'free from the usual complexitiesinvolved in the
estimate of gas reserves because the geologists for the company and the Commission presented
estimates of the remaining recoverable gas reserves which were about one per cent apart.' 44
P.U.R.,N.S,, at pages 19, 20.

The Commission utilized the 'straight-line-basis for determining the depreciation and depletion reserve
requirements. It used estimates of the average service lives of the property by classes based in part on
an inspection of the physical condition of the property. And studies were made of Hope's retirement
experience and maintenance policies over the years. The average service lives of the various classes of
property were converted into depreciation rates and then applied to the cost of the property to ascertain
the portion of the cost which had expired in rendering the service.

The record in the present case shows that Hope is on the lookout for new sources of supply of natural
gas and is contemplating an extension of its pipe line into Louisiana for that purpose. The Commission
recognized in fixing the rates of depreciation that much material may be used again when various
present sources of gas supply are exhausted, thus giving that property more than scrap value at the end
of its present use.

[ Footnote 7 ] See Uniform System of Accounts prescribed for Natural Gas Companies effective
January 1, 1940, Account No. 332.1.

[ Footnote 8 ] Sec. 6 of the Act comes the closest to supplying any definite criteriafor rate making. It
provides in subsection (@) that, 'The Commission may investigate the ascertain the actual legitimate cost
of the property of every natural-gas company, the depreciation therein, and, when found necessary for
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rate-making purposes, other facts which bear on the determination of such cost or depreciation and the
fair value of such property.' Subsection (b) provides that every natural-gas company on request shal file
with the Commission a statement of the 'original cost' of its property and shall keep the Commission
informed regarding the 'cost' of all additions, etc.

[ Footnote 9 ] We recently stated that the meaning of the word 'value' isto be gathered 'from the
purpose for which avaluation is being made. Thus the question in a valuation for rate making is how
much a utility will be allowed to earn. The basic question in a valuation for reorganization purposesis
how much the enterprise in al probability can earn." Institutional Investorsv. Chicago, M., St. P. & P.R.
Co., 318 U.S. 523, 540, 63 S.Ct. 727, 738.

[ Footnote 10 ] Chief Justice Hughes said in that case (292 U.S. at pages 168, 169, 54 S.Ct. at page
665): 'If the predictions of service life were entirely accurate and retirements were made when and as
these predictions were precisely fulfilled, the depreciation reserve would represent the consumption of
capital, on a cost basis, according to the method which spreads that loss over the respective service
periods. But if the amounts charged to operating expenses and credited to the account for depreciation
reserve are excessive, to that extent subscribers for the telephone service are required to provide, in
effect, capital contributions, not to make good losses incurred by the utility in the service rendered and
thus to keep its investment unimpaired, but to secure additional plant and equipment upon which the
utility expects areturn.’

[ Footnote 11 ] See Mr. Justice Brandeis (dissenting) in United Railways & Electric Co. v. West, 280
U.S. 234, 259-288, 50 S.Ct. 123, 128-138, for an extended analysis of the problem.

[ Footnote 12 ] It should be noted that the Act provides no specific rule governing depletion and
depreciation. Sec. 9(a) merely states that the Commission 'may from time to time ascertain and
determine, and by order fix, the proper and adequate rates of depreciation and amortization of the
severa classes of property of each natural-gas company used or useful in the production, transportation,
or sale of natura gas.’

[ Footnote 13 ] See Simonton, The Nature of the Interest of the Grantee Under an Oil and Gas L ease
(1918), 25 W.Va.L.Quar. 295.

[ Footnote 14 ] West Penn Power Co. v. Board of Review, 112 W.Va. 442, 164 S.E. 862.

[ Footnote 15 ] W.Va.Rev.Code of 1943, ch. 11. Art. 13, 2a, 3a.

[ Footnote 16 ] West Virginia suggests as a possible solution (1) that a 'going concern value' of the
company's tangibl e assets be included in the rate base and (2) that the fair market value of gas delivered

to customers be added to the outlay for operating expenses and taxes.

[ Footnote 17 ] S.Doc. 92, Pt. 84-A, ch. XII, Fina Report, Federal Trade Commission to the Senate
pursuant to S.Res.No. 83, 70th Cong., 1st Sess.

[ Footnote 18 ] S.Doc. 92, Pt. 84-A, chs. XII, XIlI, op. cit., supra, note 17.

[ Footnote 19 ] See Hearings on H.R. 11662, Subcommittee of House Committee on Interstate &
Foreign Commerce, 74th Cong., 2d Sess.; Hearings on H.R. 4008, House Committee on Interstate &
Foreign Commerce, 75th Cong., 1st Sess.
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[ Footnote 20 ] The power to investigate and ascertain the "actual legitimate cost' of property ( 6), the
requirement as to books and records ( 8), control over rates of depreciation ( 9), the requirements for
periodic and special reports ( 10), the broad powers of investigation ( 14) are among the chief powers
supporting the rate making function.

[ Footnote 21 ] Apart from the grandfather clause contained in 7(c), there isthe provision of 7(f) that a
natural gas company may enlarge or extend its facilities with the 'service area’ determined by the
Commission without any further authorization.

[ Footnote 22 ] See P.L. 117, approved July 7, 1943, 57 Stat. 383 containing an 'Interstate Compact to
Conserve QOil and Gas' between Oklahoma, Texas, New Mexico, Illinois, Colorado, and Kansas.

[ Footnote 23 ] Aswe have pointed out, 7(c) was amended by the Act of February 7, 1942, 56 Stat. 83,
so as to require certificates of public convenience and necessity not only where the extensions were
being made to markets in which natural gas was already being sold by another company but to other
situations as well. Considerations of conservation entered into the proposal to give the Act that broader
scope. H.Rep.No. 1290, 77th Cong. 1st Sess., pp. 2, 3. And see Annual Report, Federal Power
Commission (1940) pp. 79, 80; Baum, The Federal Power Commission and State Utility Regulation
(1942), p. 261.

The bill amending 7(c) originally contained a subsection (h) reading as follows: 'Nothing contained in
this section shall be construed to affect the authority of a State within which natural gasis produced to
authorize or require the construction or extension of facilities for the transportation and sale of such gas
within such State: Provided, however, That the Commission, after a hearing upon complaint or upon its
own motion, may by order forbid any intrastate construction or extension by any natural-gas company
which it shall find will prevent such company from rendering adequate service to its customersin
interstate or foreign commerce in territory already being served.' See Hearings on H.R. 5249, House
Committee on Interstate & Foreign Commerce, 77th Cong., 1st Sess,, pp. 7, 11, 21, 29, 32, 33. In
explanation of its deletion the House Committee Report stated, pp. 4, 5: 'The increasingly important
problems raised by the desire of several States to regulate the use of the natural gas produced thereinin
the interest of consumers within such States, as against the Federal power to regulate interstate
commerce in the interest of both interstate and intrastate consumers, are deemed by the committee to
warrant further intensive study and probably a more retailed and comprehensive plan for the handling
thereof than that which would have been provided by the stricken subsection.’

[ Footnote 24 ] We have noted that in the annual operating expenses of some $16, 000.000 the
Commission included West Virginia and federal taxes. And in the net increase of $421,160 over 1940
operating expenses allowed by the Commission was some $80,000 for increased West Virginia property
taxes. The adequacy of these amounts has not been challenged here.

[ Footnote 25 ] The Commission included in the aggregate annual operating expenses which it allowed
some $8,500,000 for gas purchased. It also allowed about $ 1,400,000 for natural gas production and
about $600,000 for exploration and devel opment.

It is suggested, however, that the Commission in ascertaining the cost of Hope's natural gas production
plant proceeded contrary to 1(b) which provides that the Act shall not apply to 'the production or
gathering of natural gas. But such valuation, like the provisions for operating expenses, is essential to
the rate-making function as customarily performed in this country. Cf. Smith, The Control of Power
Rates in the United States and England (1932), 159 The Annals 101. Indeed 14(b) of the Act givesthe
Commission the power to 'determine the propriety and reasonableness of the inclusion in operating
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expenses, capital, or surplus of all delay rentals or other forms of rental or compensation for unoperated
lands and leases.'

[ Footnote 26 ] See note 25, supra.

[ Footnote 27 ] The Commission has expressed doubts over its power to fix rates on 'direct salesto
industries from interstate pipelines as distinguished from 'sales for resale to the industrial customers of
distributing companies." Annual Report, Federal Power Commission (1940), p. 11.

[ Footnote 28 ] Sec. 1(b) of the Act provides: 'The provisions of this Act shall apply to the
transportation of natural gasin interstate commerce, to the sale in interstate commerce of natural gas for
resale for ultimate public consumption for domestic, commercial, industrial, or any other use, and to
natural-gas companies engaged in such transportation or sale, but shall not apply to any other
transportation or sale of natural gas or to the local distribution of natural gas or to the facilities used for
such distribution or to the production or gathering of natural gas.' And see 2(6), defining a 'natural-gas
company', and H.Rep.No. 709, supra, pp. 2, 3.

[ Footnote 29 | The wasting-asset characteristic of the industry was recognized prior to the Act as
requiring the inclusion of a depletion allowance among operating expenses. See Columbus Gas & Fuel
Co. v. Public Utilities Commission, 292 U.S. 398, 404 , 405 S,, 54 S.Ct. 763, 766, 767, 91 A.L.R. 1403.
But no such theory of rate-making for natural gas companies as is now suggested emerged from the
cases arising during the earlier period of regulation.

[ Footnote 30 ] The Commission has been alert to the problems of conservation in its administration of
the Act. It has indeed suggested that it might be wise to restrict the use of natural gas 'by functions
rather than by areas.’ Annual Report (1940) p. 79.

The Commission stated in that connection that natural gas was particularly adapted to certain industrial
uses. But it added that the general use of such gas 'under boilers for the production of steam' is 'under
most circumstances of very guestionable social economy.' Ibid.

[ Footnote 31 ] The argument is that 4(a) makes 'unlawful’ the charging of any rate that is not just and
reasonable. And 14(a) gives the Commission power to investigate any matter ‘which it may find
necessary or proper in order to determine whether any person has violated' any provision of the Act.
Moreover, 5(b) gives the Commission power to investigate and determine the cost of production or
transportation of natural gasin cases where it has 'no authority to establish arate governing the
transportation or sale of such natural gas.' And 17(c) directs the Commission to ‘'make available to the
several State commissions such information and reports as may be of assistance in State regulation of
natural-gas companies.' For a discussion of these points by the Commission see 44 P.U.R.,N.S,, a
pages 34, 35.

[ Footnote 1 ] Natural Gas Act, 4(a), 52 Stat. 821, 822, 15 U.S.C. 717¢(a), 15 U.S.C.A. 717c(a).

[ Footnote 2 ] 52 Stat. 821, 824, 15 U.S.C. 717e, 15 U.S.C.A. 717e:
'(8) The Commission may investigate and ascertain the actual legitimate cost of the property of
every natural-gas company, the depreciation therein, and, when found necessary for rate-making

purposes, other facts which bear on the determination of such cost or depreciation and the fair
value of such property.
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'(b) Every natural-gas company upon request shall file with the Commission an inventory of all or
any part of its property and a statement of the original cost thereof, and shall keep the
Commission informed regarding the cost of al additions, betterments, extensions, and new
construction.'

[ Footnote 3 ] 'Reproduction cost' has been variously defined, but for rate making purposes the most
useful sense seemsto be, the minimum amount necessary to create at the time of the inquiry a modern
plant capable of rendering equivalent service. See | Bonbright, Valuation of Property (1937) 152.
Reproduction cost as the cost of building areplica of an obsolescent plant is not of real significance.

'Prudent investment' is not defined by the Court. It may mean the sum originaly put in the
enterprise, either with or without additional amounts from excess earnings reinvested in the
business.

[ Footnote 4 ] It is of no more than bookkeeping significance whether the Commission allows a rate of
return commensurate with the risk of the original investment or the lower rate based on current risk and
a capitalization reflecting the established earning power of a successful company and the probable cost
of duplicating its services. Cf. American T . & T. Co. v. United States, 299 U.S. 232, 57 S.Ct. 170. But
the latter isthe traditional method.

[ Footnote 1] 315 U.S. 575, 62 S.Ct. 736.

[ Footnote 2 | Judge Dobie, dissenting below, pointed out that the majority opinion in the Pipeline case
‘contains no express discussion of the Prudent Investment Theory' and that the concurring opinion
contained a clear one, and said, 'It is difficult for me to believe that the majority of the Supreme Court,
believing otherwise, would leave such a statement unchallenged.' (134 F.2d 287, 312.) The fact that two
other Justices had as matter of record in our books long opposed the reproduction cost theory of rate
bases and had commented favorably on the prudent investment theory may have influenced that
conclusion. See opinion of Mr. Justice Frankfurter in Driscoll v. Edison Light & Power Co., 307 U.S.
104, 122,59 S.Ct. 715, 724, and my brief as Solicitor General in that case. It should be noted, however,
that these statements were made, not in a natural gas case, but in an electric power case-avery
important distinction, as | shall try to make plain.

[ Footnote 3 ] Natural gas from the Appalachian field averages about 1050 to 1150 B.T.U. content,
while by-product manufactured gasis about 530 to 540. Moody's Manual of Public Utilities (1943)
1350; Y oungberg, Natural Gas ( 1930) 7.

[ Footnote 4 ] Sen.Rep. No. 1162, 75th Cong., 1st Sess,, 2.

[ Footnote 5] Arnold and Kemnitzer, Petroleum in the United States and Possessions (1931) 78.

[ Footnote 6] 1d. at 62-63.

[ Footnote 7] 1d. at 61.

[ Footnote 8 ] At Fredonia, New Y ork, in 1821, natural gas was conveyed from a shallow well to some
thirty people. The lighthouse at Barcelona Harbor, near what is now Westfield, New Y ork, was at about

that time and for many years afterward lighted by gas that issued from a crevice. Report on Utility
Corporations by Federal Trade Commission, Sen.Doc. 92, Pt. 84-A, 70th Cong., 1st Sess,, 8-9.
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[ Footnote 9] In that year Pennsylvania enacted 'An Act to provide for the incorporation and regulation
of natural gas companies.' Penn.Laws 1885, No. 32, 15 P.S. 1981 et seq.

[ Footnote 10 ] See Steptoe and Hoffheimer's Memorandum for Governor Cornwell of West Virginia
(1917) 25 West VirginiaLaw Quarterly 257; see also Report on Utility Corporations by Federal Trade
Commission, Sen.Doc. No. 92, Pt. 84-A, 70th Cong., 1st Sess.

[ Footnote 11 ] Arnold and Kemnitzer, Petroleum in the United States and Possessions (1931) 73.
[ Footnote 12 Id. at 63.
[ Footnote 13] Id. at 64.

[ Footnote 14 ] See Report on Utility Corporations by Federal Trade Commission, Sen.Doc. No. 92, Pt.
84-A, 70th Cong., 1st Sess.

[ Footnote 15 ] Commonwealth of Pennsylvaniav. West Virginia, 262 U.S. 553 , 43 S. Ct. 658, 32
A.L.R. 300. For conditions there which provoked this legislation, see 25 West Virginia Law Quarterly
257.

[ Footnote 16 | People ex rel. Pavilion Natural Gas Co. v. Public Service Commission, 188 App.Div.
36, 176 N.Y.S. 163.

[ Footnote 17 ] Village of Falconer v. Pennsylvania Gas Company, 17 State Department Reports, N.Y .,
407.

[ Footnote 18] See, for example, Public Service Commission v. Iroquois Natural Gas Co., 108 Misc.
696, 178 N.Y.S. 24; Park Abbott Realty Co. v. Iroquois Natural Gas Co., 102 Misc. 266, 168 N.Y.S.
673; Public Service Commission v. Iroquois Natural Gas Co., 189 App.Div. 545, 179 N.Y.S. 230.

[ Footnote 19 | People ex rel. Pennsylvania Gas Co. v. Public Service Commission, 196 App.Div. 514,
189 N.Y.S. 478.

[ Footnote 20 ] East Ohio Gas Co. v. Akron, 81 Ohio St. 33, 90 N.E. 40, 26 L.R.A., N.S., 92, 18
Ann.Cas. 332; Village of New-comerstown v. Consolidated Gas Co., 100 Ohio St. 494, 127 N.E. 414,
Gressv. Village of Ft. Laramie, 100 Ohio St. 35, 125 N.E. 112, 8 A.L.R. 242; City of Jamestown v.
Pennsylvania Gas Co., D.C., 263 F. 437; 1d., D.C., 264 F. 1009. See, also, United Fuel Gas Co. v.
Railroad Commission, 278 U.S. 300, 308 , 49 S.Ct. 150, 152.

[ Footnote 21 ] The New Y ork Public Service Commission said: "While the transportation of natural gas
through pipe lines from one state to another state is interstate commerce ..., Congress has not taken over
the regulation of that particular industry. Indeed, it has expressly excepted it from the operation of the
Interstate Commerce Commissions Law ( Interstate Commerce Commissions Law, section 1). It is quite
clear, therefore, that this Commission can not require a Pennsylvania corporation producing gas in
Pennsylvaniato transport it and deliver it in the State of New Y ork, and that the Interstate Commerce
Commission is likewise powerless. If there exists such a power, and it seems that there does, itisa
power vested in Congress and by it not yet exercised. There is no available source of supply for the
Crystal City Company at present except through purchasing from the Porter Gas Company. It is
possible that this Commission might fix a price at which the Potter Gas Company should sell if it sold
at al, but as the Commission can not require it to supply gasin the State of New Y ork, the exercise of
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such a power to fix the price, if such power exists, would merely say, sell at this price or keep out of the
State.' Lanev. Crystal City Gas Co., 8 New Y ork Public Service Comm. Reports, Second District, 210,
212.

[ Footnote 22 ] Proclamation by the President of September 16, 1918; Rules and Regulations of H. A.
Garfield, Fuel Administrator, September 24, 1918.

[ Footnote 23 ] For example, the Iroquois Gas Corporation which formerly served Buffalo, New Y ork,
with natural gas ranging from 1050 to 1150 b.t.u. per cu. ft., now mixes a by-product gas of between
530 and 540 b.t.u. in proportions to provide a mixed gas of about 900 b.t.u. per cu. ft. For space heating
or water heating its charges range from 65 cents for the first m.c.f. per month to 55 cents for all above
25 m.c.f. per month. Moody's Manual of Public Utilities (1943) 1350.

[ Footnote 24 ] The United States Fuel Administration made the following cooking value comparisons,
based on tests made in the Department of Home Economics of Ohio State University:

Natural gasat 1.12 per M. is equivalent to coal at $6.50 per ton.

Natural gas at 2.00 per M. is equivalent to gasoline at 2706 per gal.

Natural gas at 2.20 per M. is equivalent to electricity at 36 per k.w. h.

Natural gas at 2.40 per M. isequivaent to coal oil at 156 per gal.

Use and Conservation of Natural Gas, issued by U.S. Fuel Administration (1918) 5.

[ Footnote 25 ] See Brief on Behalf jof Legislation Imposing an Excise Tax on Natural Gas, submitted
to N.R.A. by the United Mine Workers of America and the National Coal Association.

[ Footnote 26 ] Brief of National Gas Association and United Mine Workers, supra, note 26, pp. 35, 36,
compiled from Bureau of Mines Reports.

[ Footnote 27 ] From the source quoted in the preceding note the spread el sewhere is shown to be:

State Industrial Domestic I1linois 29.2 1.678 Louisiana 10.4 59.7 Oklahoma 11.2 41.5 Texas 13.1 59.7
Alabama 17.8 1.227 Georgia 22.9 1.043

[ Footnote 28 ] In Corning, New Y ork, rates were initiated by the Crystal City Gas Company as
follows: 700 for the first 5,000 cu. ft. per month; 806 from 5, 000 to 12,000; $1 for all over 12,000. The
Public Service Commission rejected these rates and fixed aflat rate of 580 per m.c.f. Lanev. Crystal
City Gas Co., 8 New Y ork Public Service Comm. Reports, Second District, 210.

The Pennsylvania Gas Company (National Fuel Gas Company group) also attempted a dliding scale rate
for New Y ork consumers, net per month as follows: First 5,000 feet, 356; second 5,000 feet, 450; third
5,000 feet, 500; all above 15,000, 556. This was eventually abandoned, however. The company's
present scale in Pennsylvania appears to be reversed to the following net monthly rate; first 3 m.c.f.,
750; next 4 m.c.f., 606; next 8 m.c.f., 550; over 15 m.c.f., 508. Moody's Manual of Public Utilities
(1943) 1350. In New York it now serves amixed gas.

For astudy of effect of sliding scale rates in reducing consumption see 11 Proceedings of Natural Gas
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Association of America (1919) 287.

[ Footnote 29 | See Report on Utility Corporations by Federal Trade Commission, Sen. Doc. 92, Pt. 84-
A, 70th Cong., 1st Sess.

[ Footnote 30 ] Four holding company systems control over 55 per cent of all natural gas transmission
lines in the United States. They are Columbia Gas and Electric Corporation, Cities Service Co., Electric
Bond and Share Co., and Standard Oil Co. of New Jersey. Columbia alone controls nearly 25 per cent,
and fifteen companies account for over 80 per cent of the total. Report on Utility Corporations by
Federal Trade Commission, Sen. Doc. 92, Pt. 84-A, 70th Cong., 1st Sess., 28.

In 1915, so it was reported to the Governor of West Virginia, 87 per cent of the total gas production of
that state was under control of eight companies. Steptoe and Hoffheimer, Legislative Regulation of
Natural Gas Supply in West Virginia, 17 West VirginiaLaw Quarterly 257, 260. Of these, three were
subsidiaries of the Columbia system and others were subsidiaries of larger systems. In view of inter-
system sales and interlocking interests it may be doubted whether there is much real competition among
these companies.

[ Footnote 31 ] This pattern with its effects on local regulatory efforts will be observed in our decisions.
See United Fuel Gas Co. v. Railroad Commission, 278 U.S. 300, 49 S.Ct. 150; United Fuel Gas Co. v.
Public Service Commission, 278 U.S. 322 , 49 S.Ct. 157; Dayton Power & Light v. Public Utilities
Commission, 292 U.S. 290, 54 S.Ct. 647; Columbus Gas & Fuel Co. v. Public Utilities Commission,
292 U.S. 398, 54 S.Ct. 763, 91 A.L.R. 1403, and the present case.

[ Footnote 32] 15 U.S.C. 717(a), 15 U.S.C.A. 717(Q). (Italics supplied throughout this paragraph.)
[ Footnote 33] 7(c), 52 Stat. 825, 15 U.S.C.A. 717f(c).

[ Footnote 34 ] 15 U.S.C. 717f, 15 U.S.C.A. 717f.

[ Footnote 35] Id., 717c(e).

[ Footnote 36 ] Id., 717c(b).

[ Footnote 37] 1d., 717d(a).

[ Footnote 38 ] Sen. Rep. No. 1162, 75th Cong., 1st Sess. 2.

[ Footnote 39 ] The list of East Ohio Gas Company's special industrial contracts thus expressly under
Hope's control and their demands are as follows:

[ Footnote 40 ] To make afetish of mere accounting is to shield from examination the deeper causes,
forces, movements, and conditions which should govern rates. Even as arecording of current
transactions, bookkeeping is hardly an exact science. As arepresentation of the condition and trend of a
business, it uses symbols of certainty to express values that actually are in constant flux. It may be said
that in commercial or investment banking or any business extending credit success depends on knowing
what not to believe in accounting. Few concerns go into bankruptcy or reorganization whose books do
not show them solvent and often even profitable. If one cannot rely on accountancy accurately to
disclose past or current conditions of a business, the fallacy of using it as a sole guide to future price
policy ought to be apparent. However, our quest for certitude is so ardent that we pay an irrational
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reverence to a technique which uses symbols of certainty, even though experience again and again
warns us that they are delusive. Few writers have ventured to challenge this American idolatry, but see
Hamilton, Cost as a standard for Price, 4 Law and Contemporary Problems 321, 323-25. He observes
that 'As the apostle would put it, accountancy is all thingsto al men. ... Its purpose determines the
character of asystem of accounts.' He analyzes the hypothetical character of accounting and says'lt was
no eternal mold for pecuniary verities handed down from on high.

It was-like logic or algebra, or the device of analogy in the law-an ingenious contrivance of the human
mind to serve alimited and practical purpose.’ ‘Accountancy isfar from being a pecuniary expression of
all that isindustrial reality. It is an instrument, highly selective in its application, in the service of the
institution of money making.'As to capital account he observes 'In an enterprise in lusty competition
with others of itskind, survival isthe thing and the system of accounts has its focusin solvency. ...
Accordingly depreciation, obsolescence, and other factors which carry no immediate threat are matters
of lesser concern and the capital account is likely to be regarded as a secondary phenomenon. ... But in
an enterprise, such as a public utility, where continued survival seems assured, solvency islikely to be
taken for granted. ... A persistent and ingenious attention is likely to be directed not so much to securing
the upkeep of the physical property asto making it certain that capitalization fails in not one whit to
give full recognition to every item that should go into the account.'

[ Footnote 41 ] See 2 Bonbright, Valuation of Property (1937) 1112.

[ Footnote 42 ] Bonbright says, ... the vice of traditional law lies, not in its adoption of excessively rigid
concepts of value and rules of valuation, but rather in its tendency to permit shiftsin meaning that are
inept, or else that areill-defined because the judges that make them will not openly admit that they are
doing so.' Id., 1170.

[ Footnote 43 ] 'The attempt to regulate rates by reference to a periodic or occasional reappraisal of the
properties has now been tested long enough to confirm the worst fears of its critics. Unlessits placeis
taken by some more promising scheme of rate control, the days of private ownership under government
regulation may be numbered.' 2 Bonbright, VValuation of Property (1937) 1190.

[ Footnote 44 ] East Ohio itself owns natural gas rights in 550,600 acres, 518,526 of which are reserved
and 32,074 operated, by 375 wells. Moody's Manual of Public Utilities (1943) 5.

[ Footnote 45 ] Hope has asked a certificate of convenience and necessity to lay 1140 miles of 22-inch
pipeline from Hugoton gas fields in southwest Kansas to West Virginiato carry 285 million cu. ft. of
natural gas per day. The cost was estimated at $51,000,000. Moody's Manual of Public Utilities ( 1943)
1760.

[ Footnote 46 ] | find little information as to the rates for industries in the record and none at all in such
usual sources as Moody's Manual.

[ Footnote 47 ] The Federal Power Commission has touched upon the problem of conservation in
connection with an application for a certificate permitting construction of a 1500-mile pipeline from
southern Texas to New Y ork City and says. 'The Natural Gas Act as presently drafted does not enable
the Commission to treat fully the serious implications of such a problem. The gquestion should be raised
as to whether the proposed use of natural gas would not result in displacing aless valuable fuel and
create hardships in the industry already supplying the market, while at the same time rapidly depleting
the country's natural-gas reserves. Although, for a period of perhaps 20 years, the natural gas could be
so priced as to appear to offer an apparent saving in fuel costs, this would mean simply that social costs
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which must eventually be paid had been ignored.

'‘Careful study of the entire problem may lead to the conclusion that use of natural gas should be
restricted by functions rather than by areas. Thus, it is especially adapted to space and water
heating in urban homes and other buildings and to the various industrial heat processes which
require concentration of heat, flexibility of control, and uniformity of results. Industrial usesto
which it appears particularly adapted include the treating and annealing of metals, the operation
of kilnsin the ceramic, cement, and lime industries, the manufacture of glassin its various forms,
and use as araw material in the chemical industry. General use of natural gas under boilers for
the production of steam is, however, under most circumstances of very guestionable social
economy.' Twentieth Annual Report of the Federal Power Commission (1940) 79.
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testified as to altered conditions of the money market. The company’s
contention that to alter the ruts of return would be unfair to its share-
bolders who hsd invested in the enterprise after the order fixing the
rales in 1822, was not & matter open for considerstion upon the appeal,
as it did oot involve s question of jurisdiction or law,

Per Rinfret and Lamont JJ.: A consideration of m. 21 (4) (5), 25, 43, and
44 of the said Act, the purposes of the Act, and the extent of the
powers vested in the Board, leads to the conclusion that the intention
of the legislature was to leave it lrgely to the Board's discretion to
my in what manner it should obtain the information required for the
proper exercise of ita functions; it was not to be hound by the tech-
nical rules of legal evidence, but was to be governed by such rules
as, in its discretion, it thought fit to sdopt. An inference that it had
oot the proper evidence before it as to the altered conditions of the
money market could not be drawn from the fact that po oral testi-
mony in respect thereof was given at the hearing. The company
bad potice that a reduction was sought and that the city was stiack-
ing the methods and principles sdopted in fixing the rate of return
in 1922. This put the whole question of s fair return at large and
informed the company that it would have to establish to the Board's
mtisfaction every element and condition necesmary to justily a con-
tinuation of the 10% rute; and thers waa nothing in the record to
iustify the conclucion that the company bad not the opportunity of
making proof at the hearing as to the conditions of the money market.

Per Saith J.: The Board bas power to reduce the rate of return without
evidence; the question of s fair rata of return is hrgely one of opin-
ion, hardly capable of being reduced to certainty by evidence, and
appears to be one of the things entrusted by the statute to the judg-
ment of the Board.
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SUPREME COURT OF CANADA (1929

APPEALS by Northwestiern Utilities, Limited, and the
City of Edmonteon, respectively, from the dismisaal by the
Appellate Divigion of the Supreme Court of Alberta of
their respective sppeals from the award of the Board of
Public Utility Commissioners for the Province of Alberia

. fixing ratea to be paid by ennsumers of naturel gas, for the

supply of which within the city of Edmonton the said com-
pany, Northwestern Utilities, Limited, haa a franchise.

The company applied to the Board for an order continu-
ing the rates which had been fixed for a cerlain period by
an order of the Board made in 1822. The Board made an
award fixing the rates, from which each party appealed to
the Appellate Division. Under a. 47 of The Public Utili-
ties Act of Alberta, 1923, c. 53, as amended 1927, c. 39, an
appeal lies from the Board to the Appellate Division “upon
a question of jurisdiction or upon s question of law,” if
leave Lo appeal is obtained as therein provided. Such Jeave
to appeal was obtsined, it being reserved to each party to
move befora the Appellate Division to set aside the order
granting leave {o the other party, on the ground that the
matters as to which leave to sppeal was given did not in-
volve sny question of law ar jurisdiction.

The company’s objection 1o the Board's award was that
it fxed the rates on the basis of an sllowance of only 9%,
insicad of 30% which waa allowed under the order made in
1022, as the " rate of return” on the investment m the
enterprise. The Board in its award eaid :—

In wicw of (be slementa which go to make up the rale base, and in
vhew of {he sMered copditions of the moaey markel, the Board believes it
» justibed in reducing the rate of returm that Lthe company shall be
allowel, 10 nine per ¢ent., and the Board's eslimeles are on that basm.
The company contended that there was before the Board
no evidence of any “altered conditions of the money
market,” that the * elements which go to make up the rate
base " were the same as in 1022, and aforded na reason for
changing the rate of return, that to reduce the rate of re-
turn would be unfair to its shareholders, who had invested
in the enlerprise after the order fixing the rates in 1022,
ihat the money was invested and the plant constructed on
the suength of the principles laid down in the 1922 award,
and that it was clearly understood that the principles then
ardonted would govern all future revisions.

S.CR.] SUPREME COURT OF CANADA

The city's objection to the award was thal, in determin-
ing the “rate base ” (the amount ta be considered as in-
vested in the enlerprise) it included (as it had done in the
1022 award) as a capital expendil.are & sum which was the
discount on the sale of the company’s bonds.

The Appellste Division dismissed both appeals {no writ-
ten reasans being given). Subsequently it made separate
osders giving each party leave to sppeal Lo the Supreme
Court of Cansda. On an application by both parties in
the Supreme Court of Canada, the appeals were consoli-
dated.

By the judgment of this Court both appeals were dis-
missed with costa.

E. Lafleur K.C. and H. R. Milner K.C. for Northwestern
Utilities, Limited.

0. M. Biggar X.C. for the City of Edmenton.

The judgmeni of Anglin CJ.C. and Mignault J,, was
delivered by

AnaLin CJ.C.—While, with my brother Smith, I in-
cline to the view that the appellant company may heve
some reason to complain of unfairpess in the judgment of
the Board of Public Utility Commissioners redueing the
rate of return from 10% to 9%, 1 agres with the conclus-
ion resched by my brother Lamoat and ooncurred in by
my brother Smith that it is not open to us to enlertain the
appeal of the company on that ground. It does nat seem
to raisa either a question of law or jurisdiction within the
purview of the statute an which the righi of appeal rests.
I would dismiss the appeal.

‘The judgment of Rinfret and Lamont }J. was delivered

LaMONT J.—These are separaie but consolidaied appeals
by the Northwestern Utilities, Limited (hereinafter called
the Company} and the City of Edmenton, respectively,
from the dismissa]l by the Appeillste Division of the
Supreme Court of Aiberta of (heir respective appeals
against the award made by the Board of Public Utility
Commissioners on sn application by the company for an
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SBUPREME COURT OF CANADA [1929 8CR.| SUPREME COURT OF CANADA ®1
order fixing the price o be paid by the consumers of reply to the application the city submitted (par. 23) that W%
the order of November, 1022, shouki in cectain respects be  Nearw-

natura] gas within the &ity. Subssquent to the dismimal . -

of the sppesls, the Appellate Division made separate ordera disregarded. Ome of thess was the following:— bdomioacel

(e) Rate of Ratara. It is submitied thet the melhods and prireiples Lae,

P BT T R S

giving each party leave to appeal to thie Court. By = fur-
ther order the appeals were consolidated.

The company is the successor of the Nosthern Alberta
. Nsiursl Gas Development Company, which held a fran-
chise from the city for the supply of nataral gas to the in-
habitanta thereof.

Disputes having arisen between the Development Com-
pany and the city, and an aclion having been commenoed,
the parties, on Augusi 28, 1922, agreed to & seitlement of
their dificulties. One of the terms of the sottlement was
that ths prices or rates to be paid by the inhabitants of
the city should be fixed by the Board of Public Utility
Commissioners. An application was scoordingly msde to
the Board, the partics were heard, and, on November 27,
1922, an order was made fixing the rates lo be paid. These
rates were to continuo in foree for three years from the
date on which gas was firet supplied to ecnsumers.

In order Lo fix just and reasonable rates, which it was
the duty of the Board to fix, the Board had to occnsider
certain elements which must alwayr be taken into sccount
in Bixing & rate which is fair and reasonable 10 the consumer
and 0 the company. One of these is the rate bass, by
which is meant the amount which the Board considers the
owner of the utility has invested in the enterpriss and on
which he is entiiled o & fair reium. Another is the per-
centage 1o be allowed as & fair return.

In the award of 1922, which cams into operstion in the
fall of 1923, the Board included in the rate base sa & capital
expenditure the sum of $283,900 (10% of the cost of plant)
as, " an allowance for the promotion and financing ” of the
company, and the sum of $850,000 whirh was the discount
cn the sale of the Development Company’s bonds. It also
determined that 10% was & fair return on the invesiment.
The rates thus fixed by the Board, with certain alteratlions
made with the cansent of all parties, continued in force for
three years. In October, 1828, the appellant company,
which had suocesded to the rights of the Development
Company, applied to the Board for an order continuing
the rates for such period as the Board might eee fit. In its

sdopted in the fining of the rale of retura are arroneoms sad Lhai the sate
of return wiowed s too high.

The city also protested against including in the rate
base the item for the promotion and fnancing of the eom-
pany and the item for bond discount.

In its answer to the city's reply the ocampany slleged
(par. 10} that at the hearing in 1822 the city was fully
and sdequately represented, that it had subm.cted evi-
dence, that upon the award being delivered it raised no
objection to any part thereof, and, therefore, was now
estopped [rom contending that the principles then laid
down were wrong in principle or in fact.

In its award the Board continued both the above men-
tioned sums in the raie bass, but reduced the rate of return
to the company from 10% to 99. The reason amsigned by
the Board for this reduction is as follows: —

In view of ibe viemests which go Lo maks uwp the riis bam, ead n
view of the allered condilioes of the momey market, tha Boerd believes
il 8 justified in redecing (he Tets of return that the Company shall be
aliowed, 10 nine per tsnl, asd the Board™s estimaley are oo that besls.

From the award the parties appealed, first 10 the Appel-
Iate Division of the Supreme Court of Alberia, and now
to this Court. The compeny appealed against the reduo-
tion of the rate of return on its capital expenditure to 8%.
Referring to the ressons given by the Board for making
the reduction the compeny in its factum says:—

1. The city ndduced 8o ovidesss ma to “nllered conditions of the
mosey werket * and

2 “The elements which go to make up lbe rale bam ™ in 1937 are
he same as in 36323,

The city appcaled against the inelusion in the raie base
of the item of the bond diseount shove mentioned.

The Public Utilities Aet allows sn appeal from the
Board only upon & question of jurisdiction, or upon a ques-
tion of law, and even then anly when leave to appesl has
fire1 been obtained from m judge of the Appellate Division.

As against the company’s appeal the city raises the pre-
Liminary objection that no question either of jurisdiction
or law is involved therein. In my opinion the objection
cannot be sustained. The substance of the company's
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SUPREME COURT OF CANADA [ 1928

appeal is that the Board in making a reduction in the rate
of return did 8o for two reasons, one of which was the
“ plteres] conditions of the inoney market,” and that of this
no evidence was asldneesd hefore the Board. The company
contends that, withoul hearing evidence upon the point,
and withont giving it an opportunity to establish ithat the
conditionr of the meney market had remained unsliered
since 1922, the Board was without jurisdiction to make the
redluction. This contention was not stated in this form in
the order granting leave fo appeal to the Appellate Divi-
zion, but the fixing of the rate of return st 9% only, was
there sel out as an crror of the Boerd in respeet of which
leave to appeal was granted.

Whether or not the Buan] can properly hase sn order

{in parl at leas() on the exisience of & state of fact of
which no evidence was adduced before it at the hearing
and ea to which the parly affected has not had any oppor-
tunity of being heand is, in my opinion, & question of law
which depen«s for its answer upon the construction to be
placed upon the Public Utilities Act.

I am, therefore, of opinion that the company had a right
to appeal.

The question involved in this appeal is: Had the Board
jurisdiction 1o find as & fact how the conditions of the
money market had altered belween November, 1822, and
July, 1927, without any witness testifying at the hearing
that an alteration had (aken place.

As the Hoard was deterining what would be a fair re-
turn on the capiial invesied by the company in the efter-

riac, and an if T¢ ¢ return from = 4
m taken that by “1the allered conditions of the
ncuey market ” the Boarl meant that the returns for
imoney invested in securities in which moneys were ordin-
arily invested had decreased during the period in question.
In other wornls, thal the rate of interest obtainable for
moneys furnished for investment was, generally speaking,
lower by a certain percentage in 1827 than it was in 1022,
That, in my opinion, is all that is involved in the finding.

The duty of the Board was 1o fix fair and reasonsbie
rates; rates which, under the circumstances, would be fair
w0 the consumer on the one hand, and which, oo the other

BCR] SUPREME COURT OF CANADA

hand, would secure to the company a fair return for the
capilal invested. By s (air return is meant that the com-
pany will be allowed as large a8 return ol th& capiial in-

vested 11 tE entarprise (Which will be net to the company)

&8 11 woulll receive i 11 wers Investing the same amount

n olher securil)cs posscaming afi  atlractiveness, slability
and_certainty equal to that of the company's enterprise.
In fixing this net return the Board shoukl take into con-
sideration the rate of inlerest which the company is
obliged to pay upon its bonds as a result of having to sell
them ot a lime when the rate of inlerest payable thereon
exceerlod that psyable on bonds issued at the lime of the
hearing. To properly Sx a fair return the Board must
necessarily bo informed of the rate of return which money
wouk yield in other fiekds of investment. Ia ing gope
into the matler fully in 1822, and having fixed 10% as a
fair retern under the eonditiona then existing, all the
Board needed ta know, in order to fix a proper refurn in
1927, was whether or not the oconditions of the money
market had altered, and, if s, in what direction, and to
what extent,

For the city it was argued that, as one of the statutory
powers of the Board was to deal with the financial affairs
of local suthoritics (& 20 {d) ), and as this included the
power to suthorize the issue of new debentures by these
sutharities aud to determine the rate of interest to be paid
thereon and also the power to ocder & variation of the rate
of interest payable upon any debt of the loeal authority
(s. 103), the Board must necesssrily be familiar with the
rate of interest prevailing from time to time and therefore
did not require to have witnesses called to furnish it with
information which in the regular performance of its duty
it was obliged to possess. In view of the powers and duties
of the Board under the Act there is, in my opinion, con-
siderable to be said for the city's contention. [t js not
necessary, however, o determine this question, for in the
statule itself I find sufficient to justify the conclusion that
the intention of the Legislature was to leave it largely to
the discretion of the Board to say in what manner it should
obtain the information required for the proper excrcise of
its funetions.
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The material provisions of the Act on this point are as
fallows: —

21. (¢} The Board may iz ils discrelios sooept and act wpon evidence
by afidavit or wrilten affirmalion or by the report of aay oficer or engi-
seww sppoiated by it or ocblained m such other » & may decid

(8) Al hearings axd investigalions before Lhe Boerd shall be governed
by rules adapled by the Board, and in the conduct thereo! ths Bosrd shall
pot be bousd by Lbe lechuiral rules of legal evidence.

Section 25 provides that upon a complaint being made
to the Board that any proprietor of a public uiility has un-
law{ully done or unlawfully failed to do something relat-
ing to a matter over which the Board has jurisdiction, the
Board shall “ after hearing such evidenoe as it may think
fit to require " make such order as it thinks 6t under the
circumsisnces. Becticn 43 provides that the Board may
“ sppoini or direct any person fo make an inquiry and re-
port upcn any application ® * * before the Board.”
And by section 44 the Board may “ review, rescind, change,
alter or vary any decision or order made by it.” A perusal
of thess statutory provisions and a oonsideration of the
purposes of the Act and the extent of the powers vested in
the Board leads me to the conclusion that the Legislature
intended to creale s Board which in the exercise of its
functions shouid not be bound by the technicsl rules of
Jegnl evirlenoe but which would be governed by such rules
as, in ils discretion, it thought fit to sdopt (s. 21 (5) ). We
have not been made scquainted with the rules, if any,
adopted by the Board to govern ita investigations. Nor
do we know what information it possessed as to the altered
conditions of the money market; but, as it had authority
to act on evidenoce “ obtained in such manner as it may
decide ” (8. 21 (4) }, an inference that it had not the proper
evidence before it cannct be drawn from the fact thst no
oral testimony in respect thereof was given at the hearing.
I{, in this case, the Board had azked its secretary to in-
quire from the variows financial institutions in Edmonton
if there had been any alteration in the conditions of the
money market belween 1922 and 1627, and the secreiary
had reported that there had been a certain decresase in the
returns from invested capital, would it have been neces-
sary (o call withesses to verify the report? In my opinion
it would not. Nor would it have been necessary to afford
to either party an opportunity to controvert before the

8CR.] BUPREME COURT OF CANADA

Board the information so oblained. Then would it have
been necessary to mention in the award that the fact that
such altered conditions had been established to the satis-
faction of the Board by » report of ita secretary? 1 can
find nothing in the Act requiring mention to be made of
the evidence or of the manner of obtaining it.
Raference was made to 8. 86, which provides that no
order involving any outlay, loss or deprecistion o the pro-
prieior of any publie utility or io any municipality or per-
son shall be made without due notice and full opportunity
to all pariies concerned to make procf to be heard at a
public sitting of the Board, except in the case of urgency.
A reduction in the raie of return to the company would, in
my opinion, come within this section. The Board was,
therefore, without jurisdiction 10 maks the reducth. un-
lesn the company had notice that a reduection was sought
and had an opportunity of proving that under the circum-
stances existing at tive time of the hearing the existing rate
of return was fair and reasonable. That the company had
notios that the city was demanding s redvotion is beyond
quesiion (par. 23 (e) ). It had more. It had notice that
the city was attacking the methods and principles adopted
in fixing the rate of return in 1922. 'This, in my opinion,
put the whole quesiion of a fair return st large and in-
formed the company that it would have to establish to the
salisfaction of the Board every element and condition
necessary to justify a continustion of ths 10% rate. The
oomupany does not say thati it was refused an opportunity
of putting in evidence as to the conditions of the money
market. Nowhere does it deny thai it could have put in
evidenos had it so desired. What it dosa may is that the
city did not sdduce evidence on the point and that no wit-
nesses were called to testify before the Board in regard
thereto. There is nothing befors us to justify an inference
that the company was not st liberty 1o call witnesses ns 10
the conditions of the money market had it so desired.
Moreover, in the order which the compeny obtained giving
it leave to appeal it did not even suggest that it had no
opporiunity of submitting evidence as to the existing
market conditions. The ground upon which the company
relied to meet the city’s demand for a reduction, sa set out
in the anewer which it Bled, was that as the city had so-
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ard when it was delivered and had raised no
it was now precluded from seeking to
es upon which iho rate of relurn was
it went further and contended thsat,
I, the principles then sdopted
the strength
of their having been adopled that the ghareholders of the

invesled their money in the entecprise. 'nf?
oo efloctive. In the first place, it

cepted the aw
objection thereto,
set aside the principl
based. In its factium
even if there waa na estoppe

ich, in ita o inion, will be fair
:vinhzhthe order li]a made and for the period for whi!:h they
are fixed. If any wrong principle or esroneous view has
been adopted it 3a the duty of the Board at the next re-
vimon to correct the erTor. The argument that it would be
unfair to the shareholders now to alter the rate of retura

over, W
knew thet the rates fixed were to
yeara only and that it, would be the duty of the Board on

the next revision to fix rates which at that tame wm_:ld- be
fair and reasonsble under the circumstanoes then existing.

Our altention was also called to s 47 (la) as indiuu!-xg
an intention that evidence must be taken on all material

points, That subsection reads sa follows:— _
() On the heasing of any sppenl refcered to in a.lhnedl?n 1 of this
rection no rvidonce olber than the evidence which wus llbﬂlu?d to the
Boarnl upon 1hie making of 1he oedor appeated (rom shall be admiiled, and
the Coutt diall prooeed either to confirm or vyacale the order appealed
from. snd in 1he latter event shall refer the matler back Lo the Board for

(urther cubuicderstion and ndclnrminflium
In my epinion this subseciion means no more than that
no new evidence is to be sdmitted on appesl. o
The appesl of the company should therefore be dismissed

with costs. o ]

The sppeal of the cily should likewise be dizmissed with
costs. The items which should be included in tht_e rate
bese cannot, in my opinion, be considered s question of

juriadiction of of law.
Sarrn J—The City of Edmonton had made an agree-
ment with the Northern Alberta Natural Gas Develop-

ment Compaay, by which the company obtained a fran-

S.CR] SUPREME COURT OF CANADA

chise to supply natural gas to the city, and agreed to eon-
struct the necessary works. The company failed to con-
struct the works, and the city sued for damages for breach
of coalrsct. The actions were settled by an agreement
dated 22nd August, 1922, under which the delermination
of the rates {10 be charged by the eompany for gas was re-
ferred to the Board of Public Utility Commissioners, and
the company was, within six months sfter the fixing of the
rates, to deposit $50,000 with the sity, which waa (o be for-
feibedl?lbeeityuliquiduteddwinmthawm-
pany did not complete ths construction of the works ss
agreed. -

A rate hearing waa held by the Baard aiter this setile-
ment, 8t which tho company and the city were represented,
and the Board made an award, setting out a rate basis and
fixing prices for gas on this basis

The d'dli_culty about proceeding with the works had been
theprqa'mngofmpitslonthebuilolprinumvidedin
the origins]l sgreement and amendments made. The
whole object of fixing & rate base and prices in advanee of
construction was to facilitate financing by the company, It
would necemsarily be on the baxis of the award that invest-
ors would buy bonds and stock of the company. The com-
pany had the option of proceeding with the works or
abandoning them and farfeiting the $50,000, after secing the
award. In .!ulid following the making of the sward, the
oompany assigned ita franchise and rty to the
lant, the Northwestern Utilities, Lilxm:i)tz, ’;hieh, h;pl:lt
of ita bonds and stock, raised the neeemary capilal, con-
structed the works, and put them in opemation. The rale
to be ehargedd :‘or gn; was fixed by the sward for three

years, and st the end of thia petiod the com appli
lo the Board for continuation of the rates E::dy b:plt:':
award. The rate base fixed by the Board in the award of
1922 c'onu.ined many jtems, mich as total invesiment,
operating cost, depletion reserve, reserve for repayment of
cost of plant, total necessary revenue, amounts of gas to
!)e QQH. and the rate of return on capital to be sllowed. It
is evident that. with the exception of the last of these items,
the_nmounta fixed must have been eatimates, {isble to be
varied by actusl results.
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= The rate of return ic be allowed on capital was fixed in of 1922 3t 10%. The Board fixed this rate with the sssent 1899
Nosrn- the award st 10%, not based on the ordinary rate of N of the city, and this rate, coupled with the suggestion by Fearn-
ey, money on the market at the time or on Bn estimated the Board that it might be increased, * formed part of the T=r=r
Lm.  future rate, but on consideration of the rate that would in- inducement for the making of the investment.” I.n.

r a duce invesiors Lo risk iheir eapital in an extremely hazard- E The altered condition of the money market, given a8 2 Grevor

reason jor the reduction of ihe rate to 5%, seems Lo me to Ewesowmos.

Bsuocaron. oug and doubiful venture. At the hearing before the
bave no bearing on the matler. The representation to the a-ith.l

gainJ. Board in 1922, the company had asked & 12% rate of re-
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turn on capital and the city had conceded 10%, which the
Board fixed, though it stated that uoder the circumstances
& return of more than 10% would not seem to be unjust.
The reason set out for not fixing this higher rate was that
it might so restrict the market that the higher rate would
nol compensate for the restriction of the market, and
would therefore not be to the advantage of the company.
It is, however, stated that in case of future revision, it may
be found desirable, under certain circumstances, o in-
crease this rate.

On the revision st the end of three years, this rate was
not increased, but was reduced from 10% to 9%, at the in-
atance of the cily, and this redueiion constitutes the ground
of sppeal.

In the reasons given by the Board in fixing the new rates,
it is pointed out thai, where rates have been fixed in ad-
vance of construction and financing, the Board is not pre-
cluded from muibsequently making changes that may
sppear from sibsequent reconsideralion to be necessary,
and it is then stated that
those invesling in such & case must depend on the faimesm of the Bosrd
in seeing that the Comopany i ellowed s fair and reasomable relurn opoa
its iovestment, bul the Baard may, aad indeed il should, take inio coo-
wderntion Lhe circomstances under which such investment wae made.

In discussing these circumstances in reference to a ro-
quest by the cily for elimination from the rate base of the
1922 award of the item for bond discount, the Board says:

There ia, morrover, an sdditional fector Lo be conzidered in the
present camn sad that is, that in 133 the inchmicn of the sllowsace for
bond hsoount wis praciically sgreed 1o by the city in its cese sod the
Hes was not questiomed by the tily ualil sl the recemt bearing. It &
ooly fair Lo narame that the fact of lbe inchmion of the boad discount in
the rate base formed part of the jody for the making of the iavest-
wept. Uader (he circumastances, therefore, (he Board does o1 feel josti-
fed lo adopting the Cily's conlention kn this regard.

This lays downs & principle with which one heartily agrees,
and which applies exactly to the city's application for re-
duction of the rate of return on capital fixed in the award

investor in 1022 waa, for the risk you taks in placing your
capital in & hazardous undertaking, you will be allowed as
a basis in fixing rates Lo be charged for gas a return of 10%.
Whal the regular money market might be three years later
oould have nothing ¢o do with the decision to invest. The
whole question was, viewing the rigk, and the chances, aa
matlers then stood, was the chance of 10% on the money
worth the risk of a bad investment, with the possibility of
the loss of all or part of the capital?

The Board then, in my opinion, laid down a proper prin-
ciple, and applied it in other instances, but failed to apply
iL to this item, as to which 1 think it was particularly appli-
cable. The question is, can this Court set aside the finding
of the Board as to this item on the appesl? [ agree with
my brother Lamont that, whether or not under the Act the
Board was entitled to reduce the rate to 3% without evi-
dence, because of a change in money market conditions, is
a queation of law, and that there is therefore a right of
appeal, and it is with some regret that I fesl bound to agree
with him that the Board hed jurisdiction to make the
change in rate without evidence, and without giving the
company an opportunity to offer evidence. The question
of a fair rate of return on a risky investment is largely a
malter of opinion, and is hardly capable of being reduoced
to certainty by evidence, and sppears to be one of the
things entrusted by the statute to the judgment of the
Board.

I am not entirely in accord with the observations of my
brothesr Lamont in referenes to the sending out of someone
to gather evidence of the piaie of the money market and
acting on that party's report without the knowledge of the
company. The objection in such a case would not be the
failure Lo set out in the award the fact of such evidenes and
ita nature, but the failure to disclose it to the company with
an opportunity to answer it. If it were a case where, evi-
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SUPREME COURT OF CANADA {1929

denee being necessary, it had been taken in the mannper
suggested, or otherwise, and a finding based on it without
disolosure of it to the cornpany and an opportunity to
answer it, 1 would regard such a proeceeding as contrary to
elementary principles of justice, and as affording, under the

- statute, a ground for setiing the award as to this item aside

and referring it back for reconsideration. It does not, how-
ever, appear that any evidence was taken, and as siated, I
have concluded that there was power to0 make the change

without evidence.
1 therefore concur with my brother Lamont in the dis-

possl of this appeal.
Appeals dismissed with costs.
Balisitors for Northwestern Utilities, Limited: Miiner,
Carr, Dafoe & Poirier.
Solicitor for the City of Edmonton: John . P. Bown.

IN THE MATTER OF A REFERENCE AS TO THE
RELATIVE RIGHTS OF THE DOMINION AND
PROVINCES IN RELATION TO THE PROPRIE-
TARY INTEREST IN AND LEGISLATIVE OON-
TROL OVER WATERS WITH RESPECT TO NAVI-
GATION AND WATER-POWERS CREATEDR OR
MADE AVAILABLE BY OR IN CONNECTION
WITH WORKS FOR THE IMPROVEMENT OF
NAVIGATION.

Comatilutionad |zw— ¥ aisr-pomcra—Navigabls nver—Public nght of nemi-

pation—NRight of the Dommion ns {0 iAe use of ihe bed of @ Nuver oad
u o rrperopriclion ef proviacial properip—Relalive nghts o lhe

wn snd prous over waler-powsr created by works dona by
th Dominon—Boundary walers—Interprovinciol end  prowvincial
nuers—BN.A. Aci, ss. B2, 82, 100 Lo 189,

The quesioos referred to this court by the Governor Gemeral o Coum-
ell were ssswered as follows: (1)

*Pussary:—Anglin CJ.C. and Duff, Mignawli, Newcombe, Himfret,

Lamoot and Baith JJ.

{1} Reporter's Note—In view of the dificultina which Lhe coart found
in draling with the questicos before it and of the impossibility of givieg
peveciae and calegorionl saswers, it was thoughi best in order to aveid mis-
leadiag o8 10 what was decided. Lo put na & bead-note the text of the (ormal

BCR ] SUPREME COURT OF CANADA

Question 1 {(a). W}enﬂtbedofluvmmﬂiv“h&o(}?n
in the vight of the province, i» the tide subordmate Lo the public right

of aavigatiom T

01
120

——

va Warams

Questioa 1 (8). If not, has the Dominios the legislative power 1o declare AMd> Warss-

that such title is subordinale lo suck right?

Apswer: The questions as frumed postalsle the exisience of s public right
of oavigalion in the rivers to which they refer, as well na Lheir pavi-
gability.

The tile Lo the bed of (e river i suhjoct to that public righd, except i
80 far as, al the date of the Uniow, the Crown posscssed by hw or has
sace scquired, under Duminion legidstion, & swperior vight Lo uss or
to graut the wes of the walers of the river for other pusposes, such for
example, s mimiog, rigation or ndustsy.

Questioa 2. Where the bed of & navigable river b vested in the Crown
i the right of the provinee, has the Dominisca pewer, for navigalion
purposes, 1o e or occany part of such bed or (o diveri, diminish, or
change Lhe Bow over such bed (o) without the consent of Lhe prov-
inee; {(b) without compensstion?

Question 3. Has the Purliament of Cazsds (he power, by mporpriate
jegisiative eoacimenl, t0 aulhorime the Dominiom Goveramenl to ea-
propriste the Jands of the Orowa in the right of the provimes for the
purposes of mavigstion with provisics or without peovision for eoe-
penmtion?

Answer: Those questions e1380% be saswered aslegorically either In Lhe
affirmalive or in the negalive.

The eoaditsons mlrollw;theua&dnu-hm huhuvepo-wllw
nwwmﬁnﬂ' P Igation
purposes,” d-peodnmtupuihmuud‘ﬂh purpom,” in perd
upoa the aature of the posed for arcomplishing ik, sad in
Mmﬂihd.nﬂadlhm“dunhm Rat-
erence s respectiully made Lo Lbe obssrvetioos in lhe ascomipanying
reascns, 58 indiesling the govaraing principles wilh ae mweh definite-
Dot as i safe ar practicable.

Question 4. By seclion 108 of ike British Narth America Acl, 1897, sad
the Grvt ilem of Lbe Third Bobedule ibereto, the following publie
works sad property of esch provines, amoegst otbers, shall be ths
property of Canads, pawmely “ Carale with lands and wsler-power eo0-
nacted therewith.”

Hss the proviocs any progrietary lnlerest in or beneficia] ownersbip of or
leginlstive osntrol over Lhe waler-power which, though connecled
-itblbe-adnuh.umhdw:nthlmhbhbymdm
woba, s or repk is of smid canals made Dy Lhbe Dombn-
Mmmm»d-&himmnh«ilmmbtm
for the purpose of navigation?

Quesiion 3. Where the bed of & navigable river im vested in the Crown
in the righl of Lthe proviace, has the province any propristary intecest
is or beoeBeml ownership of or legislalive coalrol over the waler~
power cxrated or mads available by works for the improvement of
mavigs'ion construrted therespos im whole or in part by or under the
sutborily of the Dominion since Confaderstion which m bot required
from Lime to time for the parposes of navigstion?
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Investment: the essence of energy

OUTLOOK"

Figure 2.20: Cumulative investment in energy-supply infrastructure by fuel
in the New Policies Scenario, 2011-2035 (in year-2010 dollars)

Total investment: $37.9 trillion
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Cumulative investment of $38 trillion — almost $1.5 trillion per year — is required
in energy-supply investment to 2035, with 45% in the power sector alone

© OECD/IEA 2011
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and the content of this study were determined by the
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Todd Crawford and Alicia Macdonald, economists
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Director of the Board’s National and Provincial
Forecasting group; and Len Coad, Director, Energy,
Environment, and Transportation Policy.
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Shedding Light on the
Economic Impact of Investing
in Electricity Infrastructure

At a Glance

+ |nvestment in electricity infrastructure in
Canada from 2011 to 2030 will total an esti-
mated $347.5 hillion, in current dollars.

+ The direct, indirect, and induced impacts of that
investment will add an average of $10.9 billion
per year to real GDP and create an average of
156,000 jobs per year.

¢ In other words, for every $100 million
(inflation adjusted) invested in electricity
generation, transmission, and distribution
infrastructure, real GDP will be boosted by
$85.6 million and 1,200 jobs will be created.

lectricity generation, transmission, and dis-

tribution are a ubiquitous and integral part of

any modern economy. Aside from providing
households with all the conveniences of electric power, a
modern and reliable electricity sector contributes to effi-
cient overall economic production and plays an important
role in determining Canada’s competitive advantage. But
in addition to its role of providing a source of energy,
the electricity sector also contributes to lifting overall
Canadian economic activity and employment through
its capital investments in electricity infrastructure.

This report assesses the economic impact of potential
future investment in electricity infrastructure in Canada.
The methodology used allowed us to calculate economic
multipliers—rules of thumb that link new investment in
the sector to overall economic activity. The economic
multipliers are valuable for planning because they link
each dollar of additional investment by the industry to

a given dollar value of overall economic output, job
creation, and tax revenues. Moreover, this report links
the occupational requirements of these increases to capital
spending—highlighting the number of workers and skills
needed to put in place future electricity generation, trans-
mission, and distribution capacity.

A modern and reliable electricity secior contributes to
efficient overall economic produetion.

The investment data used for this analysis were
compiled in an earlier Conference Board report that
examined capital investment in generation, transmis-
sion, and distribution capacity in each of Canada’s
provinces and territories. To determine the generation
investments between now and 2030, a thorough search
was performed to identify all generation units that are
operational, under construction, planned, or proposed.
Based on our estimates of retirements and refurbish-
ments, we estimated the new construction required to

Find this report and other Conference Board research at www.e-library.ca
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ensure that future capacity increases align with future
North American market requirements. Transmission
investment estimates were based on company long-term
plans, system operator long-term plans, and regulatory
filings, but a lack of information suggests that transmis-
sion investments identified in this report are likely to
be underestimated. Estimates for capital investment

in distribution were based on sustaining existing infra-
structure and meeting the requirements of expanding
generation capacity. These capital investment estimates
do not include increases to incorporate new technology,
such as smart grids, or new uses of distributed electri-
city, such as electric cars.

Increased economic aclivity will lift household income
and profils, hoosting GDP in current dollars by an annual
average of $21.3 billion from 2011 to 2030.

The analysis relied on results from Statistics Canada’s
national input-output model as well as simulations of the
Conference Board’s proprietary model of the national
economy to determine the total economic impact resulting
from new investment in electricity infrastructure from
2011 to 2030.

Cumulative investment in clectricity infrastructure from
2011 to 2030 will total an estimated $347.5 billion, in
current dollars. In real 2002 dollars, the total value of the
projected investment will be $259.5 billion, an average

of $13 billion per year. Not surprisingly, such a large
increase in investment will have a widespread impact
on the national economy. From 2011 to 2030, the aver-
age annual contribution to real gross domestic product
(GDP), including direct, indirect, and induced impacts,
will be $10.9 billien, and the contribution to employment
will average 156,000 jobs per year. The impact would
be even greater where it not for the sizable share of
machinery and equipment investment that is expected

to be imported from outside Canada.

The increased economic activity will lift household
income and profits, helping to boost GDP in current
dollars by an average of $21.3 billion per year from 2011
to 2030. A sizable benefit also accrues to the federal and
provincial governments. In current dollar terms, the fed-
eral government balance will benefit from the increased
economic activity by an average of $4.2 billion per year,
while the aggregate provincial and territorial governments’
balance will improve by an average of $1.9 billion per
year from 2011 to 2030.

The labour requirements to accommodate the investment
in electricity infrastructure will undoubtedly exert pressure
on an already tight labour market. Employment in electric
power engineering construction is expected to increase
by an average of 49,000 jobs per year from 2011 to 2030.
Since most of the investment is front-end loaded, the lift
to employment will be most important over 2011 to 2016,
when, on average, 75,359 jobs per year will be created in
the electric power engineering construction sector.

Find this report and other Conference Board research at www.e-library.ca
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Shedding Light on the
Economic Impact of Investing
in Electricity Infrastructure

INTRODUCTION

lectricity generation, transmission, and dis-

tribution are a ubiquitous and integral part of

any modern economy. Aside from providing
households with all the conveniences of electric power, a
modern and reliable electricity sector contributes to effi-
cient overall economic production and plays an important
role in determining Canada’s competitive advantage. But
in addition to its role of providing a source of energy,
the electricity sector also contributes to lifting overall
Canadian economic activity and employment through
its capital investments in electricity infrastructure.

This report assesses the economic impact of potential

future investment in electricity infrastructure in Canada.

The methodology used allowed us to calculate economic
multipliers—rules of thumb that link new investment in
the sector to overall economic activity. Under not too
stringent conditions, the multipliers remain relatively
stable under different capital investment scenarios.

In other words, the economic multipliers are valuable
for planning because they allow us to link each dollar
of capital investment to a given dollar value of output,
job creation, or tax revenues. In addition, census occupa-
tional databases were used to quantify future labour market
requirements for electric power generation construction
workers on an occupational basis.

An extensive nationwide survey on planned electri-
city infrastructure was conducted, allowing us to build
estimates of capital investment spending on electricity

generation, transmission, and distribution over the next
two decades to 2030. Survey results provided planned
additions to generation capacity, but these were also
compared with anticipated future demand requirements
to ensure that capacity increases aligned with future
North American demand. Statistics Canada’s input-
output model was used to determine the first round,
supply-chain impacts of this investment. The Conference
Board of Canada’s national forecasting model was then
used to quantify the full economic impact on key indica-
tors such as gross domestic product (GDP), employment,
income, and government revenues.

INVESTMENT DATA AND METHODOLOGY

The investment data used for this analysis were
compiled in an earlier Conference Board report that
examined capital investment in generation, transmis-
sion, and distribution capacity in each of Canada’s
provinces and territories.! To determine the generation
investments between now and 2030, a thorough search
was performed to identily all generation units that are
operational, under construction, planned, or proposed.
Based on our estimates of retirements and refurbish-
ments, we estimated the new construction required to
ensure that future capacity increases align with future
North American market requirements. Transmission
investment estimates were based on company long-term

1 Baker and others, Canada’s Electricity Infrastructure: Building a
Case for Investment.

Find this report and other Conference Board research at www.e-library.ca
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plans, system operator long-term plans, and regulatory
filings, but a lack of information suggests that transmis-
sion investments identified in this report are likely to be
underestimated. Estimates for capital investment in dis-
tribution were based on sustaining existing infrastructure
and for meeting the requirements of expanding genera-
tion capacity. These capital investment estimates do not
include increases to incorporate new technology, such as
smart grids, or new uses of distributed electricity, such
as electric cars. The total investment in electricity infra-
structure over 2010 to 2030 will be nearly $300 billion
(in 2010 dollars), with the majority of the investment
occurring in generation capacity. (See Chart 1.)

Chart 1
Electricity Infrastructure Investment from 2010 to 2030
(2010 $ billions)

Total
Transmission
Distribution

Generation

I I |
0 50 100 150 200 250 300

Source: The Conference Board of Canada.

GENERATION INVESTMENT

Each province and territory faces different future nceds
with regard to installed generation capacity, the mix of
generation technologies, the timing of new investments,
the governing policy framework, and whether the capacity
additions will be funded by private or public organizations.

The starting point for generation investments in each
jurisdiction is the level and age distribution of currently
installed capacity for each generation technology.
Assumptions about asset life and retirement or refur-
bishment options were applied to existing capacity to
determine the investments required in those categories.
In addition, pending federal regulations for coal-fired
generation would require each unit to meet a “clean as
natural gas” emissions standard at the end of the eco-
nomic life of the unit or the end of its power purchase
agreement, whichever comes first. New coal units com-
ing into service after 2015 would be required to meet

the same standard.Z The working assumption for this
analysis is that coal-fired units that have not been sched-
uled for retirement will be repowered with some form
of clean coal technology.? All other units are assumed
to be repowered with the same energy source they cur-
rently use. For units that are to be retired, the required
investments are included.

Estimates for capital investment in distribution were
hased on sustaining existing infrastructure and meeting
the requirements of expanding generation capacity.

The next tranche of generation investment is for projects
that are under construction or are at an advanced planning
stage—that is, they have been approved by the appropriate
regulator or planning authority. These projects are not all
guaranteed to be built but carry a high probability of com-
pletion. For these projects, the capital cost estimates were
based on published data for each generation technology,
together with the announced target for installed capacity
for each project.

The final tranche of generation investment relates to
projects that have been proposed or announced. This
category includes thousands of projects, many of which
are highly uncertain. Considerable judgment must be
applied to determine the level of investment that might
occur in this group of projects. For each technology,
the capital cost per megawatt of installed capacity
was estimated, based on recently completed projects.

2 According to Environment Canada, the proposed regulation requires
all existing coal-fired electricity generation units, upon reaching end
of ecanomic life, to meet a carbon dioxide (CO,) emission standard
of 375 tonnes per gigawatt-hour (GWh). If a unit cannot meet the
Natural Gas Combined Cycle (NGCC) standard, it will be required
to shut down. New units will be also required to meet the NGCC
standard. However, the standard will not apply to new generation
until the year 2025, provided it is carbon capture and storage (CCS)
ready. The proposed regulations will be promulgated under the
Canadian Environmential Protection Act (CEPA) and will come into
effect on July 1, 2015. Details of the program announcement can
be found at vaww.ec.gc.ca/default.asp?lang=En&n=714D9AAE-1
&news=2E5045F6-E0A4-45C4-A49D-A3514E740296.

3 In building the investment assumptions, we have assumed, based
on previous research, that clean coal technologies will improve
sufficiently to meet the standard at a cost that is roughly 10 per
cent lower than that of new nuclear facilities.

Find this report and other Conference Board research at www.e-library.ca



These capital costs were applied to the estimated
installed capacity for each technology to determine
the overall investment in new generation capacity.

The level of projected future demand for energy was
based on the potential for growth in domestic and
export markets for each of the provinces and territories.
However, because market requirements are for energy,
not capacity, an assumed capacity factor was applied to
determine the installed capacity required to meet future
demands. The capacity factors were estimated by tech-
nology for each province and territory, and were based
on historical performance.

The level of projected future demand for energy was based
on the potential for growth in domestic and export markels
for each of the provinces and territories.

The overall level of capacity from new construction was
then estimated based on the balance between required
capacity and the sum of installed capacity (including
retirements, refurbishments, and repowering) plus cap-
acity under construction or at advanced planning stages.
The mix of technologies differed in each province,
based on installed capacity, technology-related policy
frameworks, the mix of technologies within the set of
announced projects, and a general understanding of the
ability of the transmission grid to integrate additional
renewable energy in particular.

The mix of generation technologies and capacities
included in the investment profile for each province
and territory is shown in Table 1. These investments
reflect the best available information, plus some neces-
sary assumptions. For example, the investment data are
based on the Lower Churchill hydroelectric project in
Labrador proceeding as currently planned. Also, any coal
stations with announced retirement dates are assumed to
be replaced by clean coal technologies, and all future
coal retirements are based on an assumed service life
applied to the original plant commissioning date.

Maritime Link CA IR-1 Attachment 6 Page 9 of 22
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The required generation investments by province are
shown in Table 2.

TRANSMISSION INVESTMENT

The level of future investment in transmission capacity
was based on announced projects in each province or
territory. Planning horizons differ widely in each, with
very few investment streams covering the entire period
through 2030. Because transmission investments are
project-specific, this report did not estimate investments
beyond identified projects through the rest of the period.
This means the $35.8-billion estimate of transmission
investment understates the level of future investment
that will likely be required. (See Table 3.)

There is also the potential for a mismatch between the
generation investments assumed and the transmission
investments that will be required to integrate long-term
future generation projects into the grid. This mismatch
would likely be greatest in jurisdictions where a significant
portion of future generation investments is in wind and
solar and the existing grid is designed primarily around
thermal generation sources. The cost of integrating these
variable sources is subject to uncertainty.

The $35.8-billion estimate of transmission investment
likely understates the future invesiment required.

The transmission investments in this report do not include
the impact of smart grid programs® unless those programs
are included in published investment plans. Given the very
early stage of smart grid development and the focus to
date on downstream investments (mainly smart meters in
homes and workplaces), we do not believe the numbers
in Table 3 reflect the smart grid investments that will
eventually be made.

4 The Canadian Electricity Association defines the smart grid
as “a suite of information-based applications made possible by
increased automation of the electricity grid, as well as the under-
lying automation itself; this suite of technalogies integrates the
behaviour and actions of all connected supplies and loads through
dispersed communication capabilities to deliver sustainable, eco-
nomic and secure power supplies.” McCarthy, The Smart Grid:
A Pragmatic Approach, 5.

Find this report and other Conference Board research at www.e-library.ca
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Table 1
Generation Capacity Included in Investments
(MW)
B.C. Alta. Sask. Man. Ont. Que. N.S. N.B. NL PEL YT NWT Nun. Canada
Coal 0 1376 0 0 0 0 0 0 0 0 0 0 0 1,376
Nuclear 0 0 0 0 3,500 0 0 40 0 0 0 0 0 3,540
Large hydro 3223 147 250 2,380 862 3,350 0 3,153 0 10 10 0" 513,385
Natural gas 72 4,163 346 0 4,243 0 0 50 0 0 0 0 8,874
Biomass 138 0 182 0 77 0 180 0 0 0 0 0 0 577
Landfill or biogas 0 0 0 0 15 0 0 0 0 0 0 0 0 15
Diesel 0 0 0 0 0 0 0 0 0 0 0 0
Fuel oil 0 0 0 0 0 0 0 0 0 0
Off-grid hydro 0 0 0 0 0 0 0 0 0 0
Small hydro 51 0 0 0 306 29 100 0 0 0 0 0 0 486
Waste heat 0 100 0 0 0 0 0 45 125 0 0 0 0 270
Wind 1,595 1,159 242 138 2,178 2666 970 454 0 130 0 0 0 9,532
Wind, offshore 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Geothermal 100 0 0 0 0 0 0 0 0 0 0 0 0 100
Solar 0 0 0 0 964 0 0 0 0 0 0 0 964
Other or unkown fuel 0 0 0 0 0 0 0 0 268 0 0 0 268
Total 5179 6,945 1,020 2,518 12,145 6,045 1,250 539 3,596 130 10 10 0 39,386
Source: The Caonference Board of Canada.
Tahle 2
Investments in Generation Gapacity
(2010 $ millions)
B.C. Alta.  Sask.  Man. Ont. Que. N.S. N.B. N.L. PE.I Y.T. NNWT Nun. Canada
Refurbishment/
repowering 2,955 26427 7,639 1410 18926 10814 2,776 283 2621 345 14 1 18 74,229
Retirement 342 677 3 0 371 0 135 1 205 0 0 0 0 5,085
New construction 16,131 16,914 2,782 8,647 37214 17916 3,151 1314 11911 299 35 35 0 116,348
Total 19,428 44,019 10,423 10,057 59,851 28,730 6,062 1,608 14,736 644 49 36 18 195,662

Source: The Conference Board of Canada.

DISTRIBUTION INVESTMENT

This report’s approach to determining investments in
distribution systems was also more generic than for
investments in generation. Distribution systems typically
separate their investment plans between sustaining and
growth categories (with additional investments in admin-
istration and information technologies). Sustaining invest-

ments can be estimated based on the gross plant in service
and depreciation assumptions. Growth investments can
be estimated based on the assumed growth in electricity
demand and the historical trend in investment per unit of
energy delivered. This report assumes a total investment
in distribution facilities of $62.3 billion between 2010
and 2030 as detailed in Table 4.

Find this report and other Conference Board research at www.e-library.ca
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Tahle 3
Investments in Transmission Capacity
(2010 § millions)

Total investments

Province identified Information Sources Time Horizon
British Columbia 4,330 + BC Transmission Corporation Capital Plan 200918 2010-2018
+ Fortis 2005-2024 Transmission and Distribution System 2011-2024
Development Plan
+ British Columbia Utilities Commission decision reports 2011
Alberta 16,654 + Alberta Electric System Operator (AESQ) Long-Term 2010-2020
Transmission System Plan
+ Alberta Utilities Commission (AUC) decisions and 2012015
pending applications
Saskatchewan + Project costs not published
Manitoba 3,535 + Manitoba Hydro 2010-2011 and 2011-2012 Rate 2010-2018
Application Tab 6
Ontario 5,481 + Hydro One Capital Plan 2010-2012
+ Integrated Power System Plan, Section E 2010-2020
+ Ontario’s Long-Term Energy Plan 2010-2030
Quebec 3,805 + Hydro-Québec TransEnergie 20092013 Strategic Plan 2009-2013
Nova Scotia 1,700 + Nova Scotia Power 10-Year System Outlook 2010-2015
New Brunswick 88 + NBSO 10-Year Outlook: An Assessment of the Adequacy 2010-2018
of Generation and Transmission Facilities in New Brunswick
2011-2021
Newfoundland and Labrador 244 + 2010 Capital Budget Application, prepared by Newfoundland ~ 2010-2030
and Labrador Hydro
Prince Edward Island + Project costs not published
Total announced investment 35,838

Source: The Conference Board of Canada.

ECONOMIC IMPACT METHODOLOGY

This report quantifies the economic impact of new
investment in electricity infrastructure on the national
economy over the next 20 years.

It is important to note that the capital investment data
described in the previous section were converted from
2010 dollars to 2002 dollars to determine the economic

impact of the investment. This was necessary because
2002 is the base year that Statistics Canada has adopted
for the National Income Accounts.

Next, a simulation was produced using Statistics Canada’s
input-output model of the Canadian economy. This simu-
lation provides the supply-chain (or indirect) impacts of
investment in machinery and equipment and structures
in the utilities industry. Finally, the Conference Board’s
national forecasting model was simulated to determine the

Find this report and other Conference Board research at www.e-library.ca
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Distribution Inv
(2010 $ millions)
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estments

Sustaining Growth Total
British Columbia 2,536 1,540 4,076
Alberta 8,016 2,745 10,761
Saskatchewan 631 22 652
Manitoba 2,122 317 2,439
Ontario 16,636 3,966 20,602
Quebec 19,298 2,371 21,669
Nova Scotia 428 240 668
New Brunswick 618 284 902
Newfoundland and Labrador 357 61 418
Prince Edward Island 44 22 66
Yukon 12 5 18
Northwest Territories 24 16 40
Nunavut 5 1 6
Ganada 50,727 11,590 62,316

Source: The Conference Board of Canada.

total economic impact of the projected new investment.

The analysis evaluated the combined direct, indirect, and

induced economic impacts:

+ Direct impacls measure the value-added® from the con-
struction of the new infrastructure; they are the impacts
directly attributed to the employees, the wages earned,
and the firms’ revenues generated by the construction.

+ Indirect impacts relate to determining the value that
the investment generates economically for other
industries through the supply chain. For example,
increased construction activity will boost demand
for intermediate inputs and generate increased
activity in the transportation sector.

¢ Induced impacts are derived from the purchases of
employees and reinvestment of profits from both the
construction and supplier industries. These (usually
smaller) impacts lead to more employment, wages,
income, and tax revenues and have widespread
impacts on the economy.

5 Value-added or net output is the difference between total revenue
and the sum of expenses on parts, materials, and services used
in the production process. Summing the value-added across all
industries in a region will vield the GDP in that region.

In effect, increased demand for a specific industry will
not only have direct impacts on the economy but will
also spread through the economy through a series of
multiplier effects. Indirect effects are first felt because
of an increase in demand for products and services from
industries that are direct suppliers. Second-round induced
effects produce a smaller but more widespread impact
on all sectors of the economy, largely through a general
increase in consumer spending.

To more accurately assess the direct and indirect value-
added impact on related industries, the analysis relied on
the use of Statistic Canada’s national model of Canada’s
industrial structure. This input-output model of the
Canadian economy has the advantage of finely detailing
the industrial structure within Canada’s economy as well
as containing linkages for inputs that are imported.

Increased demand for a specific industry will have direct
impacts on the economy and will also spread through the
economy through a series of multiplier effects.

While the Conference Board's national forecasting model
contains a more aggregate industrial sector, it has the
benefit of assessing the impact of additional income,
through changes in wages and profits, on a wide range of
economic indicators. Moreover, the Conference Board’s
models allow for the analysis to be carried out over a time
period, whereas Statistics Canada’s input-output model
produces a point-in-time measure of the impact. The
direct and indirect effects obtained from the input-output
model simulations were used as guides when simulating
the Conference Board’s model of the national economy
to produce the overall economic impact of potential
investment in electricity infrastructure over 2011 to 2030.

Once the model simulations were complete, the
Conference Board used the results for the total increase
in construction employment to determine the increase in
employment in the electric power engineering construc-
tion industry and what this means in terms of increased
demand by occupation. A number of simplifying
assumptions were necessary to estimate the potential
increase in employment by occupation resulting from
the capital investment required.
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As a first pass, results from the input-output model
were used to determine the share of total employment
in construction directly associated with electric power
engineering construction. Next, we used data from the
National Occupational Classification System (NOCS)
database to project employment requirements by occupa-
tion. The NOCS data are currently only available from the
2006 Census. The projections must rely on the simplifying
assumption that occupational shares have been constant
since 2006 and will remain constant over the forecast
horizon. In addition, the NOCS data were gathered with
a sample that represents 20 per cent of the employment,
and so the sum of occupational categories in the original
data does not necessarily equal the total by broader occu-
pational grouping. Therefore, it was necessary to constrain
the more detailed two-digit-level NOCS data to sum to the
more general one-digit NOCS employment data classiftied
as electric power engineering construction as shown in
Appendix A.

These occupational shares were then applied to our
forecast for electric power engineering construction
employment to derive the estimates of employment
by occupation.

FINDINGS

Cumulative investment in electricity infrastructure from
2011 to 2030 will total an estimated $347.5 billion, in
current dollars. In real 2002 dollars, the cumulative value
of the projected investment will be $259.5 billion, with
$144.4 billion invested in structures and $115.1 billion
in machinery and equipment.

Not surprisingly, the future investment spending require-
ments will have widespread impacts on the Canadian
economy. From 2011 to 2030, the average contribution
to real GDP—including direct, indirect, and induced
impacts—will be $10.9 billion per year, and the con-
tribution to employment will average 156,000 jobs per
year. Table 5 summarizes the impact of the investment
on key economic indicators.
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Investment will peak over the first five years of the fore-
cast horizon, when the increase in nominal investment
spending is projected to average $22.7 billion per year.
The impact of this investment will lift real GDP in

the economy by an annual average of $16.1 billion
contributing, on average, about 1.2 per cent per year

to the Canadian economy. This activity will support

an average of 247,000 jobs per year over 2011-2015.
By 2026-2030, annual investment in nominal terms is
expected to average $13.9 billion. During this period, the
average annual impact on real GDP will be $7.6 billion,
supporting roughly 97,000 jobs per year.

From 2011 to 2030, the average contribution to real
GDP will be $10.9 hillion per year, and the contribution
to employment will average 156,000 jobs per year.

The sizable share of machinery and equipment investment
expected to be imported from outside Canada will limit the
overall impact on Canada’s economy. Moreover, higher
domestic prices resulting from the increase in overall
economic activity will make Canadian exports less com-
petitive, resulting in a mildly negative impact on exports.
Overall, the impact analysis suggests that the impact on
trade flows will reduce the current account balance by
an average of $7.2 billion (current dollars) per year.

The increase in employment will push personal
income in current dollars up by an annual average

of $9.2 billion from 2011 to 2030, while corporate
profits will be $2.7 billion higher per year on average.
Increases in personal income and corporate profits will
help to push GDP in current dollars up by an average of
$21.3 billion per year from 2011 to 2030.

A sizable benelit will also accrue to the federal and prov-
incial governments. The boost to personal incomes will
result in an average annual increase of $1.5 billion in
personal income tax collection, while increases in profits
will yield an average increase of $840 million per year in
corporate income taxes over 2011 to 2030 for the federal
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and provincial governments. Indirect taxes (which con-
sist largely of sales taxes) will be boosted by the lift to
income and consumer spending, increasing by an aver-
age of $1.2 billion per year over the forecast horizon.
In current dollar terms, the federal government balance
stands to improve by an average of $4.2 billion per
year, while the provincial and territorial governments’
balance is forecast to increase by an annual average of
$1.9 billion from 2011 to 2030. Our analysis suggests
that prices and interest rates will increase modestly in
response to the increase in cconomic activity, acting
to slightly dampen the positive economic impacts.

Table 6 shows the impact of increased investment on the
components of real GDP by spending category. The dir-
ect impact of the shock—that is, the impact of electricity

Table 5

Impact of Electricity Investment on Key Economic Indicators

(level difference of shock minus control, except where otherwise indicated; average per year over each five-year period)

2011-15 2016-20 2021-25 2026-30

Increase in investment ($ millions) 22,749 17,228 15,615 13,912
Increase in investment (2002 $ millions) 19,772 13,109 10,397 8,623
Real GDP (2002 $ millions at market prices) 16,081 11,015 8,995 7,632
GDP ($ millions) 22,981 21,013 20,731 20,568
GDP deflator (percentage change) 0.1 0.2 0.2 0.2
Gonsumer price index (percentage change) 0.1 0.1 041 0.1
Average weekly wages industrial composite
(percentage change) 0.1 0.1 0.1
Employment {000s) 247 160 118 97
Unemployment rate (per cent) -1.1 -0.8 -0.6 05
Personal income ($ millions) 12,247 9,163 7,887 7,474
Pre-tax corporate profits ($ millions) 2,973 2,586 2,646 2,590
90-day Treasury bill rate (per cent) 0.1 0.1 0.1
Current account balance ($ millions) -8,320 -7,172 -6,525 -6,646
Personal income tax ($ millions) 1,829 1,399 1,239 1,368
Corporate income tax ($ millions) 907 812 818 824
Indirect taxes ($ millions) 1,300 1,259 1,060 1,080
Federal govt. balance ($ millions) 3,683 3,551 4,123 5,299
Regional govt. balance ($ millions) 2,378 2,051 1,669 1,609
Source: The Conference Board of Canada.

infrastructure investment using our economic modelling—
is on private capital investment on structures and on
machinery and equipment, which will increase by an
annual average of $7.2 billion and $5.9 billion respect-
ively over 2011 to 2030. However, the large import
component associated with the initial hit to machinery
and equipment investment represents a leakage that
will offset the overall impact on Canada’s economy.
Additional imports are required to meet the extra demand
for consumer goods resulling from increased employment
and income. As a result of this extra demand, imports will
increase by an average of $6 billion per year from 2011
to 2030, dampening the total impact on real GDP. The
trade balance will be further eroded by a small decline in
exports as higher domestic prices will reduce our ability
to compete internationally, putting downward pressure
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on export volumes. But increased income will result in
a small boost to residential construction, while higher
inventories will add modestly to the increase in real GDP.
Government spending will be unaffected, aside from the
direct capital electricity infrastructure investment.

Economic impact results on GDP by industry are
presented in Table 7. The largest impact will be on

the construction industry, which will increase by an
average of $3.8 billion per year. Manufacturing indus-
tries will also experience a sizable boost, with sectors
such as the fabricated metals industry and the electrical
equipment and component manufacturing industry
benefiting from the investment. Private sector services
industries will also experience an increase in demand for
services that include architecture, engineering, and com-
puter system design. The services sector will also benefit
from the induced impacts when higher employment and
wages lead to an increase in consumer demand. In total,
output in business services is expected to increase by an
average of $5.3 billion per year over 2011 to 2030.

Many jobs will be created in construction and large
gains will also accrue in commercial services industries,
including wholesale and retail trade industries.

The overall economic multiplier is calculated as the total
change in real GDP divided by the initial constant dol-
lar increase in investment in electricity infrastructure.
Because of the large import leakages, the multiplier

is less than one. Our estimates indicate that for every
$100 million (inflation adjusted) invested in electricity
generation, transmission, and distribution infrastructure,
real GDP will be boosted by $85.6 million, and roughly
1,200 person-years of employment will be created.

Overall, employment will increase by an average of
156,000 jobs per year from 2011 to 2030 as a result

of the investment in electricity infrastructure. The
multiplier yields an estimate of total employment
generated (measured in person-years of employment)
for every $100 million of real infrastructure spending.
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In other words, for each $100 million invested, 1,200 jobs
will be created for one year. Employment gains will peak
in the first five years of the analysis: from 2011 to 2015,
the lift to economic activity resulting from cumulative

investment in electricity infrastructure over that period

will be roughly 247,000 people employed in each year.

Table 8 breaks down the employment gains by indus-
try. Construction accounts for the largest single share

of employment gains. Construction employment peaks

during the first five years of the analysis with an average

of about 95,000 jobs created in the construction industry
over 2011 to 2030. By the 2026 to 2030 period, the annual
contribution to construction employment will drop to
fewer than 40,000. While many jobs will be created in
the construction industry, large gains will also accrue

in commercial services industries, including wholesale

and retail trade industries. In this scenario, the number

of unemployed people will be reduced by an average of

150,000, pushing the unemployment rate down by an

average of 0.7 percentage points per year.

Find this report and other Conference Board research at www.e-library.ca

Table 6
Impact of Electricity Investment on Gomponents of GDP
(level difference of shock minus control, except where otherwise indicated;
average per year over each five-year period; 2002 $ millions at market prices)
2011-15 2016-20 2021-25 2026-30
Gonsumer spending 2,667 2,531 2,129 2,296
Total government spending 1 1 i 2
Private capital investment 22,712 14,386 11,020 8,408
Structures 11,063 7,566 5,890 4,440
Machinery and
equipment 9,643 5,332 4,252 4,247
Residential construction 295 262 245 222
Final domestic demand 23,487 16,197 13,011 11,222
Change in inventories 397 263 209 173
Exports =177 -187 -191 -196
Imports 8,523 6,066 4,798 4475
Net exports -8,700 -6,253 -4,989 —4,671
GDP at market prices 16,081 11,015 8,995 7,632
Source: The Conference Board of Canada.
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Tahle 7

Impact of Electricity Investment on GDP by Industry

(level difference of shock minus control, except where otherwise indicated; average per year over each five-year period;
2002 $ millions at basic prices)

2011-15 2016-20 2021-25 2026-30

Real GDP at hasic prices 17,080 11,175 8,841 7,406
Total goods 8,730 5,641 4,410 3,687
Primary 557 375 295 242
Utilities 215 146 115 94
Construction 5,879 3,751 2,925 2,449
Manufacturing 2,079 1,369 1,075 902
Business services 8,029 5312 4,256 3,573
Wholesale and retail trade 2,571 1,588 1,296 1,083
Transportation and warehousing 571 375 294 245
Information and cultural services 414 271 213 183
Finance, insurance and real estate 2,026 1,425 1,151 944
Professional, scientific and technical 1,385 930 736 627
Other business services 1,062 722 566 490
Public sector 320 222 175 146
Multiplier 0.86 0.85 0.85 0.86

Source: The Conference Board of Canada.

Table 8
Impact of Electricity Investment on the Labour Market
(level difference of shock minus control, except where otherwise indicated; average per year over each five-year period; 000s)

2011-15 2016-20 2021-25 2026-30

Total employment 247.2 159.8 118.2 97.4
Primary 36 2.3 1.6 1.2
Construction 95 64.1 46.8 39
Utilities 1.1 0.7 0.5 0.4
Manufacturing 20.6 12.8 9.4 74
Other commercial services 62.4 40.7 30.6 256
Wholesale and retail trade 445 25.2 19.1 15.3
Transportation and storage 7.4 4.8 35 2.8
Finance, insurance, and real estate 8.1 5.8 44 3.6
Public sector 45 35 25 21

Unemployed -221 -156 —121 -102

Unemployment rate (%) -1 -0.8 -0.6 -0.5

Source: The Conference Board of Canada.
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The labour requirements to accommodate the invest-
ment in electricity infrastructure will undoubtedly exert
pressure on an already tight labour market. According
to the Construction Sector Council’s 2011 forecast, the
construction industry will need to recruit 111,000 work-
ers between 2011 and 2019 and also replace close to
208,000 workers who will leave the industry because
of retirement or mortality. The council estimates there
will not be enough supply to meet this demand, and
solutions are being investigated as to how this shortfall
could potentially be bridged.® Given these pressures,
it is important to identify the specific occupational
requirements resulting from any additional capital
investment in electric power generation, transmission
and distribution—providing a sense of labour market
requirements for future increases in capital spending.

The labour requirements to accommodate the investment
in electricity infrastructure will undoubtedly exert pressure
on an already tight labour market.

Detailed simulation results using Statistics Canada’s
input-output model suggest that 80 per cent of the lift

to construction employment will be directly attribut-
able to electric power engineering construction. Thus,
employment in electric power engineering construction is
expected to increase by an average of 49,000 jobs per year
from 2011 to 2030. Since most of the investment is front-
end loaded, the lift to employment will be most important
over 2011 to 2016, when, on average, 75,359 jobs will
be created in the electric power engineering construction
sector per year. (See Table 9.)

The increase to construction employment will encompass
a wide range of occupations, as shown in Table 9. The
largest impact will be on the trades, transport, and equip-
ment operators and related occupations, where an average
of 52,000 jobs per year will be created from 2011 to 2015.

6 Construction Sector Council, Meeting Construction and
Maintenance Workforce Challenges: Construction Owners
Strategy 2011 to 2016, 15.
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Breaking this out for a few subcategories suggests
there will be sizable annual employment impacts in
the following: trades helpers, construction, and trans-
portation labourers and related occupations (11,200);
heavy equipment and crane operators, including drill-
ers (10,800); and construction trades (9,100). (See
Appendix A for more details.)

CONCLUSION

This report builds on an earlier report produced by the
Conference Board on Canada’s electricity infrastructure.”
In our earlier study, we carefully considered numerous
sources to estimate the future capital investments in elec-
tricity infrastructure over the next 20 years. This report
follows on our earlier research by assessing, over the 2011
to 2030 period, the potential contribution to economic
activity of these investments. Economic models were used
to quantify the overall impact on GDP, employment, gov-
ernment revenues, and other economic indicators.

The results highlight, at an aggregate level, the wide-
spread effects that capital investment in electricity
generation, transmission, and distribution will have
across all sectors of the economy. Our analysis assumes
that $347.5 billion in current dollars will be spent on
new electricity infrastructure from 2011 to 2030. This
translates into an average of $13 billion per year when
converted to 2002 dollars (inflation-adjusted dollars).
And, when accounting for direct, indirect, and induced
impacts, this investment is projected to contribute
roughly $10.9 billion per year to real GDP.

In other words, for every $100 million (inflation
adjusted) invested in electricity generation, transmis-
sion, and distribution infrastructure, real GDP will be
boosted by $85.6 million, and roughly 1,200 person-
years of employment will be created. These economic
multipliers are valuable for planning because they link
each dollar of additional investment by the industry to a
given dollar value of output, job creation, or tax revenues.

7 Baker and others, Canada’s Electricity Infrastructure.
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Over the 2011 to 2015 period, when capital investment
activity is expected to peak, real GDP will be lifted by
over $16 billion per year, contributing, on average,
about 1.2 per cent per year to the Canadian economy.
This is a sizable impact that occurs in addition to the
contribution that electric power generation itself brings
to the economy. Moreover, this activity supports an
average of 247,000 jobs per year over 2011 to 2015.
Capital investment spending will ease over the forecast
horizon. Still, over the 2026-2030 period, construction
activity related to electricity infrastructure will still sup-
port employment for 97,000 workers annually.

Capital investment activily supporis an average of
247,000 jobs per year over 2011 fo 2015.

The labour requirements to accommodate the investment
in electricity infrastructure will undoubtedly exert pres-
sure on an already tight labour market. According to the
Construction Sector Council, demand for construction
workers is expected to exceed supply over the next decade.
This suggests that the electric power generation industry
in Canada may encounter supply constraints when adding

Tahle 9

Impact of Electricity Investment on Employment in Electric Power Engineering Construction

(average increase per year over each five-year period)

2011-15 2016-20 2021-25 2026-30

Overall emplayment in electric power engineering construction 75,359 50,801 37,086 30,915
Management occupations 5,756 3,881 2,833 2,362
Business, finance, and administrative occupations 8,086 5,451 3,979 3,317
Natural and applied sciences and related occupations 5,260 3,546 2,589 2,158
Health occupations 95 64 47 39
Occupations in social science, education, government services, and religion 143 97 70 59
Occupations in art, culture, recreation, and sport 86 58 42 35
Sales and service accupations 1,031 695 507 423
Trades, transport and equipment operators, and related occupations 51,675 34,835 25,430 21,199
Occupations unique to primary industry 2,616 1,763 1,287 1,073
Occupations unique to processing, manufacturing and utilities 611 412 301 251

Sources: The Conference Board of Canada; Statistics Ganada, 2006 Census, Catalogue Number 97-564-XCB2006006.

to new generation capacity or when refurbishing existing
facilities. Therefore, it is important to identify the occu-
pational requirements resulting from any additional capital
investment in electric power infrastructure. Our analysis
shows that this investment will increase the demand

in particular for tradespeople and for transport and
equipment operators.

Employment in electric power engineering construction
is expected to increase by an average of 49,000 jobs
per year from 2011 to 2030. Since most of the invest-
ment is front-end loaded, the litt to employment will be
most important over 2011 to 2016, when, on average,
75,359 jobs per year will be created in the electric power
engineering construction sector. More specifically, the
largest impact will be on the trades, transport, and equip-
ment operators and related occupations, where an average
of 52,000 jobs per year will be created from 2011 to 2015.
Within this category, the most sizable annual employment
impacts will be in the following subcategories: trades
helpers, construction, and transportation labourers and
related occupations (11,200 jobs); heavy equipment and
crane operators, including drillers (10,800 jobs); and
construction trades (9,100 jobs).
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APPENDIX A

Impact of Electricity Investment
on Employment in Electric Power
Engineering Construction

Tahle 1
Impact of Electricity Investment on Employment in Electric Power Engineering Construction
(average increase per year over each five-year period)
Employment in Electric Power Engineering Construction 2011-15 2016-20 2021-25 2026-30
TOTAL DR 75,359 50,801 37,086 30,915
7A.”Managemant accupations - - 5,7_&';5 3,881 h2,833 2,332 )
A0. Senior management occupations 897 605 442 368
Al. Specialist managers 1,088 734 536 446
A2. Managers in retail trade, food, and accommodation services 67 45 33 27
A3. Other managers, not elsewhere classified (n.e.c.) 3,704 2,497 1,823 1,520
B. Business, finance, and administrative occupations 8,086 5,451 3,979 3,317
BO. Professional occupations in business and finance 554 374 273 227
B1. Finance and insurance administrative occupations 736 496 362 302
B2. Secretaries 1,309 883 644 537
B3. Administrative and regulatory occupations 1,596 1,076 785 655
B4. Clerical supervisors 191 129 94 78
B5. Clerical occupations 3,699 2,493 1,820 1,517
. Natural and applied sciences and related occupations 5,260 3,546 2,589 2,158
0. Professional occupations in natural and applied sciences 2,005 1,351 987 822
C1. Technical occupations related to natural and applied sciences 3,255 2,194 1,602 1,335
D. Health occupations 95 64 47 39
DO. Professional occupations in health - - - -
D1. Nurse supervisors and registered nurses - - - -
D2. Technical and related occupations in health 76 51 38 31
D3. Assisting occupations in support of health services 19 13 9 8
(continued . . .)
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Tahle 1
Impact of Electricity Investment on Employment in Electric Power Engineering Construction (cont'd)
(average increase per year over each five-year period)

E. Dccupations i m semaiscience, educallun, guvernmenl semce, S
. 'jamj rehgmn T T T T T T R 143 - AT
E0. Judges, lawyers, psychnloglsts social workers, ministars of
refigion, and pohcy and pmgram offrcers 124 o 84 61 51

E2. Paralegals, sacial services workers and occupatmns in
education and religion, n.e.c. - - - -

FO. Professional occupatlor_ls m_ art _and _cullure _ 52 35 _ 25 21
G. Sales and service oceupalmns ] 1,031 695 507 423

G1. Wholesale, technical, insurance, real estate sales spemallsts
and retail, wholesale and gram buyers 124 84 61 5|

/62 Retail salespersons and sales clerks - i tigeg
G3. Cashiers o _ - - - -

G5. Ocmspanons in food and beverage service - - - -
"G6. Occupations In protective Services - 1 v B B
G7. Occupations in travel and accemmodation, tncludmg

' G& Chﬂd care and home support workers
G9. Sales and service occupatlons n.e.c.

'H__.__;Trades transpnrt and eqmpment nperamrs : AL

“related acoupations T T T BT A RS 4 N
HO. Contractors and supewisors in trades and transpoﬂatmn 6,427 ) 4,333 3,163 2,637
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Tahle 1
Impact of Electricity Investment on Employment in Electric Power Engineering Construction (cont'd)
(average increase per year over each five-year period)

Employment in Electric Power Engineering Construction 201115  2016-20  2021-25  2026-30
I. Occupations unique to primary indusiry 2,616 1,763 1,287 1,073
10. Occupations unique to agriculture, excluding labourers 163 110 80 67
11. Occupations unique to forestry operations, mining, oil and gas
extraction, and fishing, excluding labourers 929 627 457 381
12. Primary production labourers 1,523 1,027 750 625
J. Occupalions unique to processing, manufacturing, and utilities 611 412 an 251
J0. Supervisors in manufacturing 87 59 43 36
J1. Machine operators in manufacturing 339 229 167 139
J2. Assemblers in manufacturing 68 46 33 28
J3. Labourers in processing, manufacturing, and utilities 116 78 57 48

Sources: The Conference Board of Canada; Statistics Canada, 2006 Census, Catalogue Number 97-564-XCB2006006.
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ATCO Electric

SUMMARY OF RETURN ON RATE BASE (TRANSMISSION)
FOR THE YEAR ENDED DECEMBER 31, 2011

SCHEDULE 2.0-T

($Millions)
2011 Actuals
Line Cross- Mid-Year Prorated Cost Rate Var. Actual to Var. Working Paper
No. Description Reference Capital Ratio Rate Base % Return $ Forecast % Reference
1 Long-Term Debt Sch 2.2-T 939.4 53.81% 970.4 5.71% 55.4 (5.9 -9.7%
2 Preferred Shares Sch 2.2-T 160.4 9.19% 165.7 5.92% 9.8 1.4) -12.7%
3 Common Equity Sch 2.2-T 645.9 37.00% 667.2 10.09% 67.4 4.5 7.2% Note 1
4 Mid-Year Net Rate Base Sch 1.0-T 1,745.7 100.00% 1,803.3 7.35% 132.5 (2.8)
5 Contribution for Extensions 112.4
6 No Cost Capital Sch 2.1-T 10.4
7 Mid Year Rate Base 1,926.2
2011 Forecast
Line Cross Mid Year Deemed Prorated Cost Rate
No. Description Reference Capital Structure Rate Base % Return $
8 Long-Term Debt Sch 2.2-T 1,074.4 53.01% 1,028.4 5.96% 61.3
9 Preferred Shares Sch 2.2-T 202.4 9.99% 193.7 5.80% 11.2
10 Common Equity Sch 2.2-T 749.9 37.00% 717.8 8.75% 62.8
11 Mid-Year Net Rate Base Sch 1.0-T 2,026.7 100.00% 1,939.9 6.98% 135.4
12 Contribution for Extensions 125.2
13 No Cost Capital Sch 2.1-T 9.2
14 Mid Year Rate Base 2,074.2
Return on Equity Variance
Note 1 2011 Return on Common equity is higher than Forecast mainly due to lower than forecasted O&M, income tax and depreciation expenses.
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ALTALINK L.P.
SUMMARY OF RETURN ON RATE BASE
FOR THE YEAR ENDED DECEMBER 31, 2011

($millions)

SCHEDULE 2

2011 Actual
Working
Line Cross- Mid Year Mid Year Prorated Cost Rate Variances Var. Paper
No. Description Reference Capital Ratio Rate Base % Return $ % Reference
A B C D E F G H
1 Long-Term Debt Sch2.2 1,147.7 61.4% 1,216.7 5.37% 65.3 1.2 1.9%
2 Short-Term Debt Sch2.2 30.0 1.6% 31.8 2.66% 0.8 (1.0) -53.0%
3 subtotal 1,177.7 63.0% 1,248.5 5.30% 66.1 0.3 0.4%
4 Other Costs Associated with Short term Debt Sch 10 1.8 0.0 0.0%
5 Preferred Shares Sch 2.2 - - -
6 Common Equity Sch2.2 691.7 37.0% 733.3 9.15% 67.1 34 5.3%
7
8 Mid-Year Invested Capital Sch2.1 1,869.3 100.0% 1,981.8 6.81%
9
10 Return on Mid-Year Rate Capital Sch1 135.0 3.6 2.8%
2011 Approved
Line Cross Mid Year Deemed  Mid Year Prorated Cost Rate
No. Description Reference Capital Structure Rate Base % Return $
15 Long-Term Debt Sch2.2 1,147.7 59.6% 1,171.9 5.47% 64.1
16 Short-Term Debt Sch2.2 66.1 3.4% 67.5 2.67% 1.8
17 subtotal 1,213.8 63.0% 1,239.5 5.31% 65.9
18 Other Costs Associated with Short term Debt 1.8
19 Preferred Shares Sch 2.2 - - -
20 Common Equity Sch2.2 712.9 37.0% 728.0 8.75% 63.7
21
22 Mid-Year Invested Capital Sch2.1 1,926.7 100.0% 1,967.4 6.68%
23
24 Return on Mid-Year Rate Capital Sch1 131.4 129.6

Note: Column A represents mid year balance sheet debt and equity and column C represents mid year rate base.

Variance Explanations

Lines # 2 - See variance explanations on Sch 2.3.

Line #6 - Actual return for Common Equity is higher than approved due to lower operating expenses as explained on Schedule 3.

Totals may not add due to rounding

AUC Rule 005 1
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The Alberta Utilities Commission

Calgary, Alberta
Decision 2011-474
Application No. 1606549
2011 Generic Cost of Capital Proceeding ID No. 833
1 Introduction
1. This decision sets out the approved generic return on equity (ROE) for all affected

utilities for 2011. It also sets out the Commission’s findings with respect to the proposal to re-
introduce a formula by which the ROE would be adjusted on an annual basis beyond 2011. The
ROE is referred to as “generic” because the approved ROE applies uniformly to all affected
utilities. The affected utilities (the Utilities) are:

AltaGas Utilities Inc. (Gas Distribution)

AltaLink L.P. (Electricity Transmission)

ATCO Electric Ltd. (Electricity Distribution and Transmission)

ATCO Gas (Gas Distribution)

ATCO Pipelines (Gas Transmission)

ENMAX Power Corporation (Electricity Distribution and Transmission)

EPCOR Distribution & Transmission Inc. (Electricity Distribution and Transmission)
FortisAlberta Inc. (Electricity Distribution)

2. This decision also sets out individual deemed common equity ratios for each affected
utility. Given that the generic ROE is uniformly applied to all of the Ultilities, the Commission
has accounted for differences in the risk of each utility by adjusting the utility-specific equity
ratios.

3. In addition to the above-listed Utilities, all of which participated in this proceeding, there
are additional utilities under the Commission’s jurisdiction that could be affected by this
decision, which were also made aware of, and invited to participate in, this proceeding. As
indicated in the notice of this proceeding, the additional utilities include, but are not limited to:

Various investor-owned water utilities regulated by the Commission

EPCOR Energy Alberta Inc. (Regulated Retail Electricity Operations)

ENMAX Energy Corporation (Regulated Retail Electricity Operations)

Direct Energy Regulated Services (Regulated Retail Electricity and Gas Operations)
City of Lethbridge (Electricity Distribution and Transmission)

City of Red Deer (Electricity Distribution and Transmission)

TransAlta Corporation (certain transmission assets)

4. None of these utilities participated in the proceeding. The ROE and debt to equity ratios
in this decision do not automatically apply to EPCOR Energy Alberta Inc., ENMAX Energy
Corporation and Direct Energy Regulated Services because they are regulated pursuant to the
Regulated Rate Option Regulation and the Default Gas Supply Regulation. The ROE established
in this decision will apply to City of Lethbridge Transmission, City of Red Deer Transmission

AUC Decision 2011-474 (December 8, 2011) « 1
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and TransAlta Corporation’s transmission assets. In addition, the Commission has established
the equity ratios for each of these utilities. Specific ROEs and capital structures for the various
investor-owned water utilities under the Commission’s jurisdiction were not determined in this
proceeding, because the Commission considers these utilities only in response to a complaint.
However, the determinations made in this proceeding may be considered in any cost of capital
determinations for these utilities under the Commission’s jurisdiction, should issues respecting
these matters arise.

d: This decision also sets out the Commission’s findings with respect to the proposal for a
management fee to compensate the utilities for the management of contributed assets.
Specifically, the decision considers whether the Commission has jurisdiction to approve a
management fee, and whether a management fee is warranted and in the public interest.

6. Finally, this decision addresses the AESO’s proposed “Rider I’ by which certain
customers would be permitted to pay construction contributions in excess of the maximum
investment levels approved by the Commission, in equal monthly amounts, over a period of up
to 20 years.

2 Procedural summary highlights

p 4 On September 17, 2010, the Commission initiated this 2011 Generic Cost of Capital
(GCOC) Proceeding as ID No. 833 and sought preliminary comments on the scope and schedule
for this proceeding.

8. On December 16, 2010, the Commission issued a formal notice of this proceeding and
issued a letter detailing the scope of the proceeding. The scope included a full review of the
generic ROE and capital structure for each affected utility for 2011, consideration of an annual
ROE adjustment formula, or other approach, to be applicable after 2011, and consideration of a
management fee on customer contributed assets. Subsequently, Decision 2010-606" indicated
that consideration of Rider I would be included in the scope of the Generic Cost of Capital
Proceeding and this was confirmed in this proceeding in a Commission letter dated January 17,
2011.

9. The division of the Commission assigned to this application is comprised of Commission
Member Bill Lyttle; Commission Member Mark Kolesar and Commission Member
Moin A. Yahya, who chaired the panel.

10.  Notice of this proceeding was published on December 16, 2010, in the four largest
newspapers in the province: The Edmonton Journal, the Calgary Herald, the Edmonton Sun, and
the Calgary Sun. In addition, the notice was circulated by email to the parties registered for the
2009 GCOC proceeding and to the Commission’s general email lists for gas and electric
proceedings.

11.  The Utilities, after registering individually, worked together and filed a joint submission.
The interveners that were active in the proceeding were the Industrial Power Consumers
Association of Alberta (IPCAA), the Alberta Electric System Operator (AESO — which

' Decision 2010-606: Alberta Electric System Operator, 2010 ISO Tariff, Application No. 1605961, Proceeding
ID. 530, December 22, 2010.

2 + AUC Decision 2011-474 (December 8, 2011)
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registered as the Independent System Operator), the Consumers’ Coalition of Alberta (CCA), the
Office of The Utilities Consumer Advocate (UCA), and the Canadian Association of Petroleum
Producers (CAPP).

12.  Expert evidence was sponsored by several parties. The Utilities sponsored:

Ms. Kathleen McShane , B.A., M.A, MBA, CFA, President and senior consultant with
Foster Associates Inc. of Bethesda, Maryland

Aaron M. Engen, B.A., LLB, MBA, Managing Director, Investment and Corporate
Banking, Power & Utilities Group at BMO Capital Markets

CAPP sponsored:

Dr. Laurence Booth, B.Sc., M.A., M.B.A., D.B.A. of the University of Toronto.
The UCA sponsored, as a team:

Dr. Lawrence Kryzanowski, B.A., Ph.D., of Concordia University

Dr. Gordon S. Roberts, B.A., Ph.D., of York University

13.  Asindicated in the Commission’s scope letter of December 16, 2010, for expediency
and in order to minimize costs, the complete record of the 2009 GCOC proceeding was
incorporated into this proceeding. The complete evidentiary record of this proceeding is filed in
the Commission’s electronic system under Proceeding ID No. 833. The Commission considers
that the close of record for this proceeding was September 9, 2011, which is the date on which
reply argument was filed.

14. In reaching the determinations set out within this decision, the Commission has
considered all relevant materials comprising the record of this proceeding, including the
evidence and argument provided by each party. Accordingly, references in this decision to
specific parts of the record are intended to assist the reader in understanding the Commission’s
reasoning relating to a particular matter and should not be taken as an indication that the
Commission did not consider all relevant portions of the record with respect to that matter.

3 2011 return on equity

3.1 Introduction
15.  The Commission has set out its findings in this section of the decision generally
following the same structure as the return on equity section of Decision 2009-216.3

16.  Parties to the proceeding were asked to address the ROE for 2011 because it had been
anticipated that the ROE for 2012 was to be dealt with by way of a formula, or by some other

2 i
Exhibit 11.
Decision 2009-216: 2009 Generic Cost of Capital, Application No. 1578571, Proceeding 1D. 85, November 12,
2009.

AUC Decision 2011-474 (December 8, 2011) + 3
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method, in the absence of a formula. However, some of the experts also addressed 2012 directly
in their ROE evidence.

17.  To satisfy the fair return standard, the Commission is required to determine a fair return
on equity for the utilities. The Commission was again presented with a significant body of
evidence on the tests to be considered when determining the fair ROE, a number of opinions on
the proper methodology to be employed for many of the tests and, as a result, a wide range of
proposed ROEs. Briefly, the record of the proceeding included evidence to support ROE
estimates based on:

e changes in the financial environment since the 2009 proceeding

e the capital asset pricing model (CAPM)

e the discounted cash flow model (DCF) which was applied to proxy utilities as well as to
the equity market overall

e other evidence on comparable investments

e ROE awards by other Canadian regulators

e market price-to-book values

e returns on high grade bonds

e the return expectations from pension and investment managers

e the impact of growth on the required ROE

18.  On the basis of this evidence, the Commission was presented with the following
recommended ROEs for 2011 and 2012.

Table1.  Summary of ROE recommendations

Recommended Recommended
By the Recommended by
Utilities* b¥ CAPP
(%) UCA” (%) (%)°
2011 10.375 8.3 7.75
2012 10.375 8.4 8.15

19.  In this decision, the Commission has established a generic ROE for 2011. In Section 4
dealing with the adoption of a formula for adjusting the ROE beyond 2011, the Commission has
determined that it will not adopt a formula at this time and that the ROE for 2012 will be the
same as the ROE for 2011.

3.2 Changes in the financial environment since Decision 2009-216

20.  Dr. Booth submitted that the Canadian economy was recovering from the financial crisis
while the U.S. economy was still weak.” He submitted that Canada was two years out of

Exhibit 209, Utilities argument, paragraph 122.
Exhibit 210, UCA argument, paragraphs 149 and 150.
Exhibit 207, CAPP argument, paragraph 114.

Exhibit 207, CAPP argument, page 4.

~ o o B
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recession but still had a long way to go.? He indicated that the situation in the United States
during the financial crisis was “horrendous” but that “now it’s less stressful” and that the major
impact of the financial crisis has passed. Dr. Booth stated that spreads are still higher in Canada
than they were but there is no stress in the financial system in Canada and corporate bond yields
have come down.® Dr. Booth noted the (then existing) risk that the United States would not
increase its debt ceiling.”

21.  The UCA submitted that there is no dispute that economic conditions have improved
since the conclusion of the 2009 GCOC hearing in June 2009. It submitted that 30-year utility
bond spreads have declined by 50 basis points since then, that the 2008-2009 crisis is over and
has been over for two years, and that we are now in a more typical post-recessionary recovery
that is distinguishable from the extraordinary crisis mere months before the 2009 hearing. The
UCA also stated that economic parameters have improved significantly and for all practical
purposes have “normalized.”"

22.  The UCA proposed that, because there is agreement that conditions have improved
directionally since the end of the 2009 proceeding, financial conditions are not a justification for
increasing the allowed ROE, as the Utilities would urge."

23.  The CCA noted that the intervener and utility experts agreed that capital markets have
improved since 2009."

24.  The Utilities argued that, although financial markets have stabilized to some degree
relative to 2009, risk remains elevated and risk has been re-priced as evidenced by credit
spreads.” They cited a World Economic Forum publication of January 2011 which had indicated
there were ever-greater concerns regarding global risks and “the prospect of rapid contagion
through increasingly connected systems and the threat of disastrous impacts.”"

25.  The Utilities noted that Dr. Booth had volunteered that there were significant risks
remaining in the global financial system and that his 8.15 per cent recommendation for 2012 was
90 basis points higher than he had recommended in 2009 at the same 4.5 per cent long-term
Canada bond yield forecast, in part due to continuing uncertainties.'®

26.  The following chart from Exhibit 172 illustrates how the 30-year bond spread for
Canadian relatively pure-play regulated utilities had been relatively stable since 2001 but
increased sharply (to unprecedented levels) during the financial crisis, and then largely (but not

®  Exhibit 207, CAPP argument, page 6.

®  Exhibit 207, CAPP argument, page 11 and 12,

" Exhibit 207, CAPP argument, page 13.

" Exhibit 210, UCA argument, paragraphs 8, 10 and 11.

2 Exhibit 221, UCA reply argument, paragraph 5.

3 Exhibit 211, CCA argument, paragraph 15.

" Exhibit 208, Utilities argument, paragraph 11.

'S Exhibit 208, Utilities argument, paragraph 25.

% Exhibit 220, Utilities reply argument, paragraphs 19, 21 and 22.
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27.  For comparison, the Commission notes the following chart from paragraph 301 of
Decision 2009-216, which illustrates utility corporate bond spreads prior to the credit crisis and
during the credit crisis, up to the time of the 2009 hearing. It indicates that the recovery had
begun by the end of the 2009 hearing.
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Spread between Canadian 10-Year Government Bond Yields and Canadian 10-Year Utility Bond Yields
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28.  From the charts above, the Commission finds that corporate bond spreads had begun to
recover at the time of the 2009 hearing but had far from fully recovered. The Commission also
finds that, in contrast, by the time of the 2011 hearing, bond spreads had largely, although not
completely, returned to historic levels.

33 Capital asset pricing model

29. CAPM is a well-accepted and theoretically-grounded economic model for valuing
securities based on the relationship between non-diversifiable risk and expected return. CAPM is
based on the principle that investors need to be compensated in two ways: for the time value of
money and for risk. In the model, the time value of money is represented by the rate that
compensates the investor for placing money in a risk-free investment over a period of time (the
risk-free rate). The second part of the model considers risk and estimates the compensation that
the investor needs for taking on the risk that the expected return will not be realized. This
element of risk is calculated by taking a risk measure (beta) based on the statistical relationship
between the historical returns for the investment security relative to the historical returns for the
market as a whole, over time. Beta is a risk measure that describes how sensitive the expected
return of a security is to the market. Hence, CAPM calculates the expected return for a security
as the rate of return on a risk free security plus a risk premium.

30.  Evidence to support proposed ROEs based on an application of CAPM was provided by
Ms. McShane, Dr. Booth, and Drs. Kryzanowski and Roberts.

31.  The following table sets out the recommended individual CAPM components and
resulting ROE levels for each of the experts that presented evidence on CAPM.
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Table 2. CAPM recommendations
Risk-free Market Flotation
Rate MERP Return Allowance ROE
Expert Witness (%) (%) (%) Beta Adder (%) (%)
Dr. Booth 2011 410 50t06.0 | 9.1-10.1 | 0.45-0.55 | 0.25-0.50 0.50 8.15
(7.5-8.8)
Dr. Booth 2012 450 5.0t06.0 95-105| 045-0.55 | 0.25-0.50 0.50 1.75
(7.10-8.4)
Drs. Kryzanowski & 4.20 5.2 9.4 0.52 0.90" 0.50 8.3.
Roberts'”
(At their equity ratio
recommendation)
Drs. Kryzanowski & 4.20 5.2 9.4 0.52 0.50 74
Roberts (At higher
equity ratios)
Ms. McShane 4257 7.25% 1152 0'6325 107 10.0-10.3™ |
0.7

32.  Ms. McShane also provided two additional estimates of the equity risk premium. These
were developed on a DCF-based method and on historically achieved utility equity risk
premiums. The Commission has considered Ms. McShane’s DCF results in the DCF section
below, rather than considering them in this CAPM section. Similarly, the Commission has
considered Ms. McShane’s historic utility return data in the comparable investments section
below and not in this CAPM section.

33.  Dr. Booth confirmed that his explanation of the CAPM provided in the 2009 proceeding
remains his view:

Why the CAPM is so widely used is because it is intuitively correct. It captures two of
the major “laws’ of finance: the time value of money and the risk value of money...the
time value of money is captured in the long Canada bond yield as the risk free rate. The
risk value of money is captured in the market risk premium, which anchors an individual
firm’s risk. As long as the market risk premium is approximately correct the estimate will
be in the right “ball-park.” Where the CAPM gets controversial is in the beta coefficient;
since risk is constantly changing so too are beta coefficients. This sometimes casts doubt
on the model as people find it difficult to understand why betas change. Further it also
makes testing the model incredibly difficult. However, the CAPM measures the right
thing: which is how much does a security add to the risk of a diversified portfolio, which
is the central idea of modern portfolio theory.?

34.  Drs. Kryzanowski and Roberts indicated that they had added 90 basis points to their
CAPM estimate to be consistent with an A credit rating and a 1.2 price-to-book value ratio, but
that the adjustment would not be needed if the Commission adopts higher equity ratios than they

"7 Exhibit 210, UCA argument, paragraphs 72-75.

Exhibit 210, UCA argument, paragraphs 75 and 78.

Exhibit 208, Utilities argument, paragraph 55.

20 Exhibit 86.01, Kathleen McShane opinion, page 55 line 1343.

21 Exhibit 86.01 , Kathleen McShane opinion, page 55 line 1344.

2 Exhibit 86.01 , Kathleen McShane opinion, page 63, line 1518.

2 Exhibit 86.01 , Kathleen McShane opinion, page 79, lines 1934-1938.

2 Exhibit 86.01 , Kathleen McShane opinion, page 63, line 1527 and page 79, lines 1934-1938.
% Exhibit 207, CAPP argument pages 14 and 15 and paragraph 224 of Decision 2009-216.
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recommended.® For this reason, the Commission included two CAPM ROE recommendations
for Drs. Kryzanowski and Roberts in the table above. The Utilities submitted that

Drs. Kryzanowski and Roberts” CAPM estimate was, by their own admission, insufficient for an
A credit rating until they had made a credit metric adjustment.”

35.  In considering the evidence on CAPM, the Commission reviewed the proposals on the
individual components of CAPM, as well as each party’s overall ROE estimate based on the
CAPM approach. Each CAPM component, and the overall resulting CAPM estimates of ROE,
are addressed below.

3.3.1 Risk-free rate
36. The CAPM analysis starts from a forecast of the risk-free rate.

37.  Ms. McShane, on behalf of the Utilities, estimated the 2011-2012 average long-term
Canada bond yield at 4.25 per cent.?® This was an average of her 4.0 per cent forecast for 2011,
based on the January 2011 Consensus Economics forecast and the December 2010 spread
between the 30-year and 10-year Canada bonds, and her 4.5 per cent estimate for 2012 based on
the most recent forecasts from major Canadian banks.”

38.  Dr. Booth forecast a risk-free rate of 4.50 per cent for 2012, indicating that this was
somewhat higher than his 2009 forecast, given that Canada is further along in its recovery.

Dr. Booth had considered the Consensus Economics forecast, as well as that of the Royal Bank
of Canada, and he discussed the views of the Bank of Canada. He forecast a rate of 4.10 per cent
for 2011 but supported the use of 4.50 per cent for both 2011 and 2012.%

39.  Drs. Kryzanowski and Roberts forecast the 30-year bond yield at 4.20 per cent for 2011
based on the Consensus Economics forecast and recently observed spreads between the 30-year
and 10-year Canada bonds; adding 15 basis points for more recent movements in the 10-year
yield.®

40.  The UCA noted that all of the experts had applied judgment to arrive at a risk free rate
similar to 2009, even though actual long-term Canada bond rates and the Consensus Economics
forecast used in the National Energy Board’s formula indicated a reduction of 60 basis points
since 2009.%

41.  The Commission notes that the latest available Consensus Economics forecast on the
record, from July 2011, forecast a 10-year Government of Canada bond rate for October 2011 of
3.3 per cent and for July 2012 of 3.8 per cent.* Adding 50 basis points for the spread between
the 10-year and the 30-year bond forecasts results in a 30-year forecast of 3.8 per cent for
October 2011 and 4.3 per cent for July 2012.

26
27
28

Exhibit 210, UCA argument, paragraphs 75 and 78.

Exhibit 208, Utilities argument, paragraphs 48 -51.

Exhibit 208, Utilities argument, paragraph 55.

% Exhibit 86.01, Kathleen McShane opinion, page 52, lines 1094 to 1104.
% Exhibit 207, CAPP argument, page 16.

3 Exhibit 210, UCA argument, paragraph 25.

% Exhibit 221, UCA reply argument, paragraph 34.

% Exhibit 204.01.
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42, The July 2011 Consensus Economics forecast, referenced above, also indicated that the
actual 10-year Government of Canada bond yield in July 2011 was 2.9 per cent. At the time of
the 2009 hearing, the actual 10-year Canada bond interest yield was 3.5 per cent.* Therefore, the
Commission notes that the 10-year Canada bond yield declined 60 basis points from the 2009
hearing to the 2011 hearing.

43.  The Consensus Economics forecast has traditionally been used by the Commission and
its predecessor to estimate the risk free rate. In 2009, the Commission found that a risk free rate
in the range of 4.13 per cent to 4.50 per cent was reasonable, based on the Consensus Economics
forecast at that time. Based on the Consensus Economics forecasts and the July 2011 actual 10-
year interest rate of 2.9 per cent, on the record of this proceeding, the Commission considers that
a long-term bond yield forecast of 3.4 per cent to 3.8 per cent for 2011 is reasonable, considering
the current volatility in rates and the 60 basis point decline since 2009.

3.3.2 Market equity risk premium

44.  The next element of the CAPM analysis is the market equity risk premium (MERP).
Parties recommended a number of market equity risk premiums.

45.  The Utilities argued that an arithmetic average market equity risk premium should
continue to be used, rather than the lower geometric average.* Ms. McShane submitted that
arithmetic average returns have been 1.7 per cent higher than the geometric average in Canada
since 1924 and 2.0 per cent higher in the U.S. since 1926. She submitted that the arithmetic
average was 1.3 per cent and 1.5 per cent higher than the geometric average for Canada and the
U.S., respectively, in the post war period.*

46.  Ms. McShane submitted that historic risk premium data should not be used without
considering that today’s environment may be different.”” In support of this, she relied on her
analysis which, she submitted, demonstrated that equity returns and risk premiums have tended
to be higher when (as now) bond interest rates are low.® She also submitted that her analysis
demonstrated that equity returns have been higher when (as now) inflation is low.* The Utilities
argued that Drs. Kryzanowski and Roberts’ proposed adjustment formula implicitly suggests that
the equity market return does not decline with lower interest rates, which supports the Utilities’
position.*

47.  Dr. Booth estimated that the market equity risk premium is five per cent and indicated
that a range of 5.0 to 6.0 per cent was reasonable.”'

48.  The UCA submitted that the use of a longer historical period can improve the accuracy of
the market equity risk premium estimate in a statistical sense but may introduce errors because
historical conditions may differ from today. In particular, the UCA submitted that trading costs
and impediments to foreign diversification may explain higher historical risk premiums.

% Exhibit 367.02 of Proceeding 85, 2009 Generic Cost of Capital.
Exhibit 208, Utilities argument, paragraphs 57 and 58.

% Exhibit 86.01, Kathleen McShane opinion, page 52 lines 1269-1271.
% Exhibit 86.01, Kathleen McShane opinion , lines 1083-1085.

% Exhibit 86.01, Kathleen McShane opinion, page 49, Table 9.

% Exhibit 86.01, Kathleen McShane opinion, page 54, Table 12.

90 Exhibit 219, Utilities reply argument, paragraph 38.

1 Exhibit 207, CAPP argument, page 17.
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Drs. Kryzanowski and Roberts estimated the market equity risk premium at 5.2 per cent using a
weighting of 75 per cent geometric average and 25 per cent arithmetic average and considering
various historical periods in both Canada and the U.S.*

49.  Drs. Kryzanowski and Roberts submitted that Ms. McShane’s evidence failed to test
whether this inverse relationship had been expected by investors, that she had not provided tests
of significance and that she failed to adjust for unique past events including wage and price
controls.® Drs. Kryzanowski and Roberts submitted that the most damaging argument against
Ms. McShane’s results were that they were inconsistent with the return expectations of
investment professionals.* However, the Commission notes that the “different results” that

Drs. Kryzanowski and Roberts noted, based on geometric returns, still indicated equity returns
that were inversely correlated to inflation.*

50.  Ms. McShane estimated that the market risk premium, at her forecast 4.25 per cent
long-term Canada bond yield, was 6.5 per cent to 8.0 per cent or, using the mid-point,
approximately 7.25 per cent.*

51.  The Utilities submitted that equity market returns have not declined, but that achieved
bond returns have increased as interest rates declined. They submitted that market risk premiums
have not declined when measured against the bond income returns which, they argued, is the
risk-free rate which should be used in the CAPM since it is the risk free portion of bond returns.”
The Commission notes that Ms. McShane’s equity market risk premium was based on the
premium over bond yields, rather than over bond total returns. The Commission also notes that,
if the market equity risk premium is constant, then equity returns would also have been impacted
by lower interest rates. For this reason, Ms. McShane’s proposal appears to compare a return on
bonds which excludes capital gains caused by lower interest rates, to a return on equities that
may include capital gains directly caused by lower interest rates. This does not appear to be
consistent. The Commission is not convinced that it should base the market equity risk premium
on bond income-only returns, rather than bond total returns, which is the traditional approach.

52.  The Commission notes that long-term average data on achieved historical market risk
premiums are usually used to estimate the required market equity risk premium going forward.
However, in this proceeding, Ms. McShane has provided evidence that the market equity risk
premium varies inversely with interest rates and inflation, and the UCA noted that using data
from longer periods of time could introduce errors if historical conditions differ from those of
today. For these reasons, the Commission is not prepared to use the long-term historical market
risk premium as the applicable market equity risk premium for 2011, given that the risk free rate
is far below its long-term historical average. The Commission also considered ongoing
arguments about whether the geometric or the arithmetic average risk premium should be used,
the observation that realized equity risk premiums were not necessarily the risk premiums that
investors had expected, and the possibility that historic realized premiums are not necessarily
reflective of future expectations.

%2 Exhibit 210, UCA argument, paragraphs 27 and 30.

% Exhibit, 142.02, rebuttal evidence of UCA, paragraphs 27 to 37.

“ Exhibit, 142.02, rebuttal evidence of UCA, paragraph 38.

5 Exhibit, 142.02, rebuttal evidence of UCA, paragraph 34.

% Exhibit 86.01, Kathleen McShane opinion, page 55, lines 1341-1342.
4 Exhibit 220, Utilities reply argument, paragraphs 34 and 35.
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53.  The Commission has explored the relationship, discussed by Dr. Booth, of the market
return, the utility return and the market equity risk premium implied by ROE formulas that allow
the utility ROE to change with interest rates, as set out in tables 3 and 4 below.

Table3.  Formula results when utility ROE changes at 75 per cent of change in risk free rate and

beta is 0.55
Risk free Implied market risk Implied market Formula

rate Beta premium return utility return Note
5.0% 0.55 5.00% 10.00% 7.75% Initial ROE
6.0% 0.55 4.55% 10.55% 8.50% Formula Result
7.0% 0.55 4.09% 11.09% 9.25% Formula Result
4.0% 0.55 5.45% 9.45% 7.00% Formula Result
3.0% 0.55 5.91% 8.91% 6.25% Formula Result

Source: Commission staff calculations based on Dr. Booth's evidence. (Exhibit 78.02, pages 72-73).

Table4.  Formula results when utility ROE changes at 50 per cent of change in risk free rate and

beta is 0.50
Risk free Implied market risk Implied market Formula

rate Beta premium return utility return Note
5.0% 0.50 6.00% 11.00% 8.00% Initial ROE
6.0% 0.50 5.00% 11.00% 8.50% Formula Result
7.0% 0.50 4.00% 11.00% 9.00% Formula Result
4.0% 0.50 7.00% 11.00% 7.50% Formula Result
3.0% 0.50 8.00% 11.00% 7.00% Formula Result

Source: Commission staff calculations based on Dr. Booth's evidence. (Exhibit 78.02, pages 72-73).

54.  The Commission notes that the ROE adjustment formula that was approved by the
Commission’s predecessor allowed ROE to fluctuate at 75 per cent of the change in interest
rates. Table 3 above illustrates that, at a beta of 0.55 (as used in the 2004 Generic Cost of Capital
Decision), the market risk premium implicitly changed inversely at 45 per cent of the change in
interest rates. The use of the formula implies that the market risk premium is not constant.

55.  The ROE adjustment formula proposed in this proceeding, based on the formula adopted
by the Ontario Energy Board (OEB), would allow the ROE to change at 50 per cent of the
change in interest rates. As Dr. Booth pointed out, this implies that with a beta of 0.50, and
assuming no change in bond spreads, the market equity risk premium changes directly with the
change in interest rates and that the market return is constant and does not change with interest
rates. The Commission notes that, in sharp contrast to this, a formula based on a constant market
equity risk premium would allow the Utility ROE to change at 100 per cent of the change in
interest rates and would imply that the market equity return, far from being constant, would
change at 100 per cent of the change in interest rates.

56.  Based on the above observations about the implicit relationship of the market risk
premium to interest rates that is embedded in the formulas that parties support, it does not appear
that the market equity risk premium is constant or independent of the level of interest rates,
which is what is implied when an historic equity risk premium is applied to today’s low interest
rates. This calls into question the use of long-term historic market equity risk premiums without
regard to the current level of interest rates.

12 » AUC Decision 2011-474 (December 8, 2011)



Maritime Link CA IR-1 Attachment 9 Page 19 of 115

2011 Generic Cost of Capital

57.  The Commission understands that actual long-term interest rates are near historic lows.
At the Commission’s estimated risk-free rate of 3.4 per cent to 3.8 per cent, the 30-year
Government of Canada bond yield would be at the lower end of its historic range. In this
circumstance, the Commission considers that it would not be correct to assume that the currently
expected market equity risk premium is necessarily equal to its long-term average value.

58.  Considering all of the above, the Commission finds that the expected market equity risk
premium today may be higher than its’ historic average, due to today’s low interest rates. The
Commission accepts that the market equity risk premium today may reasonably be as high as the
7.25 per cent mid-point of Ms. McShane’s estimate.

59.  The market equity risk premium from each expert’s CAPM forecast is provided in
Table 2 above. These range from 5.0 to 7.25 per cent. The Commission finds that a reasonable
range for the market equity risk premium is 5.0 per cent to 7.25 per cent.

333 Beta

60.  The next element of the CAPM analysis is the beta. Beta is a statistical measure
describing the relationship of a stock’s return with that of the stock market as a whole. In the
Commission’s view, the proper beta to use is that which represents the relative risk of stand-
alone Canadian utilities. Past data (with or without adjustment) is usually used to estimate the
reasonably expected beta going forward.

61.  Ms. McShane used an adjusted beta to account for empirical studies that show that low
beta stock returns would otherwise be under-estimated. Ms. McShane adjusted beta based on her
own analysis of the adjustment required to explain historically achieved Canadian regulated
company returns.*® The Utilities proposed a beta in the range of 0.65 to 0.70.

62.  The Utilities noted Ms. McShane’s position that total risk, and not just diversifiable risk,
should be considered for an undiversified investor, such as a utility investing in hard assets.” The
Commission does not agree. The Commission’s objective is to establish a market ROE for an
investment of equivalent risk, held in a diversified market portfolio, because this emulates the
conditions under which utilities raise equity capital.

63.  The Utilities also noted that Dr. Fernandez (whose work had been cited by Dr. Booth)
had provided evidence that the CAPM does not work and had concluded that historical betas are
useless to estimate the expected return of companies.* However, the Commission continues to
hold the view that CAPM is a theoretically sound and useful tool, among others, for estimating
ROE.

64.  The Utilities submitted that low risk utilities may not necessarily require a lower return
than the overall market, when their higher financial leverage and risk is considered.®' In the
Commission’s view, while a utility typically has higher financial leverage than a typical
company on the stock market, it also has a correspondingly higher capacity for leverage due to
its lower business risk. In the Commission’s view, estimates of beta for utilities are estimates of
utility risk relative to the market and already take into account the higher leverage of utilities.

48
49
50
5

Exhibit 208, Utilities argument, paragraph 66.

Exhibit 220, Utilities reply argument, paragraph 39.
Exhibit 220, Utilities reply argument, paragraph 40.
Exhibit 220, Utilities reply argument, paragraph 61.
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65.  Dr. Booth estimated that the Canadian stand-alone utility beta continues to be 0.45 to
0.55, the same range as he estimated in 2009. Dr. Booth based this conclusion on the
performance of Canadian utility holding companies during the credit crisis, and the actual betas
of low-risk U.S. utilities.”

66.  Drs. Kryzanowski and Roberts submitted that a reasonable beta is 0.52. This was
unchanged from their 2009 estimate and was based on observed betas.

67.  In 2009, the Commission found that a reasonable range for beta was 0.50 per cent to
0.63 per cent. Based on the 2011 evidence, the Commission is not persuaded to materially alter
its finding from 2009. The Commission finds that a reasonable beta estimate is 0.50 per cent to
0.65 per cent.

3.34 Flotation allowance

68.  The final element of the CAPM analysis is the flotation allowance. The parties all agreed
that a flotation allowance is normally included in the allowed return to account for administrative
costs and equity issuance costs, any impact of under-pricing a new issue, and the potential for
dilution. Historically, the Commission and its predecessors have allowed 0.50 per cent additional
return on equity to account for the costs of flotation and to better ensure that the investor can
expect to receive at least the required return.

69. In the Commission’s view, the flotation allowance also applies, for the same reasons, to
the DCF method and all other estimates of the investor’s required return. The reason for this is
that, if a utility has flotation or issuing costs which it cannot claim as regulated expenses, then
the utility needs to earn more than the investors required return in order to cover these added
costs.

70.  Dr. Booth continued to apply the traditional 0.50 per cent flotation allowance.>

71.  Drs. Kryzanowski and Roberts added the standard and traditional 50 basis points
allowance. They explained that only 10 basis points were related to cost but added 40 basis
points for flexibility based on common regulatory practice in Canada.*

72 Ms. McShane, for the Utilities, recommended a higher flotation allowance of 100 basis
points to recognise the difference between the market value capital structures of proxy
companies and the book value capital structures used by the Commission.*®

73.  The Utilities noted Ms. McShane’s evidence that the DCF and equity risk premium
models represent conceptually different ways in which investors may approach estimating the
return they require on the market value of an equity investment. She had submitted that, while
the DCF and risk premium tests estimate the return required on the market value of common
equity, regulatory convention applies that return to the capital invested in the book value of the

52 Exhibit 78, evidence of Laurence D. Booth, pages 56 and 57.

5% Exhibit 210, UCA argument, paragraph 54.

¥ Exhibit 207, CAPP argument, page 19.

5 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, paragraph 103.
Exhibit 209, Utilities argument, paragraph 83.
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assets included in rate base. She submitted that the determination of a fair return on book equity
needs to recognize that distinction.*’

74.  The UCA submitted that the Commission should continue to apply market returns to a
book value rate structure in accordance with the 2004 Generic Cost of Capital Decision.

75.  The Commission does not agree with Ms. McShane’s argument for increasing the
flotation allowance above the historically allowed 0.50 per cent. Arguments that a market return
should be applied to a market value based rate base, rather than a book value rate base, are
circular since the market value is clearly dependent on the awarded return.

76. Accordingly, the Commission finds that the usual regulatory convention of awarding a
flotation allowance of 0.50 per cent continues to be reasonable.
3.3.5 The Commission’s resulting CAPM estimate

77.  Applying its findings on the individual components of CAPM, the Commission
calculated a range of CAPM ROE results for the required equity return for investors in
stand-alone Canadian utilities of 6.4 per cent to 9.0 per cent.

Table 5.  Commission’s CAPM findings

Commission’s Risk-free Market Flotation

CAPM Findings Rate MERP Return Beta Allowance | CAPM ROE

2011 34%-38% | 50-7.25 | 8.40%-11.05% | 0.50-0.65 0.50 6.4% - 9.0%
34 Discounted cash flow model

78.  The discounted cash flow model is used to estimate the cost of a company’s common
equity based on the current dividend yield of the company’s shares plus the expected future
dividend growth rates. The DCF method calculates ROE as the rate of return that equates the
present value of the estimated future stream of dividends with the current share price.

79.  Parties applied the DCF method to both sample utility companies and to the market as a
whole.

80. Ms. McShane, on behalf of the Utilities, provided a number of DCF estimates. She
included DCF results for a sample of U.S. low-risk utilities as well as a sample of five Canadian
utilities. These results used both analyst growth estimates and sustainable growth estimates (a
calculation of growth based on ROE times the portion of earnings retained). She also provided
both average and median results. The Commission focused on the average results because the
median figures were internally inconsistent, given that the median dividend plus the median
growth did not equal the median DCF result shown. Ms. McShane’s DCF estimates were in the
range of 8.5 to 9.5 per cent.*

81.  In arguing for additional weight to be placed on DCF results, Ms. McShane compared it
to the CAPM test. She submitted that the DCF test is a positive model that measures the expected
returns actually available to investors. In contrast, she stated that the CAPM measures the cost of

7 Exhibit 210, UCA argument, paragraph 84.

58 Exhibit 210, UCA argument, paragraph 85.
%% Exhibit 86.01, Kathleen McShane opinion, Schedules 16 and 17.
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capital indirectly. In her view, DCF measures “what is” while CAPM estimates the required
return on the market value of common stock on a “what should be” basis.®

82.  Drs. Kryzanowski and Roberts applied the DCF method to the market as a whole and
arrived at a return estimate for the overall equity market of 8.0 per cent.®

83.  Dr. Booth stated that the DCF estimate of ROE for the Standard & Poor’s (S&P) 500
utilities sub-index was 8.98 per cent.”? Dr. Booth applied the DCF method to the Canadian equity
market as a whole and found it indicated a required investor return of 8.2 to 8.4 per cent. This did
not include a flotation allowance. Dr. Booth indicated that this represented a minor under-
estimation due to current recession conditions and proposed that growth coming out of the
recession would be higher.%

84.  The following table sets out the individual DCF components and resulting ROE levels
proposed by each of the parties that presented evidence on the DCF model.

80 Exhibit 86.01, Kathleen McShane opinion, pages 75 and 43.

5" Exhibit 210, UCA argument, paragraph 96.

6 Exhibit 78, evidence of Laurence D. Booth, paragraph 153 CAPP Argument, page 20.
8 Exhibit 78, evidence of Laurence D. Booth, paragraph 152.
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Table6.  Summary of DCF estimates

Investor
Stage 1 Stage 2 Final required
Dividend | growth rate growth rate growth ROE
Expert Witness yield (%) (%) (%) rate (%) (%)
DCF Applied to the Equity Market Overall
Dr. Booth overall 2.45 56-5.83 82-84
Canadian Market®*
Drs. Kryzanowski and 2.620r 4.3,4.83 7.09, 7.5,
Roberts Toronto Stock 2.74 and 5.20 and 7.94
Index usin% GDP
estimates®
Drs. Kryzanowski and 2.80 9.02, multi-
Roberts Toronto Stock stage
Index using forecasts of growth
pre-tax corporate 10.05 single
eamings® stage
growth
DCF Applied to Sample Utilities
Dr. Booth S&P 500 5.015 3.78% 8.98%
utilities sub-index
Ms. McShane U.S. 42 46 8.8
utilities sample , average
analyst constant growth
estimates”
Ms. McShane U.S. 42 49 9.0
utilities sample ,
calculated average
sustainable growth”’
Ms. McShane U.S. 42 46 48 49 8.9
utilities sample , average
three stage growth
estimates (GDP growth
for final stage)
McShane Canadian 3.8 5.7 9.5
utilities sample average
analyst constant growth
estimates’™
McShane Canadian 3.8 5.7 5.1 46 8.5
utilities sample average
three stage growth
estimates (GDP growth
for final stage)™

5 Exhibit 78, evidence of Laurence D. Booth, paragraph 152.

55 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, Schedule 2.4a, pages 38 to 39.

5 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, Schedule 2.4a, pages 38 to 39.

57 Exhibit 78, evidence of Laurence D. Booth, paragraph 153.

8 Exhibit 78, evidence of Laurence D. Booth, paragraph 153 (which incorrectly indicated 3.48 per cent) and
Schedule 4 which indicated 3.78 per cent.

8 Exhibit 78, evidence of Laurence D. Booth, paragraph 153 (8.98 per cent is from 1.0378 times 1.0501).

™ Exhibit 86.01 , Kathleen McShane opinion, Schedule 16.

' Exhibit 86.01 , Kathleen McShane opinion, Schedule 17.

2 Exhibit 86.01, Kathleen McShane opinion, Schedule 18.

™ Exhibit 86.01, Kathleen McShane opinion, Schedule 19.

™ Exhibit 86.01, Kathleen McShane opinion, Schedule 20.

AUC Decision 2011-474 (December 8, 2011) » 17



Maritime Link CA IR-1 Attachment 9 Page 24 of 115

2011 Generic Cost of Capital

85.  In 2009, the Commission rejected the use of long-term or terminal growth rates for
utilities that exceed estimates of nominal dollar GDP growth. For 2011, there was no indication
that the terminal growth rate forecasts exceeded reasonable estimates of nominal GDP growth.

86. In 2009, the Commission expressed concern about the potential upward bias in analysts’
growth estimates.”” However, Ms. McShane argued that, as long as investors believe the
optimistic forecast, they would price the securities lower (resulting in a lower dividend yield)
and the DCF test would still be an unbiased estimate of investor required returns. She indicated
that this proposition had been successfully tested and described three tests, including the fact that
such growth estimates have averaged less than GDP growth.” In the Commission’s view, this
line of reasoning does not resolve the issue because there is no evidence that investors believe
optimistic forecasts. Therefore, the Commission remains concerned with the potential upward
bias in analysts’ growth estimates.

87.  In 2009, the Commission also expressed concern about using proxy companies in a DCF
analysis that are utility holding companies engaged in significant unregulated activities.” The
Commission notes that Ms. McShane’s Canadian sample consists of Canadian Utilities Limited,
Emera Inc., Enbridge Inc., Fortis Inc. and TransCanada Corp. Of these, the Commission
continues to consider only Emera Inc. and Fortis Inc. to be relatively free of unregulated
activities. The Commission notes that the DCF results were 9.3 per cent for Emera Inc., using the
three stage estimate, and 8.8 per cent for Fortis Inc., also using the three stage estimate.

88.  The results above appear to suggest that investors expect a return of about 9.0 per cent on
utility investments, assuming investors agree with analysts’ growth forecasts. The Commission
also notes that the DCF applied to the overall market suggested returns in the range of

7.1 to 10.1 per cent.

89.  As explained above, the Commission considers that the DCF results should be adjusted to
include flotation costs. As with the CAPM analysis, the Commission has adjusted the DCF
results to include a 0.50 per cent flotation allowance

90.  Overall, the Commission finds the 2011 results of the DCF analyses presented in the
proceeding suggest a range of allowed ROEs for Canadian stand-alone utilities of

8.8 to 9.5 per cent, assuming that the equity ratio has been set to target a credit rating in the A
range. However, as noted above, the Commission remains concerned about the potential impact
of optimistic growth forecasts in this result.

3.5 Market returns on comparable investments

91. In AUC-ENGEN-09 (Exhibit 138), Mr. Engen provided data for certain Canadian energy
infrastructure companies and included the price/earnings (P/E) ratios, the dividend yield, the
price-to-book ratios and the ROEs. The median company in this group had a P/E ratio of 21.1,
which equates to an earnings yield of 4.7 per cent. The median dividend yield was 5.2 per cent,
which, because it is higher than the earnings yield, indicates that more than 100 per cent of the
accounting earnings were being paid out, for the median company. The median price-to-book
ratio was 2.1 times and the median ROE was 10.5 per cent. The Commission recognizes that

Decision 2009-216, paragraph 269.
8 Exhibit 86.01, Kathleen McShane opinion, page 77, lines 1843-1850.
' Exhibit 86.01 , Kathleen McShane opinion, page 77, lines 1843-1850.
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infrastructure companies may also be able to pay out cash flows from depreciation and future
income taxes that are in excess of earnings (at least temporarily, until long-lived assets need to
be replaced).

92.  The UCA submitted that Mr. Engen’s evidence on certain Canadian energy infrastructure
firms showed price-to-book values well in excess of 1.0, with the median and mean P/E ratios
over 20, implying an earnings yield of five per cent. The UCA acknowledged that this did not
account for growth and was not necessarily indicative of an appropriate allowed ROE, but
submitted that it did indicate that investors in these shares were content with the firms having
earnings yields in the range of five to six per cent of their market values which, it submitted,
suggests that the required returns for utility investors are nowhere near the levels proposed by
Ms. McShane.”

93.  Inthe Commission’s view, it is possible that part of the reason for the high P/E ratios is
that, similar to the case with bonds, the higher prices and lower earnings and cash yields are an
indication that the market required return has fallen. Another possibility is that investors expect
to ultimately receive substantially more than the median earnings yield of 4.7 per cent and more
than the median cash yield of 5.6 per cent, due to growth. However, with more than 100 per cent
of the earnings being paid out in dividends, the sustainable growth formula (growth equals ROE
times the proportion of earnings retained) would suggest that there will be minimal or no growth.
Investors may still have legitimate expectations for growth, perhaps based on past experience.
The sustainable growth formula assumes a constant ROE and does not take into account the
ability to issue new shares and invest that money on an accretive basis. It also does not account
for the fact that these infrastructure companies (with long-lived assets) may be able to invest
some of the depreciation cash flows and future income tax cash flows to fund growth.
Ultimately, however, one would assume that depreciation cash flows will be needed to replace
existing assets.

94.  Inthe Commission’s view, the data provided by Mr. Engen on Canadian infrastructure
companies does not provide much support for the case that investors should reasonably expect to
earn double digit returns in these investments. It would require growth in the range of

4.8 per cent annually (added to the dividend yield of 5.2 per cent) to arrive at a 10 per cent
expected return. With more than 100 per cent of the earnings being paid out as dividends, it is
not clear where earnings growth beyond the rate of inflation would come from.

95. Overall, the Commission finds that the evidence is inconclusive on the return investors
expect on these infrastructure companies, and there is insufficient evidence that these returns are
sufficiently comparable to the utility investments at issue in this proceeding.

3.5.1 Historic returns

96.  In her evidence, Ms. McShane examined the historic returns for utilities. According to
Ms. McShane, the historical average utility return, in both Canada and the U.S., has clustered in
the 11.0 to 12.0 per cent range. She submitted that investors tend to base their expectations on
experienced returns and that there was no long-term upward or downward trend. She submitted
that the utility returns had varied by approximately 50 per cent of the change in long-term
government bond yields.

™ Exhibit 210, UCA argument, paragraph 103.
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97.  Ms. McShane also used this historical data on the experienced returns of utilities to
provide an additional equity risk premium estimate derived from the observed equity risk
premiums achieved by utilities. This resulted in an equity risk premium of 6.25 to 6.5 per cent.
At Ms. McShane’s forecast Canada bond yield of 4.25 per cent, the indicated utility cost of
equity was approximately 10.50 to 10.75 per cent or 11.5 to 11.75 per cent after adding her
recommended 1.0 per cent for flotation.

98.  The UCA noted that Ms. McShane had provided evidence indicating that utility investors
have made returns that are higher than the overall market and stated that, at best, this was
evidence that regulators have over-estimated the risk-adjusted cost of equity (and thereby
provided a return that is too high).”

99.  The Commission agrees with the UCA that part of the reason for higher historic returns
may be that allowed returns have been above the actual ROE that investors expected and
required for investments of comparable risk. The Commission finds that the evidence on historic
returns is inconclusive with respect to the return investors expect on comparable investments.

3.6 Returns awarded by other regulators

100. The Utilities submitted that the mean and median equity returns allowed by Canadian
utility regulators, excluding Alberta, are 9.62 per cent and 9.66 per cent, respectively. The
Utilities noted that some of these returns involved negotiated settlements but they argued that the
results from a range of negotiated settlements provide insight as to reasonable returns.® The
Utilities submitted that this comparison indicates that the current ROE of 9.0 per cent is too low.

101.  The Commission notes that these awarded returns range from 8.38 per cent for
Newfoundland Power for 2011 to 10.15 per cent for Pacific Northern Gas—West for 2011. The
Commission also notes that these awarded returns would have pre-dated the drop in interest rates
that occurred in August 2011 and may have reflected premiums for the 2008-2009 credit crisis.

102. The Commission also gives no weight to the equity returns arising from negotiated
settlements. The Commission recognizes that, in a negotiated settlement, there are various trade-
offs to which parties have agreed that can skew the awarded ROE.

103.  Accordingly, the Commission gives no weight to the returns awarded by other regulators
and included on the record of this proceeding.

3.7 Price-to-book ratios

104. An equity price-to-book ratio (also called market-to-book ratio) is calculated by dividing
the current market price of a stock by its current book value per share. It is often used to compare
a stock’s market value to its book value. There was considerable debate during the proceeding as
to the relevance, if any, of price-to-book ratios.

®  Exhibit 210, UCA argument, paragraphs 104 and 105.

Exhibit 209, Utilities argument, paragraphs 101-103.
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105. The Utilities provided a variety of arguments as to why price-to-book ratios of utility
holding company shares and those derived from the acquisitions of utilities are not indicative of
required returns or the cost of capital.”

106. In regards to the price-to-book value of the 2001 AltaLink transaction, the Utilities
referred to AUC-ENGEN-07. In that response, Mr. Engen indicated that the price-to-book value
at the time of the purchase was 1.93. He also indicated that subsequent additional investments by
AltaLink (which are made at book value) have reduced the ratio to 1.26. However, the
Commission notes that this 1.26 estimate is not calculated as the current value of AltaLink
divided by its current book equity and does not appear to be a relevant figure.

107. In his rebuttal evidence, Dr. Booth provided an appendix of basic financial relationships
and stated “[i]f a Board then accepted a high market-to-book ratio in any way, it is implicitly
indicating that it is awarding an unfair allowed ROE and is being derelict in the exercise of its
statutory responsibilities.” He noted that an exception is to allow a ratio slightly above 1.0 to
prevent dilution on a share issue.”

108. Dr. Booth stated that the observed price-to-book ratios indicate allowed returns have
generally been higher than the fair return. CAPP submitted that the bidding war for Central
Vermont Power resulted in an equity price-to-book ratio at or above 2.0. CAPP also noted that
AltaLink itself indicated a price-to-book ratio of 1.58 regarding the 2011 sale of a portion of
AltaLink.*®

109. In their evidence, Drs. Kryzanowski and Roberts indicated the ROE for Fortis Inc. (which
they indicated was the only Canadian relatively pure-play utility, considered by the Commission
in 2009, that trades on the market) is generous because Fortis Inc.’s price-to-book ratio is well
above 1.0, despite substantial intangible assets (goodwill), indicating the ROE is above the cost
of equity.” They submitted that high utility price-to-book values in the U.S. mean the utility
returns on market value have been single digit. They also submitted that the recent AltaLink
transaction, involving the purchase by the SNC-Lavalin Group Inc. of the minority interest in
AltaLink, represents a low ROE for the purchaser.

110. The UCA submitted that there did not appear to be any dispute that, in theory, a market-
to-book ratio significantly above 1.0 indicates that the earned and allowed ROE is higher than
the true cost of capital. The UCA also submitted that another fact that did not seem to be in
dispute was that the actual market-to-book ratios for utility shares, and in utility purchase
transactions, are almost always considerably higher than 1.0.* The UCA submitted that the fact
that the observed market-to-book ratios are so significantly above 1.0 strongly suggests that
prevailing allowed returns are too high, and probably by a considerable amount.*

111. The UCA submitted that utility shares trade in the market at a value almost twice the
book value of utility assets.”” The UCA noted that Drs. Kryzanowski and Roberts had estimated
the price-to-book value of the 2011 AltaLink transaction to be 1.95, with goodwill included in

81 Exhibit 209, Utilities argument, paragraphs 106-113.

82 Exhibit 145.01, update and rebuttal evidence of Laurence D. Booth, page 44.

8 Exhibit 207, CAPP argument, paragraphs 57 and 58.

8 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, paragraph 15.
% Exhibit 210, UCA argument, paragraphs 108 and 109.

8%  Exhibit 210, UCA argument, paragraph 119.

8 Exhibit 210, UCA reply argument, paragraph 53.
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the book value, and 3.39 with goodwill excluded.® The Commission considers that the relevant
price-to-book value for a pure-play regulated utility with no unregulated business is the price to
the book value of the portion of rate base supported by equity, which would exclude goodwill
from book value since goodwill is not allowed in rate base.

112. Decision 2009-216 stated that:

The Commission considers that a price-to-book ratio of approximately 1.2 for a stand-
alone utility would generally indicate that the return is at least fair. However, the
Commission is unable to derive any useful information about the price-to-book ratios of
stand-alone utilities from the price-to-book ratios for utility holding companies.

The (equity) price-to-book ratio for the 2007 Fortis acquisition of Teresen Inc. was
discussed on the record of the proceeding as a potential indicator of the price-to-book
ratio for a stand-alone utility. However, there was considerable disagreement as to the
correct calculation of the price-to-book value for this transaction. Price-to-book values in
the range of 1.27 to 3.99 were provided. Despite the lack of agreement with respect to
the exact calculation, the evidence is that the price paid for Teresen Inc. was at a price-to-
book ratio above 1.2. It appears therefore that the awarded return for Teresen was at least
fair, at the time of the transaction. However, there is ample evidence on the record that
conditions in the market have changed significantly since the Teresen transaction in
2007, and the Commission cannot rely on this transaction as indicative of a fair return for
2009.%® (footnotes omitted)

113. The Commission notes the evidence that pure-play regulated Canadian utility assets have
historically been valued at equity price-to-book value ratios significantly above 1.0, including the
2011 AltaLink transaction, the 2007 Fortis Inc. purchase of Terasen Inc., the 2004 Fortis Inc.
purchase of Aquila (referenced in Decision 2004-052%) and AltaLink’s 2001 purchase of the
transmission assets of TransAlta.

114. In Decision 2009-216, the Commission indicated it could not rely on such transactions,
specifically the 2007 Terasen transaction, as being indicative of a fair return for 2009. The
situation in 2009 was that, during the credit crisis, stock markets declined substantially, and it
was clear that the higher levels of price to book ratios observed in the above transactions, would
have declined during the credit crisis. The subsequent 2011 AltaLink transaction following the
recovery in stock market prices may be evidence that pure-play regulated Canadian utilities are
once again valued at high price-to-book ratios. The question then becomes; do high price-to-
book ratios indicate that regulated returns have been above the market required level?

115. The Commission’s predecessor indicated in Decision 2004-052 that strategic factors,
growth and geographic diversification might explain the payment of a premium. There was some
debate in this proceeding on the reasons why investors have been willing to pay significant
premiums to purchase pure-play regulated utility assets.

8 Exhibit 210, UCA argument, paragraph 120.

8 Decision 2009-216, paragraphs 295 and 297.

% Decision 2004-052: Generic Cost of Capital, AltaGas Utilities Inc., AltaLink Management Ltd, ATCO Electric
Ltd. (Distribution), ATCO Electric Ltd. (Transmission), ATCO Gas, ATCO Pipelines, ENMAX Power
Corporation (Distribution), EPCOR Distribution Inc., EPCOR Transmission Inc., FortisAlberta (formerly
Aquila Networks), NOVA Gas Transmission Ltd., Application No. 1271597, July 2, 2004.
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116. Mr. Engen proposed that the opportunity for cross-border purchasers to deduct the same
interest in two countries may explain the premiums. Dr. Booth noted, and the Commission
agrees, that in the transactions referenced above there were no cross-border purchasers involved.
Mr. Engen proposed that the value of expected growth in rate base assets may encourage a
premium. However, Dr. Booth submitted that financial theory indicates that growth is of value
only if the expected ROE exceeds the fair rate of return. The Commission agrees with this. If
there were ample opportunities to invest at the same or higher returns elsewhere, then the
opportunity to grow rate base has no value.

117.  Mr. Engen offered that a premium may signal an expectation of higher regulated return
levels in the future. Dr. Booth submitted that, if this were the case, it would suggest that the
current return was too low and accordingly the current price-to-book ratio should be below one.
The Commission agrees.

118. Mr. Engen argued that a premium may be paid if investors expected that operating
efficiencies would lead to higher earnings. Dr. Booth submitted that, under regulation, cost
savings are meant to be passed on to customers. However, the Commission recognizes that,
under the current rate base rate of return regime, operating savings can result in earnings beyond
the regulated return and investors are entitled to retain these earnings during a test year. This
provides incentives for increased efficiencies, but these efficiencies are later realized by
customers in the next test period. The Commission is also aware that many of the utilities it
regulates frequently achieve operating efficiencies and earn returns beyond the allowed return.

119. Likewise, Mr. Engen suggested that performance-based regulation (PBR) opportunities
may have incented investors to pay a premium. Dr. Booth submitted that this was partly correct,
but that a price-to-book ratio of 1.8 would require very large, if not impossible, efficiencies. The
Commission agrees that the opportunity to adopt performance based regulation may be a
justification for a premium, given that the opportunity to retain earnings above the regulated
return is enhanced under PBR.

120.  Finally, Mr. Engen argued that access to attractive unregulated assets and collateral
benefits or synergies, or access to new territory, or a desire to protect one’s existing regulated
franchise may be reasons to pay a premium. The Commission agrees that these may arguably be
business reasons for the payment of a premium.

121. In the Commission’s view, it would not be rational for investors to purchase a utility at a
premium, unless it was of the view that it could earn at least a market rate of return on the
investment despite paying the premium. The payment of premiums in such transactions for assets
that are earning returns based on ROE awards that are allegedly below market would not appear
to be rational. A possible conclusion is that such purchases, at substantial premiums, would
indicate that the awarded returns were more than sufficiently attractive.

122.  Again, the Commission finds, as it did in Decision 2009-216, that a price-to-book ratio of
approximately 1.2 for a stand-alone utility would generally indicate that the return is at least fair.
However, the Commission is unable to derive any useful information about the price-to-book
ratios of stand-alone utilities from the price-to-book ratios of utility holding companies. With
respect to the recent AltaLink purchase by the SNC-Lavalin Group Inc., given the above
discussion, the Commission considers that there may be business reasons for this purchase that
are not well understood. In these circumstances, it is difficult for the Commission to draw any
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conclusions about the significance of this transaction to the establishment of a fair return on
equity. Nonetheless, the Commission agrees with the observation that a market-to-book ratio
significantly above 1.0 indicates that the earned and allowed ROE is higher than the true cost of
capital. Estimates of the price to book ratio for the 2011 AltaLink transaction generally exceed
1.0 by a significant margin. This appears to be evidence that the allowed ROE at the time of the
purchase was at least adequate.

3.8 Returns available on high grade corporate bonds

123. CAPP referenced the fact that in Decision 2009-216, the Commission concluded that the
high corporate bond spreads at that time justified the addition of 50 basis points to the results
derived from methodologies like CAPM that rely solely on historical data to estimate the equity
premium above the risk free rate.”

124. Dr. Booth indicated that studies by the Bank of Canada have shown that 63 per cent of
the increase in corporate spreads during the credit crisis was due to liquidity problems in the
bond market and only 37 per cent was due to default risk. He argued it is only the default risk
that affects equity investors.” Dr. Booth indicated that, in contrast to corporate bond liquidity,
equity market liquidity had increased during the credit crisis and equity investors should not be
rewarded for a liquidity problem in the bond markets that does not affect equity holders.*

125. Dr. Booth saw a justification for no more than 25 basis points at this time, in respect of
higher than historical corporate bond spreads, but used a range of 25 to 50 basis points for this
allowance.

126. The Utilities submitted that spreads on Canadian A-rated utility bonds, as at July 29,
2011, were at 141 basis points, which is well above the 95 basis point average for 2003 through
2007.%

127. In Decision 2009-216, the Commission stated:

As has occurred throughout this Proceeding, the Commission must weigh conflicting
expert testimony on various factors impacting the determination of a fair return for
Alberta utilities. The Commission considers the increased high grade Canadian corporate
bond spreads which occurred during the financial crisis and which continued to occur,
albeit on a downward trend, at the close of the Proceeding demonstrate that there has
indeed been some re-pricing of risk on debt securities. Equity investors in high grade
rated companies have more default risk than do debt investors. An increase in debt
investor return expectations ordinarily must be considered to result in an increase in
return expectations for equity investors otherwise equity investors would not accept the
incremental risk associated with equity ownership. The Commission finds that there is
insufficient evidence on the record of the proceeding that illiquidity in the Canadian bond
market during the financial crisis can account for a significant portion of the increased
risk premium demanded by bond investors.

It remains an open question whether corporate bond spreads will quickly, if ever, return
to pre-financial crisis levels. In particular, it remains uncertain that the re-pricing of risk

' Exhibit 207, CAPP argument, paragraph 61 referencing Decision 2009-216 at paragraph 311.

%2 Exhibit 207, CAPP argument, paragraph 64.
% Exhibit 207, CAPP argument, paragraph 70.
Exhibit 209, Utilities argument, paragraph 23.
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observed in high grade Canadian corporate bond spreads in the period up to the close of
the Proceeding will end in either 2009 or 2010. In these circumstances, it is reasonable to
conclude that the actual return expectations of utility equity investors in 2009 and 2010
would be at least 50 basis points higher than estimates of equity return expectations
derived from methodologies like CAPM which rely solely upon historical data and the
risk free rate.

128. As discussed in Section 3.2 above, the Commission considers that spreads have decreased
from the 2009 levels but have not returned to their historic levels. The Commission also notes
that it has set the top end of its CAPM market equity risk premium, assuming, on the basis of
Ms. McShane’s evidence, that the market equity risk premium may be higher than its historic
average at this time of historically low interest rates. For these reasons, the Commission is not
convinced that any addition to CAPM results is needed to account for the reduction in corporate
bond spreads at this time.

3.9 Pension, investment manager and economist return expectations

129. In regards to the return expectations of pension and investment managers and others, the
UCA submitted that, in December 2010, CIBC World Markets had forecast total returns on the
Canadian market of 8.0 to 9.0 per cent over the next decade. In addition, the UCA submitted that
BMO Capital Markets had recently forecast an equity market return of 6.5 to 7.2 per cent, with a
market equity risk premium of 3.5 to 4.2 per cent and, that the mid-point of estimates from
Fiduciary Trust Company of Canada for the equity market return and market equity risk
premium (relative to yields on 10-year Government of Canada bonds) were eight per cent and
five per cent, respectively. The UCA also submitted that, in Mercer’s 2011 Fearless Forecast
survey of Canadian and global institutional investment managers, the median expected return for
the TSX Composite is 8.5 per cent. The 2011 Towers Watson survey results, which show
participants’ expectations for the TSX Composite Index return in the short, medium and
long-term, indicated that the median or 50th percentile short-term expectation for 2011 was
eight per cent, with the median medium and long-term expectations below eight per cent.®

130. Drs. Kryzanowski and Roberts and Dr. Booth also referred to, and summarized, the
results of surveys conducted by Drs. Fernandez and del Campo of forward-looking estimates of
the market equity risk premium and total equity market returns by academics, financial
professionals, and corporate finance executives. The UCA submitted that, as these surveys show,
the mean and median forward-looking market equity risk premium estimates are in the low

five per cent range, with academics generally providing the highest estimates. The estimates
declined from 2009 to 2010.% The Commission notes that using a risk-free rate of

3.4 to 3.8 per cent, this would imply market returns in the range of eight to nine per cent.

131. Drs. Kryzanowski and Roberts also described surveys of U.S. chief financial officers
conducted by Drs. Graham and Harvey concerning expected returns on the S&P 500. They
summarized the results of a series of such surveys in their Schedule 2.9.3.2a, which shows an
average expected overall market return of less than 7 per cent for the most recent periods and
expected market equity risk premiums for those periods of 3 per cent or less.”’

% Exhibit 210, UCA argument, paragraph 122,
Exhibit 210, UCA argument, paragraph 123.
Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, Schedule 2.9.3.2a.
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132. The Utilities submitted that survey results do not provide a reliable basis for estimating
the cost of capital because they do not provide supporting quantitative analysis and do not
indicate whether the results are in the nature of a geometric or arithmetic average. The Utilities
also stated that corporations making investment decisions were using hurdle rates of 14 per cent
at a time when the 10-year Treasury yield was four per cent.®

133. The Commission finds that the evidence provided by interveners suggests that pension,
investment manager and economist return expectations for the market are in the eight per cent
range.

3.10 Impact of growth on required ROE

134. The UCA submitted that, in principle, it was not persuaded that the potential for growth
should be a factor in determining an appropriate ROE. If the allowed ROE is set equal to the
risk-adjusted cost of capital for utility investments, investors should be indifferent as between
utility investments and the alternatives available in the market. If it is established that the
potential for growth is a highly attractive attribute for utility stocks, this suggests that the allowed
ROEs are generous. The more enthusiastic utilities and utility investors are about potential
growth, the stronger the implication that allowed returns exceed the true cost of equity.*

135. The Utilities submitted that growth is attractive and that it could result in a reduction of
existing price-to-book ratios over time, but that growth does not suggest a lower ROE should be
approved. The Utilities submitted that extremely large growth can result in increased financial
risk.'®

136. The Commission acknowledges that investors should, in theory, be indifferent to growth
if growth is only expected to provide a risk-adjusted return readily available elsewhere in the
market. The Commission notes that growth in utilities requires additional earnings to be retained
rather than paid out as dividends or may require the injection of equity for which the investor
will only receive the allowed ROE. In general, the intervener experts appeared to view their ROE
recommendations as being somewhat generous. Ms. McShane submitted the ROE should be
above the bare bones cost.

137. In addition, the Commission notes the evidence of Mr. Engen who submitted that growth
in earnings per share (EPS) is what is important to investors' and that EPS accretion is widely
used and accepted by the investment community as an important rationale in justifying
acquisitions. He submitted that whether, and under what circumstances, financial theory would
or would not support the view that EPS accretion increases value is not relevant to whether the
EPS accretion is used in practice to support acquisitions.'”

138. In the Commission’s view, it is reasonable to conclude that investors value growth only if
the expected growth provides the necessary return. Investors might accept a somewhat lower
expected and awarded ROE for a high-growth utility, as compared to a low-growth utility, but
only if they expect that the utility will be able to earn in excess of its awarded ROE.

98
99
100
101
102

Exhibit 220, Utilities reply argument, paragraph 69,

Exhibit 210, UCA argument, paragraph 128.

Exhibit 209, Utility argument, paragraphs 118-121.

Exhibit 86.01, evidence of Aaron M. Engen, page 10, lines 18 and 19.
Exhibit 152.01, rebuttal evidence of Aaron M. Engen, paragraph A24.
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3.11 The Commission’s awarded ROE

139.  The Utilities requested an ROE of 10.375 per cent based on the expert evidence of
Ms. McShane.

140. Dr. Booth’s position was that no Alberta utility had difficulty raising capital since the last
generic cost of capital proceeding and that no increase in ROE is warranted. If anything, the
ROE should be reduced.

141. The UCA submitted that the fair ROE is in the range of 8.0 to 8.5 per cent and the
Commission should approve an ROE not higher than 8.3 per cent.'®

142. The CCA accepted the ROE recommendation of Drs. Kryzanowski and Roberts of
8.3 per cent for 201 1and recommended that the Commission approve an ROE of 8.4 for 2012.'™

143.  In this decision, the Commission has set out to establish a fair rate of return on equity for
2011 and going forward for the utility companies it regulates. The awarded ROE must be based
on an estimate of the risk-adjusted opportunity cost of equity capital. The Commission must
estimate the return on equity that utility investors are foregoing by having their equity invested in
these utilities rather than in other investments of similar risk that are available in the market. The
difficulty that the Commission faces is that the ROEs that are available to be earned on
investments of similar risk are not directly observable.

144. 1In keeping with the Commission’s determinations above, the Commission will establish a
generic ROE to be applied to each of the utility businesses it regulates as if they were stand-
alone utilities. The Commission has reviewed the models and approaches adopted by the various
parties and, based on the analyses above, has found that some of the CAPM and DCF results
filed in this proceeding (including an analysis of the expected overall Canadian stock market
returns) will form the primary basis for its ROE determination.

145.  In making its ROE determination, the Commission is mindful of the uncertainties created
by the financial crisis that began in the third quarter of 2007 and its lingering effects, which have
not fully abated. The Commission found that, by the time of the 2011 hearing, bond spreads had
largely, although not completely, returned to historic levels.

146. The Commission found that a reasonable CAPM estimate is in the range of
6.4 t0 9.0 per cent based on its analysis of the forecast risk free rate, the market equity risk
premium and beta.

147. The Commission also found that the DCF results suggest a range of ROEs for Canadian
stand-alone utilities of 8.8 to 9.5 per cent, assuming the equity ratio has been set to target a credit
rating in the A range. The Commission concludes that the DCF results appear to suggest that
investors expect a return of about nine per cent on utility investments, assuming investors agree
with analysts’ growth forecasts. However, as noted above, the Commission remains concerned
about the impact of optimistic growth forecasts in this result. This concern is bolstered by the
results of the DCF analysis applied to the overall market which suggested returns in the range of
7.1 to 10.1 per cent.

18 Exhibit 210, UCA argument, paragraph 138 and 149.
™ Exhibit 211, CCA argument, paragraphs 32 and 77.
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148. The evidence provided by interveners suggests that pension, investment manager and
economist return expectations for the market are in the eight per cent range.

149. Having considered and weighed all of the evidence and assessed it in the context of the
lingering credit market volatility, and recognizing that there has been a reduction in the risk free
rate of some 60 basis since 2009 by the close of the record of this proceeding, the Commission
finds that some reduction in the ROE awarded in Decision 2009-216 is warranted. Accepting that
some of the reduction in the risk free rate may be offset by an increase in the market equity risk
premium, the Commission considers that a generic ROE of 8.75 per cent is reasonable for 2011.

4 Return to the formula adjustment in 2012

150. Having determined the generic rate of return on equity for 2011, the Commission must
consider how that rate of return will be adjusted in future years. One of the principal purposes of
this proceeding has been to consider whether the annual adjustment formula approach
discontinued in 2009 should be reinstated and if so, what type of formula for annual adjustments
to ROE should be adopted by the Commission.

151. In Decision 2004-052, the Commission’s predecessor, the Alberta Energy and Utilities
Board (EUB or Board) adopted the annual adjustment formula for setting the generic ROE based
on 75 per cent of the change in long Canada bond yields:'®

ROEncw = Initial ROE + 75% X (Change in forecast 30-year GOC bond yield)

152.  This formula was discontinued in Decision 2009-216, because of the economic crisis
conditions observed at the time of the 2009 GCOC proceeding. Specifically, the Commission
concluded that the historical relationships upon which the formula was based had not yet been
re-established in the aftermath of the financial crisis.'®

153. In this proceeding, the Utilities recommended that the Commission not adopt an
automatic adjustment formula at this time for two reasons. First, the Commission’s performance-
based regulation (PBR) initiative for distribution utilities could change the risk profile of the
distribution utilities and may require the re-evaluation of the fair ROE. Second, as outlined in
Section 3.2 above, the Utilities argued that there remained considerable risk in the global
economy and capital markets.'”

154. However, the Utilities submitted that, if the Commission determined that an automatic
adjustment mechanism is warranted for 2012, the formula adopted by the OEB in its Report
EB-2009-0084 should be used. The OEB formula is as follows:

ROEncw = Initial ROE + 50% x (Change in forecast 30-year GOC bond yield) +
+ 50% x (Change in utility bond yield spread)

155. The Utilities indicated that Ms. McShane’s independent analysis supported the factors
and weightings used in this formula, based on the historical relationships among the utility cost
of equity, long-term government bond yields and corporate bond yield spreads.

"% Decision 2004-052, page 32.
% Decision 2009-216, paragraphs 418-420,
107 Exhibit 209, Utilities argument, paragraphs 122,
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156. The UCA witnesses, Drs. Kryzanowski and Roberts, agreed that the formula adopted by
the OEB reflects an appropriate adjustment structure. The UCA’s position was that the
Commission should return to a formula approach to setting allowed ROEs on a generic basis for
the Alberta utilities because of the practical advantages resulting from regulatory efficiency. The
UCA submitted that a properly designed ROE formula provides reasonably accurate estimates of
the true cost of equity over a reasonable period.

157. Based on their opinion that credit markets had normalized, Drs. Kryzanowski and
Roberts did not share the Utilities” view that the return to a formula would not be beneficial at
this time. Furthermore, the UCA witnesses pointed out that introducing a utility bond spread
component will mitigate any remaining concerns as to the financial market volatility." With
respect to the Utilities’ concerns related to the ongoing PBR proceeding, the UCA expressed the
opinion that the PBR may not involve any material changes in business risk. Additionally, the
UCA indicated that one would expect changes in business risk to be addressed through capital
structure adjustments rather than ROE adjustments, in accordance with past practice in
Alberta.'®

158. Dr. Booth, testifying on behalf of CAPP, proposed a modified formula that reflects
75 per cent of the change in the Government of Canada long bond yield and 50 per cent of the
change in utility bond spreads:

ROEncw = Initial ROE + 75% x (Change in forecast 30-year GOC bond yield) +
+ 50% * (Change in utility bond yield spread)

159. Dr. Booth explained that the 75 per cent adjustment factor is consistent with the formula
that the Commission and its predecessor used between 2004 and 2009, and is supported by his
analysis of market and utility risk premia.""® By contrast, CAPP submitted that the formula
proposed by Ms. McShane, with the 50 per cent adjustment factor for the Government of Canada
long bond yield, would imply ROEs higher than those determined by regulators in that time
period, including this Commission’s predecessor.

160. CAPP also pointed out that the Quebec Régie de I’Energie accepted Dr. Booth’s modified
formula in a recent Gazifere decision (D2010-147) and will use it beginning in 2012.

161. The CCA indicated that none of the formulae proposed in this proceeding appear to be
based on any financial analysis as to their validity and submitted that it prefers the Commission
not return to an adjustment formula but periodically set a generic ROE.'"

Commission findings

162. In Decision 2009-216, the Commission observed that due to the then-existing credit crisis
conditions, the relationships among various market indicators were not stable and decided not to
employ an adjustment formula for 2010. As discussed in Section 3.2 above, the evidence in this
proceeding demonstrated that, although there has been some improvement in the financial
environment, credit markets remain volatile. Referring to the financial community’s concerns
with the European sovereign debt, Dr. Booth summarized this view as follows:

1% Exhibit 210.02, UCA argument, paragraph 16.

' [bid., paragraph 21-22.

"9 Exhibit 78.02, evidence of Laurence D. Booth, paragraphs 180-184.
" Exhibit 211, CCA argument, paragraph 21.
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8 The fact is that we don't know all of the

9 linkages in the credit default swap market, so that is a

10 palpable nervousness in the bond market. That is something
11 that is highly unusual. It is still there. It is nowhere

12 near as bad as it was three years ago, but it is there, and

13 we do not have a normal market.'”

163. As the Commission explained in Decision 2009-216, the 2004 formula was developed
based on the expectation that the required rate of return for utilities moves in the same direction
as the return on 30-year Government of Canada bonds. The Commission found that, during a
time of adverse market conditions, this expected relationship between interest rates and the
required return on equities does not necessarily hold."®

164.  All parties to this proceeding preferred a formula that considered both changes in
Government bond yields, and changes in utility bond spreads. The Commission agrees that this
type of formula will better reflect any fluctuations in financial market conditions and deal with
the concerns about a single variable formula. Moreover, as Dr. Booth’s explained, such a
formula would be counter-cyclical because allowed returns would increase in difficult economic
times and decrease in strong economic times, but over the business cycle this will average out."

165. The Commission agrees with the interveners’ arguments that a modified formula that
accounts for changes in corporate bond spreads partially corrects for the drawbacks of a single-
variable formula. Nevertheless, the Commission has considered the evidence of continuing credit
market volatility and finds that a return to the formula mechanism for annual adjustments to
ROE is not warranted at this time.

166.  Accordingly, the Commission will not employ an adjustment formula for 2012. At the
same time, as noted in the Decision 2009-216, the Commission is not prepared to preclude a
return to some form of formula-based adjustment mechanism in the future, once the capital
markets have stabilized and are once again considered reasonably predictable." As such, the
Commission is prepared to revisit the re-introduction of an automatic adjustment mechanism
once the credit markets are more predictable and the Commission can be confident that the
relationships implied in the formula will continue.

167. As explained in Section 3.11 of this decision, the Commission has determined that a fair
generic rate of return on equity for Alberta utilities for 2011 is 8.75 per cent. Given the
December 8, 2011 issue date of this decision and the fact that the record closed on September 9,
2011, the Commission is mindful of the proximity of this decision date to 2012. Considering the
substantial drop in interest rates by the close of the record, the Commission sees no reason to
find that the risk free rate of 3.4 to 3.8 per cent that it has accepted as reasonable for 2011 would
not also be reasonable for 2012. The Commission does not consider that adjustments to any of its
other findings with respect to the establishment of a reasonable ROE for 2011 are warranted for
2012. Accordingly, the Commission concludes that an ROE of 8.75 per cent is fair for both 2011
and 2012.

"2 Transcript, Volume 7, page 911, lines 8 to 13.
"% Decision 2009-216, paragraphs 417 and 418.
114" Exhibit 207.02, paragraph 97.

"5 Decision 2009-216, paragraphs 420-422.
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168. In addition, the Commission is setting the allowed ROE for 2013 at 8.75 per cent on an
interim basis. The Commission will initiate a proceeding in due course to establish a final
allowed ROE for 2013 and to revisit the matter of a return to a formula for setting the allowed
ROE on a go forward basis. The Commission considers that establishing an allowed ROE for
2012 and setting an interim ROE for 2013 will provide for a more supportive, and predictable
regulatory environment,

5 Capital structure matters

5.1 Introduction

169. To satisfy the fair return standard, the Commission is required to determine a capital
structure (equity ratio) for each of the utilities that are the subject of this proceeding. In this
decision, the Commission has established a generic ROE of 8.75 per cent which will be applied
uniformly to all of the utilities. Consistent with the approach taken in the previous GCOC
decisions, the Commission will account for the differences in risk among the individual utilities
by adjusting their capital structures.

170.  As the Commission noted in Decision 2009-216, in general, the return required by
investors on debt is lower than the return required on equity. This is because debt holders have
priority over equity holders in the distribution of earnings from operations and, in the event of
bankruptcy, in the disposition of the assets of the firm. As the proportion of debt in the capital
increases, a greater portion of the earnings from operations of the firm are required to cover the
increased interest costs on debt. Therefore, as the proportion of debt rises, both debt and equity
investors will perceive an increase in risk: debt holders will be concerned that the debt
obligations of the firm may not be met, and equity investors will be concerned that there will be
insufficient earnings from operations to both cover the debt obligations of the firm and pay them
their expected return.

171.  This risk is usually assessed by various interest coverage calculations that measure the
ability of the firm to pay its debt obligations. Bond rating agencies, such as Standard & Poor’s
(S&P) and DBRS Limited (DBRS) assess the risk of individual firms on the basis of various
interest coverage metrics and an overall assessment of the risk that the firm will not be able to
cover its debt obligations.

172.  In this decision, the Commission will establish the capital structure for each utility that, in
the Commission’s judgment, would allow a stand-alone utility to maintain a credit rating in the
A range, subject to company-specific circumstances. To do so, the Commission will first
consider the impact of changes in the credit environment since the time of the 2009 GCOC
proceeding. The Commission will then analyze the equity ratios that are required to attain the
minimum credit metrics that were identified in Decision 2009-216. Finally, the Commission will
turn to an assessment of each individual utility to determine whether specific adjustments to each
company’s equity ratio are warranted.

173. The following table (grouped by sector) compares the equity ratios that were approved by
the Commission in Decision 2009-216 with the equity ratios recommended by the applicants and
interveners in this proceeding.
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Table 7. Recommended vs. currently approved equity ratios
Recommended | Recommended | Recommended | Recommended
Last by the by the by the by
approved'® |  Utilities'"” UCA''® CCA'® CAPP'?
(%) (%) (%) (%) (%)
Electric and Gas Transmission
ATCO Electric TFO 36 38 34 36
AltaLink 36 38 36 36
ENMAX TFO 37 39 30 36
EPCOR TFO 37 39 33 36
ATCO Pipelines 45 47 (for 2011 42 (for 2011) 42 (for 2011)
44 (for 2012)"?' | 30 (for 2012) 40 (for 2012) 35 (for 2012)
Electric and Gas Distribution
ATCO Electric DISCO 39 41 35 37
ENMAX DISCO 41 43 35 39
EPCOR DISCO 41 43 35 39
ATCO Gas 39 41 34 37
FortisAlberta 41 43 35 39
AltaGas 43 45 40 41
5:2 Credit environment

174.

Much of the ROE and capital structure discussion in this proceeding centered on whether

markets have returned to normal and whether the credit crisis discussed in Decision 2009-216

has passed. As discussed in more detail in Section 3.2 above, the Utilities cautioned that, while
markets improved since the peak of the crisis, they have not returned to normal conditions. The
interveners argued that economic parameters relevant to the cost of capital determinations have
improved significantly and could be considered normal.

173,

The Utilities submitted that, due to the persistence of significant downside risks to

Canadian and global capital markets and economies, the two per cent across-the-board increase
in common equity ratios approved in Decision 2009-216 was still relevant. Furthermore,

Ms. McShane, who appeared on behalf of the Utilities, expressed her opinion that rating agencies
do not view this across-the-board increase as temporary and, therefore, any reduction to equity
ratios in the current proceeding could send negative signals to the market. As such, Ms. McShane
used the capital structures approved in Decision 2009-216 as the point of departure in developing

the Utilities’ generic capital structure recommendations.

176.

122

In contrast, the UCA witnesses, Drs. Kryzanowski and Roberts, recommended that the

Commission reverse the two percentage point equity ratio increase it awarded to all of the
utilities in the 2009 GCOC. Their reasoning was that the additional two per cent was primarily
awarded in order to account for the effects of the credit crisis, and because the credit crisis is

"6 Decision 2009-216, Table 17, page 107.

17

"8 Exhibit 210.02, UCA argument, paragraph 215.

119

120 Exhibit 207.02, CAPP argument, paragraph 97.

121
122

Exhibit 208, ATCO Pipelines argument, paragraph 1.
Exhibit 209, Utilities argument, paragraphs 137-138.

Exhibit 209, Utilities argument, paragraph 129 (unless noted otherwise).

Exhibit 211, CCA argument, paragraph 58 (corrected as per Exhibit 213).
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over, there is no need to continue providing the Utilities with that additional financial
flexibility.'?

177. The UCA witnesses did not agree with Ms. McShane’s position that the two per cent
increase awarded in Decision 2009-216 was permanent and submitted that such an approach
advocates the need for a permanent increase in shareholder returns, not because of what the
actual capital market conditions were at the time of the decision, but because of the risk that
problems similar to the financial crisis might arise in the future. Drs. Kryzanowski and Roberts
submitted that the credit crisis was a rare event occurring approximately once in 75 years, and as
such, it would not be fair to provide a permanent bonus to utility shareholders in order to insulate
them against the potential effects of a near-catastrophic event that may not happen again for
decades.'

178. The CCA supported the removal of the across-the-board two per cent increase in equity
ratios awarded in the 2009 GCOC decision as proposed by the UCA, with the exception of the
TFOs and ATCO Pipelines as further discussed below.'” CAPP did not recommend any equity
ratios other than for ATCO Pipelines, but did note that the financial market situation had
stabilized and the need for any adjustment on this account was significantly reduced from the
time of the 2009 GCOC decision when the Commission remained concerned about an uncertain
future.'®

Commission findings

179.  As the Commission observed in Section 3.2 above, by the time of the 2011 GCOC
hearing, economic parameters relevant to cost of capital determinations had improved
significantly since the 2009 GCOC proceeding. Therefore, while cognizant of the lingering
uncertainty in the debt markets related to concerns over sovereign debt in Europe and the U.S.,
the Commission agrees with Dr. Booth’s opinion that the need for an adjustment to account for
the financial crisis is reduced from the time of the 2009 GCOC decision.

180. However, as the Utilities pointed out, the credit crisis was only one of several factors that
led to the two percentage point increase in equity thickness awarded in Decision 2009-216.
Therefore, the Commission does not accept the UCA’s proposal to reverse the two per cent
equity ratio increase, solely because the credit crisis concerns have somewhat abated.

5.3 Credit metric considerations

5.3.1 Financial ratios, capital structure and actual credit ratings

181.  Credit ratings measure the credit-worthiness of a firm. A higher credit rating signals
higher confidence in the firm’s ability to meet its interest payments. This, in turn, allows the
company to borrow at a lower interest rate. Utilities usually seek to maintain a credit rating in the
A range.

182. Asdiscussed in Section 5.1Error! Reference source not found. above, credit metrics
(financial ratios) are an important part of bond rating agencies’ considerations when assessing

12 Exhibit 210.02, UCA argument, paragraph 225.
' Ibid., paragraphs 228-321.

'3 Exhibit 211, CCA argument, paragraph 52.

% Exhibit 207.02, CAPP argument, paragraph 90.
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the risk of any particular company and assigning a credit rating. As noted in the 2009 GCOC
decision, there are three principal credit metrics:

e EBIT coverage (interest coverage ratio), which is the company’s earnings measured
before deducting interest and taxes divided by total interest costs

e funds for operation (FFO)/debt, which is the company’s funds from operations (net
income plus depreciation and the increase in future income taxes) as a percentage of total
debt

e FFO coverage, which is the company’s funds from operations plus interest divided by
total interest costs

183. The Commission observed in Decision 2009-216 that a number of Canadian utility
companies finance their debt requirements directly in the debt market independently of any
affiliated companies, thereby making it possible to directly see the equity ratios and credit
metrics that are associated with stand-alone regulated utilities that have credit ratings in the A
range. Consequently, the Commission examined the credit ratings of those companies for which
credit rating reports were available on the record, in order to gain some insight into the credit
metrics required to achieve an investment grade credit rating for a stand-alone utility.

184. In Decision 2009-216, the Commission observed the following minimum credit metrics
associated with an A-range credit rating:'?

EBIT coverage of 2.0 times
FFO coverage of 3.0 times
FFO/debt ratio of 11.1 to 14.3%

185. The sample group of utilities that were examined in arriving at these observed credit
metrics were exclusively Alberta utilities: AltaLink L.P., AltaLink Investments L.P., Fortis Inc.,
FortisAlberta and CU Inc., the parent of the ATCO group of utilities.

186. Additionally, after examining the actual credit ratings achieved by Canadian regulated
utilities and the equity ratios associated with these credit ratings, the Commission observed that
the actual equity ratios of the companies with a credit rating of A- or better ranged from

32.9 to 44.1 per cent, with a mid point of 38.5 per cent.'®

187. The sample group of utilities that were examined in arriving at this observed range of
equity ratios were the same Alberta utilities that were examined with respect to credit metrics
(set out above) plus Newfoundland Power Inc.

188. In this proceeding, the Utilities noted that the importance of debt ratings in the A
category for the Alberta utilities was reviewed in detail in the 2009 GCOC process, when the
Commission established a capital structure that would allow a stand-alone utility to maintain a
credit rating in the A range. In that regard, the Utilities submitted that there have been no
fundamental changes in the capital markets or utility requirements for access to debt capital that
would warrant revisiting that conclusion.'”

"2 Decision 2009-216, Table 12 and paragraphs 348, 354 and 356.
"% Ibid., paragraph 359.
"% Exhibit 209, Utilities argument, paragraphs 135.
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189. The Utilities’ position on the acceptability of the minimum credit metrics set out in
Decision 2009-216 was not explicitly stated in argument, but appeared to be implicitly accepted.
In particular, Ms. McShane testified that she used the minimum credit metrics observed in
Decision 2009-216 as a point of departure.'

190. In her evidence, Ms. McShane also provided a review of changes in the equity ratios
adopted for the Canadian peers of the Alberta utilities. Specifically, Ms. McShane indicated that,
since the close of the oral portion of the last GCOC proceeding, there have been a number of
increases in equity ratios approved by regulators. Based on her observation that the average
regulated common equity ratio for utilities outside Alberta was 40 per cent, Ms. McShane
considered this number to be a reasonable benchmark equity ratio for an average risk Alberta
utility.™

191. The UCA submitted that it accepted the minimum credit metrics set out in Decision
2009-216 as reasonable guidelines, but emphasized Drs. Kryzanowski and Roberts’ view that
credit ratings do not follow a formula and depend on numerous qualitative factors and an
examination by the rating agencies of numerous aspects of the businesses for which the ratings
are prepared. The UCA witnesses also noted that their recommended equity ratios were generally
consistent with the minimum equity ratios identified by the Commission.'

192. The CCA submitted that it did not accept benchmarking to the awards of other regulators
as a tool for determining capital structure, as this method leads to a circularity problem. The
CCA noted it accepts regulatory benchmarking only for information purposes, and only for
comparison of methods, not for the actual awards.'®

Commission findings

193. Asdiscussed in Decision 2009-216, utilities usually seek to maintain their credit rating in
the A range to avoid paying higher interest rates on debt typically associated with lower rating
categories. Furthermore, as the Commission observed recently in Decision 2011-453' dealing
with AltaLink’s 2011-2012 GTA, a lower credit rating may limit a company’s access to capital
markets. In particular, the Commission noted that, as a BBB category issuer, a utility may face
more significant challenges in accessing debt markets, particularly at a time of adverse market
conditions.'®

194. Therefore, the Commission reaffirms its finding that it is important to target the debt
ratings for the Alberta utilities in the A category, as established in the 2009 GCOC process. The
Commission agrees with the parties to this proceeding that minimum credit metrics associated
with an A-range credit rating, which were observed in Decision 2009-216, can be accepted as
reasonable guidelines for the purposes of this proceeding.

195. With respect to Ms. McShane’s recommended benchmark equity ratio of 40 per cent, the
Commission agrees with the CCA that equity ratios awarded by other regulators are of interest

30 Transcript, Volume 2, page 242, lines 8 to 11.

31 Exhibit 86.01, Kathleen McShane Opinion, pages 30-32.

132 Exhibit 210.02, UCA argument, paragraphs 156-160.

133 Exhibit 211, CCA argument, paragraphs 50 and 51.

¥ Decision 2011-453: AltaLink Management Ltd. 2011-2013 General Tariff Application,
Application No. 1606895, Proceeding ID No. 1021, November 18, 2011.

13 Decision 2011-453, paragraph 798.
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but are far from determinative of the capital structure this Commission should award.
Furthermore, in Decision 2009-216, the Commission observed the actual equity ratios of the
utilities in the A range rating category. Ms. McShane did not specify whether her analysis of
capital ratios awarded by other regulators was limited only to the A-rated utilities.

5.3.2 Equity ratios associated with minimum credit metrics

196. In Decision 2009-216, the Commission provided a sensitivity analysis of the three key
credit metrics to changes in the equity ratio. Assuming an embedded cost of debt of 6.5 per cent,
an ROE of 8.75 per cent (the 2009 placeholder level), an income tax rate of 29 per cent, and
assuming the annual depreciation expense as a percentage of invested capital equal to the utility
average of six per cent, the Commission calculated the following minimum equity ratios required
to achieve the observed minimum credit metrics:'®

The minimum equity ratio to achieve a 2.0 EBIT coverage ratio was 34 per cent.
Minimum equity ratios in the range of 30 to 36 per cent would achieve FFO/debt
percentages of 11.1-14.3.

e A minimum equity ratio of 33 per cent was required to achieve an FFO coverage ratio
of at least 3.0.

197. Ms. McShane proposed to update the Commission’s analysis in Decision 2009-216 by
making three adjustments. The first was to assume a reduction in average debt costs for the
average utility. The second was to include an assumed five per cent construction work in
progress (CWIP) in the credit metric calculation for the hypothetical average utility. The third
involved recalculating the hypothetical credit metrics using the lower tax rates that apply in
2012.

198.  With respect to the first adjustment, Ms. McShane noted that a review of the 2009
embedded debt costs provided by the Alberta utilities in their Rule 005 filing requirements
indicated that there has been a marginal decline since 2007 (less than 10 basis points). Therefore,
Ms. McShane proposed to use a 6.4 per cent average embedded cost of debt as compared to the
6.5 per cent rate used by the Commission in Decision 2009-216, which would have the effect of
improving credit metrics and decreasing the necessary equity ratio.'®

199. Next, Ms. McShane indicated that even a relatively small percentage of CWIP has a
measurable impact on EBIT interest coverage ratios. Based on her observation that the median of
CWIP as a per cent of total regulated assets in 2009 for the Alberta utilities was around five per
cent, Ms. McShane proposed to include this amount of CWIP in the calculations of equity ratios
required to achieve the minimum EBIT coverage ratios observed by the Commission.

200. With respect to the impact of income taxes, Ms. McShane indicated that, in 2012, the
combined provincial and federal corporate income tax rate will be 25 per cent, compared to the
29 per cent used in the analysis set out in Decision 2009-216. Furthermore, the Utilities’ witness
indicated that the median actual effective income tax rate for the taxable Alberta Utilities in 2009
(excluding AltaLink) was less than half the statutory combined rate.'® As such, Ms. McShane

% Decision 2009-216, paragraphs 352, 354 and 356.

3 AUC Rule 005: Annual Reporting Requirements of Financial and Operational Results (Rule 005).
3 Exhibit 86.01, Kathleen McShane Opinion, page 25, lines 638-646.

% Ibid., page 27, lines 674-683.
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proposed to use the 12.5 per cent tax rate in equity ratio calculations, which represents
50 per cent of the 2012 statutory tax combined rate of 25 per cent.

201. Incorporating these recommended assumptions regarding the embedded cost of debt,
effective tax rate and presence of CWIP,' the Utilities provided updated versions of the
Commission’s analysis of equity ratios in Decision 2009-216 as follows:

Table 8. Credit metrics compared to equity ratios - McShane’s evidence

EBIT coverage FFO/Debt FFO coverage
Equity Table 13 in Updatedand | Table 14in Updated and | Table 15in Updated and
Ratio Decision expanded Decision expanded Decision expanded
2009-216 assumptions 2009-216 assumptions 2009-216 assumptions

30% 1.8 16 12.32 1.7 2.90 2.78
31% 1.9 1.6 12.63 12.00 294 2.82
32% 1.9 1.6 12.94 12.29 299 2.87
33% 1.9 1.7 13.26 12.60 3.04 g 292
34% 20 1.7 13.60 12.92 309 297
35% 20, 1.7 13.94 13.25 314 %3.02
36% 24 \ 18 14.30 & 13.58 3.20 3.07
37% 21 \ 18 14.66 ‘\ 13.93 3.26 313
38% 22 ‘\ 19 15.04 11429 3.31 318
39% 2.2 \ 19 15.43 14.66 3.37 3.24
40% 23 19 15.83 15.04 3.44 3.30
41% 2.3 20 16.25 15.44 3.50 3.36
42% 24 20 16.68 15.85 3.57 343
43% 24 21 17.13 16.27 3.63 349
44% 25 21 17.59 16.71 3.M 3.56
45% 26 22 18.07 17.16 3.78 3.63
46% 26 22

47% 2.7 2.3

Source: Exhibit 209, Utilities argument, Attachment 2.

202. Based on her evaluation of the net effect of the three adjustments on credit metrics (as
presented in Table 8 above), Ms. McShane concluded that an increase in the common equity
ratios of no less than two percentage points was warranted. The highlighted examples in the table
illustrate that a minimum two percentage point equity ratio increase is necessary to restore the
credit metrics to the levels that applied under the 2009 calculations, given Ms. McShane’s
assumptions.

203. The UCA took issue with the Utilities’ inclusion of CWIP and a lower tax rate in the
credit metrics calculation. The UCA submitted that, in Decision 2009-216, the Commission
implicitly took these factors into account and the resulting equity ratios were well received by
the rating agencies. In the UCA’s opinion, the relevant facts or circumstances have not changed

"0 ytilities® assumptions: embedded cost of debt of 6.4 per cent, ROE of 8.75 per cent, effective tax rate of 12.5
per cent (50 per cent of 2012 statutory tax rate), 5.0 per cent CWIP as percentage of regulated assets,
depreciation rate of 6.0 per cent.
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since 2009, and as such, Ms. McShane’s analysis was simply an arbitrary re-definition of the
Commission’s model.''

204. The UCA also noted that, in the case of the two transmission utilities that have the
highest levels of CWIP ~ ATCO Electric and AltaLink, the Commission addressed this issue in
other ways in their respective GTAs.'*

205. With respect to Ms. McShane’s adjustment related to lower tax rates, the UCA observed
that any changes in tax rates affects only the EBIT coverage credit metric, since the FFO/debt
and FFO interest coverage metrics are after tax measures. The UCA also submitted that, under a
flow-through tax regime, changes in either statutory or effective tax rates do not have any
material impact on bondholders or the creditworthiness of the utilities, because the funds
collected for taxes on a forecast basis are earmarked for payment to the tax authorities and so are
not available to pay creditors.'®

206. The UCA conceded that lower tax rates reduce the EBIT interest coverage ratio but
argued that credit rating agencies do not take the “rigidly rule-based formulaic approach” to
understanding credit ratings and credit metrics, and arrive at a balanced assessment of
creditworthiness that takes into account all of the moving parts that affect the interests of bond
investors." As a result of these considerations, the UCA argued there was no need to update the
Commission’s credit metric analysis tables in Decision 2009-216.

207. The CCA agreed with the UCA’s analysis on CWIP and effective income taxes.
Specifically, the CCA argued that there should be no adjustment for income tax rates because
deferred income tax must ultimately be paid and financial analysts have not identified deferred
income taxes as a risk. In addition, the CCA observed that the effective income tax rate varies
greatly from utility to utility and, therefore, any required adjustments should be made on a
utility-specific, rather than generic, basis.'®

208.  Similarly, the CCA objected to the across-the-board adjustment for CWIP. The CCA
expressed its opinion that a large amount of CWIP is currently a problem for the TFOs but not
for all the utilities. The CCA submitted that there is little risk from CWIP and that no adjustment
to ROE was necessary for any amount of CWIP. "¢

209. Inreply argument, the Utilities submitted that the absence of downgrades does not
constitute an appropriate basis for evaluating the reasonableness of Ms. McShane’s
recommendations and argued that it was necessary to include CWIP amounts in the equity ratio
analysis so that the credit metrics identified by the Commission as minimums would be
achievable.

210. The Utilities also took issue with the UCA’s argument that the income tax allowance is
earmarked for payment to the income tax authorities and is not available for payment to
creditors. The Utilities submitted that this view does not comport to the manner in which the debt
rating agencies evaluate a company’s ability to meet its debt obligations. The Ultilities explained

"1 Exhibit 210.02, UCA Argument, paragraphs 167 and 173.
142 .
Ibid., paragraph 170.
"3 Ibid., paragraphs 178-179.
" Ibid., paragraphs 182-184.
5 Exhibit 211, CCA argument, paragraphs 37-38.
"6 Ibid., paragraph 40.
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that, since interest expense is tax-deductible, income taxes payable are partly a function of how
much interest is paid and therefore, it is logical that the debt rating agencies would consider the
pre-tax funds that a company has available to cover its debt obligations."’

Commission findings

211. In Decision 2009-216, the Commission presented its analysis of equity ratios required to
achieve the minimum credit metrics considered to be associated with credit ratings in the A
range. The Commission expressly stated that this analysis did not include the consideration of
CWIP or cash flows created by positive or negative differences between tax collected and tax
paid."®

212. In this proceeding, the Utilities pointed out that even a small percentage of CWIP has a
measurable impact on credit metrics. As noted in Decision 2009-216, the Commission agrees
that the presence of CWIP lowers the credit metrics." In fact, recognizing this reality, the
Commission, through its issues list, invited parties to update the credit metric tables with relevant
assumptions as to the typical level of CWIP for the Alberta utilities.

213.  As discussed further in this section, the Commission agrees with the UCA and the CCA
that the adjustment for CWIP is not necessary for ATCO Electric TFO and AltaLink, given that
this matter was recently addressed in their respective GTAs. However, the Commission is not
persuaded by the interveners’ arguments that CWIP should not be considered in the credit metric
calculations for other Alberta utilities.

214. Specifically, the UCA argued that updating the Commission’s tables with typical
amounts of CWIP and lower income taxes advocates a formulaic approach to credit metrics. The
Commission accepts the UCA’s point that rating agencies supplement their analysis of credit
metrics with a number of other considerations to arrive at a balanced assessment of a company’s
creditworthiness. As discussed in Section 5.6 below, the Commission’s determination on the
matter of capital structure is not limited to credit metric analysis and includes a number of factors
such as the current credit environment and the ranking of the utility segments based on business
risk.

215. The UCA also argued that no adjustment for a typical level of CWIP and lower income
taxes is necessary, since the credit rating agencies appeared to be satisfied with the equity ratios
approved in Decision 2009-216, as evidenced by the fact that no utilities have been downgraded
since 2009. However, the Commission observes that, due to a number of factors, including the
impact of the financial crisis and large capital additions (where applicable), the equity ratios
approved in 2009 exceeded the minimum levels indicated by the credit metric analysis in that
decision by at least two percentage points.” Accordingly, the Commission considers that the
favourable reaction of the rating agencies may be attributed to the fact that the last approved
equity ratios were sufficient to account for typical amounts of CWIP, not the fact that no
adjustment for CWIP was necessary.

" Exhibit 220.02, Utilities reply argument, paragraph 94

"8 Decision 2009-216, footnote 326 on page 94.

' Ibid., footnotes 323 and 325.

30 In paragraph 357 of Decision 2009-216, the Commission observed that for an average Alberta utility, the equity
ratio associated with the minimum credit metrics would be approximately 34 per cent (34 per cent based on the
EBIT analysis, 33 per cent based on the FFO coverage analysis and 30 to 36 per cent based on the FFO/Debt
analysis). Table 17 of Decision 2009-216 shows that the minimum equity ratio awarded was 36 per cent.
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216. Regarding the CCA’s argument that there is little risk from CWIP and that no adjustment
to ROE is necessary for any amount of CWIP, the Commission reiterates that the adjustment to
the credit metric calculations in regard to CWIP that was solicited through the issues list was not
related to the risk of recovering CWIP balances. Rather, the issue was that CWIP mathematically
lowers the credit metrics. The CCA did not address this point.

217. Consequently, the Commission is not persuaded by the interveners’ arguments that CWIP
should not be considered in the credit metric calculations for the Alberta utilities. The
Commission has considered the evidence of Ms. McShane that the median of CWIP as a
percentage of total regulated assets in 2009 for the Alberta utilities was over five per cent, and
finds this number to be a reasonable estimate. The Commission has reflected this level of CWIP
in its updated analysis on credit metrics and associated equity ratios, presented in Table 9 below.

218. The Commission also acknowledges the Utilities’ evidence that, in 2012, the combined
provincial and federal statutory income tax rate will be 25 per cent, as compared to the

29 per cent used in Decision 2009-216. The Commission agrees with Ms. McShane that the
income tax rate should be updated in the analysis.

219. In disputing the relevance of lower income tax rates, the UCA submitted that income
taxes collected are ear-marked for payment to the tax authorities and so are not available to pay
creditors. However, in the event that unforeseen expenses cause profits to decline from the
forecast level, the income tax payable would decline and the cash that would otherwise go to
taxes would become available to pay interest expenses. Therefore, income taxes collected are in
fact partly available to pay creditors in situations where the profit, and therefore the actual
amount of income tax payable, is lower than forecast. Additionally, the income tax collected
would be fully available to pay interest in the circumstance where profit was zero or negative.
Presumably, this is why EBIT (earnings before interest and tax) is important to credit rating
agencies and debt investors, rather than simply earnings before interest.

220. However, the Commission does not accept the Utilities’ recommendation of using the
effective tax rate in the credit metrics analysis. The Commission agrees with the CCA’s
argument that, because the effective income tax rate varies greatly from utility to utility, any
required adjustments should be made on a utility-specific, rather than generic basis. The
Commission considers that those utilities that encounter credit rating issues because they are on
the flow-through tax method can apply to adopt the future income tax method and thereby collect
the full statutory income tax rate. For these reasons, the Commission will use an updated
statutory income tax rate of 25 per cent in its analysis below.

221. Using an ROE of 8.75 per cent approved in this decision for 2011 and 2012, and
assuming an embedded interest cost of 6.4 per cent, a depreciation rate (as a percentage of
invested capital) of six per cent, a tax rate of 25 per cent, and CWIP (as a percentage of rate
base) of five per cent, the Commission calculated the key credit metrics and the corresponding
equity ratios as follows:
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Table 9. Credit metrics compared to equity ratios — Commission analysis
EBIT coverage's! FFO/Debt (%) FFO coverage
Equity Table 13 in Updatedand | Table14in | Updatedand | Table15in Updated and
ratio Decision expanded Decision expanded Decision expanded
2009-216 assumptions 2009-216 assumptions 2009-216 assumptions
30% 18 1.7 12.32 11.73 2.90 279
31% 19 1.7 12.63 12.03 294 2.83
32% 19 1.8 12.94 12.32 2.99 2.88
33% 19 18 13.26 12.63 3.04 2.93
34% 2.0 18 13.60 12.95 3.09 298
35% 20 1.9 13.94 13.28 314 3.03
36% 21 19 14.30 13.62 320 3.08
37% 2.1 20 14.66 13.96 3.26 313
38% 22 2.0 15.04 14.32 3.31 3.19
39% 22 2.1 15.43 14.7 3.37 3.25
40% 23 2.1 15.83 15.08 3.44 3.31
41% 2.3 2.2 16.25 15.48 3.50 3.37
42% 24 22 16.68 15.89 357 343
43% 24 23 17.13 16.31 3.63 35
44% 25 2.3 17.59 16.75 N 3.57
45% 26 24 18.07 17.21 378 3.64

222. Table 9 shows that, given the Commission’s assumptions, the minimum equity ratio for
Alberta utilities should be 37 per cent based on the EBIT analysis, 30 to 38 per cent based on the
FFO/debt analysis and 35 per cent based on the FFO interest coverage analysis. These values
show that, as a result of incorporating a typical amount of CWIP and accounting for the lower
level of income taxes, the minimum equity levels produced by the credit metric analysis in this
decision are somewhat higher than the equity ratios estimated in Tables 13 to 15 of Decision
2009-216.

223. However, as the Commission pointed out earlier in this section, due to a number of
factors, including the impacts of the financial crisis and the impact of large capital additions,
among others, the equity ratios approved in Decision 2009-216 somewhat exceeded the levels
indicated by the credit metric analysis in that decision. In particular, Table 9 above demonstrates
that by and large, the currently approved equity ratios of the Alberta utilities meet or exceed the
minimum levels determined by the credit metric analysis. In light of these factors, the
Commission considers that no across-the-board increase to the currently approved equity ratios
for the Alberta utilities is warranted.

1! As discussed in Exhibit 209, Attachment 2 to the Utilities argument, Ms. McShane calculated the EBIT
coverage ratios using the S&P methodology, which includes the equity portion of an allowance for funds used
during construction (AFUDC) in EBIT component. The Commission used the DBRS methodology, which
excludes the equity portion of AFUDC from earnings, resulting in more conservative estimates. However, under
the five per cent CWIP assumption, the difference between the two methods is minimal.
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5.4 Ranking risk by regulated sector

224. In previous GCOC decisions, the Commission ranked the riskiness of the various utility
sectors in Alberta based on an analysis of business risk. Business risk affects the perceived
uncertainty in future operating earnings and hence determines the capacity for a business to be
financed with debt as opposed to equity.

225. In Decision 2009-216, the Commission observed that the electric transmission sector had
the least risk. The Commission also found that, in general, the electricity distribution segment
was slightly more risky than the electric transmission sector. The Commission agreed that ATCO
Gas had a similar level of business risk compared to electric distribution companies, and that
AltaGas was more risky than ATCO Gas due to its small size. ATCO Pipelines (transmission)
was found to be more risky than ATCO Gas (distribution).'®

226. In the current proceeding, none of the expert witnesses put forward evidence which
would indicate materially changed business risks for the utility sectors since Decision 2009-216,
with the exception of ATCO Pipelines in light of the integration with Nova Gas Transmission
Ltd. (NGTL).

227. In particular, the Utilities recommended no adjustment, generic or company specific, to
capital structures due to the recognition of high levels of contributions in aid of construction
(CIAC).™ The Utilities recommended that compensation for high levels of CIAC occur by way
of a management fee, as discussed in Section 6 below. The same argument was put forward by
the UCA.™

228.  As well, the Utilities pointed out that their assessment of the business risks upon which
their deemed capital structure recommendations was based did not reflect consideration of the
potential of changed risks associated with the implementation of a PBR regime in the near future.
The Utilities reasoned that, until the specifics of the form of PBR to which any given utility
becomes subject are known, a grounded assessment of changes in risk cannot be made.'®

229. Furthermore, parties to this proceeding submitted that they were not aware of any
adjustments to capital structure that would be required to accommodate growth above the
historic trend. The UCA submitted that, to the extent that credit related issues have arisen in the
context of mandated transmission builds by Alberta TFOs, those have been, or will be, addressed
through utility specific measures like including CWIP in rate base or allowing the collection of
future income taxes."® The Utilities supported this view.'’

Commission findings

230. The Commission has evaluated the expert evidence of witnesses representing interested
parties to this proceeding, and agrees that business risks for Alberta utilities have not changed
materially since 2009, with the exception of ATCO Pipelines.

%2 Decision 2009-216, paragraphs 370-371.

Exhibit 209, Utilities argument, paragraph 154.
154 Exhibit 210.02, UCA argument, paragraph 201,
Exhibit 209, Utilities argument, paragraph 155.
1% Exhibit 210.02, UCA argument, paragraph 213,
Exhibit 209, Utilities argument, paragraph 156.
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231. Consequently, the Commission reaffirms its findings in the 2009 GCOC decision. In
particular, as outlined in Decision 2009-216,'® the Commission finds that the electric
transmission sector has the least risk. The electricity distribution segment is slightly more risky
than the electric transmission sector. ATCO Gas has a similar level of business risk as compared
to electric distribution companies. Due to its small size, AltaGas is more risky than ATCO Gas.

232. The Commission findings with respect to the impact of CIAC are presented in Section 6
of this decision.

55 Further company-specific considerations

233. The Commission now turns to a consideration of further adjustments to the equity ratios
of individual companies based on their specific business risks.

5.5.1 Adjustment for non-taxable status

234. In Decision 2009-216, the Commission affirmed the two percentage point adjustment to
common equity ratios for non-taxable utilities, initially approved in Decision 2004-052, on the
basis of higher earnings volatility and a negative impact on credit metrics. This adjustment
applied to ENMAX and EPCOR utilities and was extended to FortisAlberta, since at the time of
the 2009 GCOC decision FAI anticipated being a non-taxable entity until at least 2013.'%

235. In this proceeding, Ms. McShane noted that, to fully reflect the impact of non-taxability
on pre-tax interest coverage ratios, the common equity adjustment would need to be six per cent.
Notwithstanding this, the Utilities submitted they supported the findings of the Commission and
its predecessor that two percentage points increase is warranted and recommended that this
adjustment for non-taxable status continue to apply.'®

236. Ms. McShane also indicated that, based on FortisAlberta’s assessment, it will collect zero
income taxes in rates through at least 2016 and, therefore, FortisAlberta remained a de facto non-
taxable entity for purposes of this proceeding.”® As such, in this proceeding, each of the non-
taxable utilities (ENMAX and EPCOR as legally non-taxable and FortisAlberta as de facto non-
taxable) were seeking a deemed capital structure that continued the treatment established in
Decision 2009-216 and Decision 2004-052.

237. The UCA submitted that the additional two per cent equity thickness that has been
provided to non-taxable utilities due to their higher earnings volatility was not reasonable or
necessary. Specifically, the UCA indicated that the argument regarding increased earnings
volatility assumes that any variance in earnings is symmetrical when in fact over-earning is more
common. Relying on the data on historical earned ROEs relative to allowed ROEs provided by
the Commission in Exhibit 161, the UCA submitted that Alberta utilities are more likely to over-
earn their allowed returns than to under-earn, and the benefit of the same amount of over-earning
increases with a lower tax rate.'®

'8 Decision 2009-216, paragraphs 370-371.

%9 Decision 2009-216, paragraphs 383-384.

180 Exhibit 209, Utilities argument, paragraph 141.

181 Exhibit 86.01, Kathleen McShane Opinion, page 32, lines 812-817.
'8 Exhibit 210.02, UCA Argument, paragraphs 190-193,
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238. During the hearing, Dr. Roberts provided the following explanation on this point:

21 Another point I might add is that if a company

22 is not taxable, and it earns, let's say, an extra million
23 dollars, it gets to keep 1 million, whereas if it's taxable,
24 it gets to keep less because part of it has to go to the

25 Canada Revenue Agency.'®

239.  As such, the UCA argued that, in practice, non-taxable status benefits utility shareholders
on average by increasing their expected effective ROE relative to the effective ROEs for taxable
utilities. In light of this practical benefit, the UCA submitted that there is no need to continue
providing shareholders of non-taxable utilities with an even further benefit in the form of a
higher allowed equity ratio. The UCA argued that the shareholders of non-taxable utilities are
already better off, in terms of their expected return, than shareholders of taxable utilities, and that
effect must at least offset whatever minor volatility disadvantage is associated with non-taxable
status.'®

240. In addition, the UCA submitted that, even if the Commission were to maintain the
additional two per cent equity for ENMAX and EPCOR, this adjustment should not apply to
FortisAlberta which, although temporarily not paying or collecting tax, remains a taxable utility.
The UCA submitted that this situation would eventually reverse and FortisAlberta was just as
taxable as every other utility.'®

241. In reply, the Utilities submitted that the document identified as Exhibit 161 contained not
just data publicly filed by the Utilities as part of the AUC Rule 005 reports, but adjustments
which purport to alter that data. Therefore, the Utilities argued that this document could not form
an evidentiary basis for any conclusions proffered by the UCA in its argument, or reached by the
Commission in its decision.'®

Commission findings

242. The Commission acknowledges that historical ROE data provided in Exhibit 161, along
with the publicly available Rule 005 numbers, contain Commission staff calculations. Indeed,
recognizing this fact, the Commission invited the Utilities to comment on the numbers provided
in Exhibit 161, either through supplemental filings or in argument.'” The Utilities did not
provide any comments on the data in Exhibit 161. Nevertheless, the issue of whether this
document can be used as evidence in this proceeding is not germane to the Commission’s
determination on this matter.

243. In the Commission’s view, the UCA’s argument that the additional two per cent equity
thickness for non-taxable utilities was not necessary fails to account for the fact that the active
constraint on the minimum equity ratios is the risk tolerance of debt investors, and not equity
investors. Debt investors are concerned by, and could be affected by, the downside risk of an
earnings shortfall. In addition, it is equity investors and not debt investors that benefit from
upside risk. This is because unlike equity investors, debt holders can not gain more than the

Transcript, Volume 6, page 771, lines 21 to 25,

164 Exhibit 210.02, UCA Argument, paragraph 195.

"% Ibid., paragraphs 196-199.

Exhibit 220.02, Utilities reply argument, paragraphs 101-104.
Transcript, Volume 1, page 15, line 7 to page 16, line 6.

44 « AUC Decision 2011-474 (December 8, 2011)



Maritime Link CA IR-1 Attachment 9 Page 51 of 115

2011 Generic Cost of Capital

promised interest rate, even if the company performs unusually well. For these reasons, debt
investors focus on downside risk, not upside.

244.  As such, the Commission reaffirms its findings in Decision 2009-216 that, while income
tax exempt status lowers a company’s costs, it increases the volatility of earnings and decreases
interest coverage ratios, and thereby adds to risk from the debt holder’s perspective.
Accordingly, the Commission will maintain the addition of the two percentage point increase to
the equity ratios of income tax exempt utilities.

245. With respect to FortisAlberta, the Commission notes that it became a de facto non-
taxable entity in 2006, and is expected to persist in this status at least through 2016."® As such,
the Commission considers that this situation cannot be characterized as short run non-taxability.
The Commission agrees with the UCA that eventually FortisAlberta will have the same income
tax liability as any other taxable entity. However, given the expected duration of FortisAlberta’s
de facto non-taxable status, the Commission does not share the UCA’s view that higher earnings
volatility associated with non-taxability will be offset by reduced earnings volatility during the
future periods over which this findings this decision will apply.

246. Therefore, in the Commission’s view, it is warranted to treat FortisAlberta as a non-
taxable entity for the purposes of this proceeding, since it has not collected any income taxes
since 2006 and is not expected to until at least 2016. This status would change if FortisAlberta
became an income tax paying entity or if the Commission were to change from the flow through
method of accounting for income taxes for regulatory purposes to normalized taxes or another
similar method in the future.

5.5.2 Transmission facility owners and the risk of stranded assets

247. During the hearing, the AESO suggested that ratepayers rather than utility shareholders
are at risk for stranded TFO assets.'® The Commission invited the parties to comment on
whether this reality needs to be considered in the risk assessment for the TFOs.

248. The UCA submitted that the AESO’s position was likely consistent with the practice in
most regulatory jurisdictions and with the expectations of the Utilities. The UCA expressed its
opinion that any consideration of where the burden of stranded assets should fall is likely to be
fact-specific, and therefore, it would not be appropriate to consider this matter generically in the
current proceeding, especially considering that it was not in the original scope."”

249. The Utilities expressed similar concerns with the inclusion of this matter as part of this
proceeding and pointed out that to date, there have been no examples of stranded assets for either
transmission or distribution utilities. The Utilities implied that the AESO’s position was
consistent with regulatory compact, under which tariffs should provide the opportunity to
recover the costs of prudent investments in the system. As such, the Utilities submitted that the
business risks of the utilities have not materially changed."”

250. The CCA argued for symmetry and reciprocity in the treatment of utility gains and losses.
Citing portions of the Stores Block decision, the CCA stated that if gains from the sale of assets

168 Exhibit 86.01, Kathleen McShane opinion, page 32, lines 812-817.
» Transcript, Volume 3, page 493, line 22 to page 494, line 13.

' Exhibit 210.02, UCA argument, paragraph 214,

" Exhibit 209, Utilities argument, paragraphs 158 and 159.
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which are not used and useful are to the account of the utility shareholder, losses should also be
to the account of the utility shareholder. Therefore, in the hypothetical example on the record, the
CCA submitted it did not agree with the position of the AESO.'"

Commission findings

251. Asset out in Section 7 below dealing with the proposed Rider I concept, the Commission
does not share the AESO’s view that ratepayers, rather than utility shareholders, are at risk for
stranded TFO assets. Specifically, as outlined further in this decision, the Commission considers
that any stranded assets should not remain in rate base.

252. The Commission acknowledges that this finding may have certain implications for the
quantum of business risks of the transmission utilities. However, as both the Utilities and the
AESO'" pointed out, to date, there have been no examples of stranded assets in Alberta.
Furthermore, the Commission considers that any assessment of risk associated with the potential
for stranded assets, for the purposes of adjusting capital structure, would be best dealt with on a
case-specific determination when the situation arises. Therefore, the Commission will not
consider this factor in its risk assessment for TFOs for the purposes of this proceeding.

55.3 ATCO Pipelines’ system integration with NGTL

253. In September 2008, ATCO Pipelines and Nova Gas Transmission Ltd. (NGTL) reached
an agreement under which the two companies would combine physical assets and offer a single
suite of services to provide gas transmission service. This integration was expected to be
completed on October 1, 2011. Consequently, parties to this proceeding proposed a change in
ATCO Pipelines’ post-integration capital structure to reflect the altered risk profile of the
company.

254. 1In her evidence, Ms. McShane indicated that because there have been no fundamental
changes in the capital markets or ATCO Pipelines’ requirements for access to debt capital, there
was no reason to revisit the capital structure established in Decision 2009-216."* Furthermore,
ATCO Pipelines pointed to Decision 2010-228," which provided that its common equity ratio
for 2011 would not take into account post integration factors.'” As such, ATCO Pipelines
requested approval of a common equity ratio of 47 per cent for 2011, which was reflective of the
2010 approved ratio of 45 per cent and the across-the-board two percentage points increase
proposed by the Utilities.

255. ATCO Pipelines further submitted that although its post-integration business risk will
decrease, it will still be higher than business risk of the Alberta electric distribution utilities. This
conclusion was based on the assessment of the following risk factors:'”’

e competition for both gas supply and markets, which has decreased with NGTL, but has
increased with Alliance Pipelines

172

7 Exhibit 211, CCA argument, paragraph 42.

Transcript, Volume 3, page 493 lines 3 to 5.

'™ Exhibit 80.01, Kathleen McShane opinion on capital structure for ATCO Pipelines, page 7, A8.

1% Decision 2010-228: ATCO Pipelines. 2010-2012 Revenue Requirement Settlement and Alberta System
Integration, Application No. 1605226, Proceeding ID No. 223, May 27, 2010.

'8 Decision 2010-228, paragraph 88.

T Exhibit 208, ATCO Pipelines argument, paragraph 5.
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e supply risk arising from continued decline of the Western Canada Sedimentary basin
(WCSB) reserves and especially those within ATCO Pipelines’ operating footprint

e construction and financing risk, due to the doubling of ATCO Pipelines’ annual capital
expenditures

256. Asaresult, ATCO Pipelines requested a 44 per cent common equity ratio for 2012,
which was the mid-point between the 41 per cent common equity ratio recommended by

Ms. McShane for gas and electric distribution utilities and the 47 per cent recommended
common equity ratio for 2011 for ATCO Pipelines.'” ATCO Pipelines also argued that the
recommended equity ratio of 44 per cent takes into account maintenance of its creditworthiness
and financial integrity, assurance that it contributes its fair share to the maintenance of the credit
ratings of its parent, and the opportunity to earn an overall return commensurate with
investments of comparable risk.'”

257. Dr. Booth, testifying on behalf of CAPP, pointed out that with integration, ATCO
Pipeline’s revenue requirement will be paid by NGTL like any other cost of NGTL doing
business and ahead of NGTL paying anything to its shareholders. Dr. Booth indicated that this
arrangement was very similar to the way in which Alberta electric transmission utilities recover
their system costs from the distributors via the Alberta Electric Systems Operator (AESO), and
the only real question was the risk of NGTL not being able to make those payments.'®

258. In that regard, CAPP’s witness noted that the combined ATCO Pipelines and NGTL
systems sit on top of vast natural gas resources that will provide gas for many decades to come.
Based on his analysis of available reports and forecasts, Dr. Booth noted that unconventional
supplies will dramatically impact total production from the WCSB, where the growth in Horn
River and Montney supply will offset the decline in conventional production.” As a result,
CAPP argued that with these new supplies, ATCO Pipelines’ supply risk has significantly
reduced.

259. CAPP also submitted that ATCO Pipelines’ competition risk was significantly reduced
post integration, since the impact of any successful competition by Alliance Pipelines was no
longer borne by ATCO Pipelines by itself, but rather by the combined ATCO Pipelines/NGTL
system. Based on the above considerations, CAPP concluded that ATCO Pipelines’ risk of not
receiving its revenue requirement was no higher than that of Alberta TFOs and recommended
that the Commission use a similar common equity ratio of 35 per cent for ATCO Pipelines in
2012.'%

260. Mr. Marcus, testifying for the UCA, submitted that competitive and market risks will no
longer be present for ATCO Pipelines post-integration. Therefore, Mr. Marcus stated that ATCO
Pipelines will be similar in risk to an electric transmission utility, which receives fixed payments
for services from the AESO.'™ Given this analysis, Drs. Kryzanowski and Roberts recommended
a common equity ratio of 42 per cent for 2011, unchanged from their recommendation made in

'8 Exhibit 80.01, Kathleen McShane opinion on capital structure for ATCO Pipelines, page 18, A21.
179 Exhibit 208, ATCO Pipelines argument, paragraph 6.

180 Exhibit 78.02, evidence of Laurence D. Booth, paragraph 205.

"8 Ibid., paragraph 208; Exhibit 207.02, paragraphs 94-95.

'8 Exhibit 207.02, CAPP argument, paragraph 97.

18 Exhibit 81.04, prepared testimony of Mr. William B. Marcus, page 13, lines 3-10.
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2009. For 2012, they recommended a common equity ratio of 30 per cent, due to the elimination
of competition with NGTL."®

261. The CCA also expressed its opinion that ATCO Pipelines faces significant reductions to
its business risks after integration and indicated that the company will be in danger of not
recovering its revenue requirement only in the case of a default by NGTL. With respect to the
competition from Alliance Pipelines, the CCA submitted that this risk may not materialize within
the test years of this proceeding.'®

262. As aresult, the CCA argued that ATCO Pipelines’ risks are no different from the risks
faced by NGTL and recommended the equity thickness of 40 per cent in 2012, as awarded to
NGTL by the National Energy Board. For 2011, the CCA recommended an equity ratio of

42 per cent, which is a weighted capital structure of 75 per cent pre-integration and 25 per cent
post-integration, based on October 1, 2011 as the integration effective date.

Commission findings

263. In Decision 2010-228, dealing with ATCO Pipelines’ 2010-2012 revenue requirement
settlement and system integration, the Commission accepted the approach proposed by the
parties to that proceeding and agreed that ATCO Pipelines’ equity ratio for 2010 and 2011 will
exclude the impact of integration, while 2012 shall take integration into account.'® Therefore, the
Commission will base its determinations on ATCO Pipelines’ 2011 common equity ratio taking
into account any across-the-board adjustments applicable to all utilities, but without considering
the impact of integration.

264. Furthermore, in Decision 2010-228 the Commission explained that post integration,
ATCO Pipelines will collect its Commission approved revenue requirement through a monthly
charge to NGTL, the ATCO Pipelines (AP) Charge. NGTL’s revenue requirement, including the
AP Charge, will be collected from customers using the combined regulated ATCO Pipelines and
NGTL gas transmission systems, the Alberta System. Customers would pay one toll for use of
the Alberta System and be subject to a single tariff with a single set of terms and conditions of
service.'"

265. All parties to this proceeding acknowledged that with this arrangement, the only risk of
ATCO Pipelines not recovering its revenue requirement is if NGTL was unable to make its
payments. As such, the Commission considers that in 2012, the business risks faced by ATCO
Pipelines have been significantly reduced through its integration with NGTL.

266. The UCA and CAPP witnesses argued that the business risk of ATCO Pipelines post
integration is comparable to the risk of Alberta TFOs, which recover their revenue from the
AESO. However, the Commission considers that this comparison is not entirely accurate. Unlike
the AESO, the combined ATCO Pipelines/NGTL system faces certain competition and supply
risks (as presented in the Utilities” argument), which should be taken into account.

267. In light of the above considerations, the Commission finds that ATCO Pipelines’ post
integration business risk is higher than the level of risk faced by the electric transmission sector,

184 Exhibit 210.02, UCA argument, paragraphs 202-204.
'8 Exhibit 211, CCA argument, paragraph 55.

'8 Decision 2010-228, paragraph 91.

" Ibid., paragraph 115.
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but is somewhat lower than the risk of electric and gas distribution sectors. The Commission’s
determination on ATCO Pipelines’ capital structure for 2012 presented in Section 5.6 below
reflects these findings by setting the equity ratio at the average of those two sectors.

268. The Commission does not consider that this determination will have a significant impact
on ATCO Pipelines’ credit metrics. In the Commission’s view, setting the equity ratio for ATCO
Pipelines at the midpoint of that of the TFOs and the distribution utilities will be sufficient to
attain the minimum credit metrics associated with credit ratings in the A range. This follows
logically because the Commission will award equity ratios to those two sectors designed to
achieve A ratings and the Commission has found that ATCO Pipelines’ risk is midway between
the risk of those two sectors. Furthermore, the Commission considers that if, after assessing the
impacts of this decision, ATCO Pipelines remains concerned about its credit metrics, this matter
can be addressed at the time of its next GTA.

554 Additional concerns raised by the UCA

269. As discussed in sections above, the UCA based its recommendations on the capital
structures for the Alberta utilities based on Drs. Kryzanowski and Roberts opinion that:

e atwo percentage point reduction was justified as credit markets have normalized
e the two percentage point increase awarded to the non-taxable utilities should be removed
e consideration of CWIP and lower tax rate in the credit metric analysis was not necessary

270. The Commission dealt with these recommendations in the sections above. In addition to
these recommendation, Drs. Kryzanowski and Roberts suggested further reductions to equity
ratios awarded in 2009 decision for certain utilities.

271. In particular, the UCA witnesses recommended that ENMAX TFO’s equity ratio be set at
30 per cent, which is three percentage points lower than the EPCOR TFO’s common equity ratio.
The basis for Drs. Kryzanowski and Roberts’ recommendation was that ENMAX Transmission
had lower asset growth as compared to other TFOs in the province, and as such, its business risk
(in particular, the asset replacement risk) was lower.,'®

272. Additionally, Drs. Kryzanowski and Roberts recommended differentiating the common
equity ratios of ATCO Electric TFO and AltaLink. According to the UCA witnesses’
calculations, taking into account the relief measures provided in Decision 2011-134,'® a

34 per cent equity ratio was sufficient to maintain ATCO Electric’s credit metrics above the
minimum levels.'®

273. Drs. Kryzanowski and Roberts also recommended that the equity ratio for ATCO Gas be
set at 34 per cent, which was one percentage point lower than their suggested equity ratio for

'8 Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, page 81.

% Decision 2011-134: ATCO Electric Ltd., 2011-2012 Phase I Distribution Tariff, 201 1-2012 Transmission
Facility Owner Tariff, Application No. 1606228, Proceeding ID No. 650, April 13, 2011.

%0 Exhibit 146.02, rebuttal evidence submitted on behalf of the UCA, paragraphs 139-143,
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electric distribution companies. The UCA witnesses indicated that the lower ratio for ATCO Gas
reflects the reduction in business risk from its weather deferral account.'’

274. Finally, the UCA pointed out that Drs. Kryzanowski and Roberts recommended a
90 basis point flexibility adjustment to the allowed return on equity to further ensure that the
utilities are capable of maintaining a credit rating in the A range.

275. The Utilities argued that there was no legitimate basis for distinguishing between the
capital structures of ENMAX and EPCOR TFOs. As well, the Utilities submitted that the
evidence in this proceeding did not support the view that ATCO Electric TFO and AltaLink
should have different common equity ratios on a generic basis. The Utilities submitted that both
of these proposals violated the standalone principle. In addition, the Utilities argued that any
individual differences among the awarded common equity ratios should be made on company
specific basis as part of the GTA process, and not during the GCOC process.

Commission findings

276. The approach of UCA and Drs. Kryzanowski and Roberts of adding 90 basis points to a
common ROE in support of credit metrics presents some difficulties for the Commission.

277. In Decision 2004-052, the Commission’s predecessor applied a generic ROE to all
utilities and addressed the need for any utility-specific adjustments to the common ROE through
the capital structure. Moreover, the board indicated that unique utility specific adjustments to the
common ROE should only be made in exceptional circumstances where adjusting capital
structure alone is not sufficient to reflect the investment risk for a particular utility.'

278. In Decision 2009-216, the Commission reiterated that it will adjust for any differences in
risk among the utilities by adjusting their individual equity ratios.'® The Commission has
reaffirmed its adherence to this approach in this decision as well. As such, the UCA’s approach
to add 90 basis points to the ROE on order to support an A category credit rating contradicts the
approach taken by the Commission.

279. Additionally, the UCA’s proposal makes it difficult to compare its recommendations to
those of the other participants or even to the 2009 GCOC decision. In order to assess the UCA’s
ROE recommendation on a comparable basis, one could perhaps deduct the 90 basis points
adder. But this was not the position of the UCA and so the Commission does not favour this
approach. Besides, if the Commission were to deduct the 90 basis points from the UCA’s ROE
recommendation, it is not clear what amount, if any, should be added to the UCA’s equity ratio
recommendations. Furthermore, the UCA did not present any analysis to show that an adder to
the ROE was a more cost effective way to support an A range credit rating than adjusting to a
higher equity ratio.

280. Given these considerations, the Commission has evaluated the UCA’s ROE and equity
ratio recommendations as if they were independent of each other.

281. The UCA’s credit metric analysis and resulting recommendations on the common equity
ratios for the Alberta utilities were based on the assumptions that CWIP and lower income tax

18" Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, paragraph 414.
%2 pecision 2004-052, pages 14 and 15.
'3 Decision 2009-216, paragraph 78 and 221.

50 » AUC Decision 2011-474 (December 8, 2011)



Maritime Link CA IR-1 Attachment 9 Page 57 of 115

2011 Generic Cost of Capital

rates are not included in the credit metric calculations.”™ As detailed in Section 5.3.2 above, the
Commission did not agree with this premise.

282. Furthermore, the UCA’s approach of differentiating capital structures of ENMAX and
EPCOR TFOs, ATCO Electric and AltaLink TFOs, as well as further distinguishing between the
capital structures of ATCO Gas and AltaGas, runs contrary to the Commission findings in
Section 5.4 above and the UCA’s own evidence that business risks have not materially changed
since 2009.'*

283. For example, the UCA indicated that its recommended equity ratio for ATCO Gas of

34 per cent was one percentage point lower than equity ratio of electric distribution companies
due to the reduction in business risk from its weather deferral account. However, the
Commission already considered this matter when determining the common equity ratios in 2009.
As presented in Decision 2009-216, the Commission acknowledged the existence of the weather
deferral account and determined that that ATCO Gas has a similar level of business risk
compared to electric distribution companies.'®®

284. More importantly, Drs. Kryzanowski and Roberts acknowledged that their proposed
equity ratios for ENMAX Transmission and ATCO Pipelines (in 2012), were inconsistent with
the minimum equity ratios observed by the Commission.'’

285.  For these reasons, the Commission does not accept the UCA’s recommendations
regarding further reductions in equity ratios for ATCO Electric and ENMAX TFOs, as well as
ATCO Gas.

5.6 Conclusion regarding required capital structures

286. The Commission has examined a number of factors that are relevant to determining the
required equity ratios. These include a consideration of the recent developments in credit
environment, the levels of key credit metrics that are associated with the actual credit ratings of
relatively pure-play Canadian utilities, and certain utility-specific adjustments.

287. Two factors that could potentially impact the electric transmission sector were also
examined; the impact of above historic trend growth and any risk associated with the potential
for stranded transmission assets. Finally, several other factors specific to certain individual
utilities were examined. These included the non-taxable status of a number of the utilities, the
competitive situation facing ATCO Pipelines following its integration with NGTL, and
differentiation of equity ratios among certain utilities as proposed by the UCA.

288.  Accordingly, the Commission makes the following findings:

1.  There is no need to reverse the adjustment to the Alberta utilities’ capital structure that
was provided in Decision 2009-216 to account for the financial crisis, because the effects
of the financial crisis have not completely abated.

1% Exhibit 210.02, UCA argument, paragraph 222.

Exhibit 81.02, prepared testimony of Drs. Kryzanowski and Roberts, paragraphs 238 and 286.
1% Decision 2009-216, paragraphs 368, 371 and 412,

Ibid., paragraph 221.
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2.  The credit metric analysis of relatively pure-play Canadian utilities indicates that in order
to target a credit rating in the A range: (i) the minimum equity ratio for Alberta utilities
should be 37 per cent based on EBIT analysis, 30 to 38 per cent based on FFO/debt
analysis and 35 per cent based on FFO interest coverage analysis; (ii) the minimum
equity levels produced by the credit metric analysis in this decision are somewhat higher
than the equity ratios estimated in Tables 13 to 15 of Decision 2009-216, however (iii)
since the equity ratios approved in the 2009 GCOC decision meet or exceed the minimum
levels recommended above, no across-the-board increase to the currently approved equity
ratios for the Alberta utilities is required.

3. The business risk analysis does not indicate that there have been major changes in the
relative risks of the various utilities segments, with the exception of ATCO Pipelines
following its integration with NGTL. Hence, as in the case of the 2009 decision, any
increase in equity ratios should be relatively uniform across the sectors and individual
utilities unless utility-specific considerations require otherwise.

289. Given the Commission determinations with respect to the effects of the financial crisis,
the results of the credit metric analysis, and the Commission’s finding that the relative risks of
the various utilities segments have not changed, the Commission finds that no across-the-board
increase to the currently approved equity ratios for the Alberta utilities is necessary.

290. The Commission will now consider the need for any company-specific adjustments to
equity ratios.

ATCO Electricand AltaLink TFOs

291. Asdiscussed earlier in this decision, recognizing the need to mitigate the impacts of the
large capital build on ATCO Electric TFO and AltaLink TFO credit metrics, the Commission
recently approved relief measures for these two companies in Decision 2011-134 and Decision
2011-453, respectively. These measures included the suspension of the current accounting
treatment for CWIP (also known as CWIP in rate base) and approval for the future income tax
method.

292. However, the credit metric relief packages approved for these transmission companies
were based on the 2009-2010 approved ROE level of nine per cent, not the 8.75 per cent ROE
approved in this decision for 2011 and 2012. With this reduction in the level of allowed return,
the Commission considers that these two TFOs will not be afforded the level of relief intended in
those decisions. In order to maintain the level of relief intended in Decision 2011-134 and
Decision 2011-453, the Commission awards a one percentage point equity increase in the capital
structure of ATCO Electric TFO and AltaLink TFO.

ATCO Pipelines

293.  As detailed in Section 5.5.3 above, ATCO Pipelines’ equity ratio for 2011 would be
reflective of any common adjustments applicable to all utilities, but without considering the
impact of integration. Therefore, ATCO Pipelines is awarded a 45 per cent equity ratio for 2011,
unchanged from its currently approved level.
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294. In 2012, ATCO Pipelines’ equity ratio is set at 38 per cent, which represents the mid-
point between the awarded equity ratios for the electric transmission and electric distribution
sectors (without considering the extra adjustment for the tax-exempt utilities).

Table 10.  Equity ratio findings

Last 2011 Change in approved
approved approved common equity ratio
(%) (%) (%)

Electric and Gas Transmission
ATCO Electric TFO 36 37 1
AltaLink 36 37 1
ENMAX TFO 37 37 no change
EPCOR TFO 37 37 no change
RED Deer TFO 37 37 no change

| Lethbridge TFO 37 37 no change
TransAlta 36 36 no change

- 45 for 2011 no change for 2011

TGO Posings il 38 for 2012 (7) for 2012
Electric and Gas Distribution
ATCO Electric DISCO 39 39 no change
ENMAX DISCO 41 41 no change
EPCOR DISCO 4 41 no change
ATCO Gas 39 39 no change
FortisAlberta 41 4 no change
AltaGas 43 43 no change
5.7 Future adjustments to capital structure

295. The equity ratios awarded in this proceeding will remain in place until changed by the
Commission. Individual utilities, or interveners, may apply for changes to equity ratios on the
basis of significantly changed circumstances.

6 Management fee matters

6.1 Background

296. The Utilities proposed a management fee as compensation for the provision of service
involving assets funded by customer contributions in aid of construction (CIAC). The concept of
a management fee had been previously proposed by ATCO Electric in its 2009-2010 General
Tariff Application (Proceeding ID No. 86) and AltaLink in its 2009-2010 TFO Tariff
Application (Proceeding ID No. 102). The proposed management fee applied for in those
applications was intended to provide compensation for the risks and value of service associated
with ownership, operation and maintenance of assets financed by CIAC. In Decision 2009-087'%
in respect of ATCO Electric’s 2010-2011 General Tariff Application, the Commission stated:

The Commission finds that consideration and evaluation of CIAC and related
compensation to the utility could be more efficiently and effectively addressed going
forward at a generic proceeding, which would allow for a more detailed review of all

1% Decision 2009-087: ATCO Electric Ltd., 2009-2012 General Tariff Application — Phase I, Application No.
1578371, Proceeding ID. 86, July 2, 2009.
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relevant issues at one time by all potentially affected parties. The Commission will advise
all parties in the near future as to the process that will be established.'

]200

297. The Commission issued a similar finding in Decision 2009-151" in respect of AltaLink’s

2009-2010 TFO Tariff Application.

298. By letter dated December 16, 2010, the Commission determined that the consideration of
a management fee would be included in the scope of this proceeding.

299. The Utilities engaged Ms. McShane to assist in developing its position in respect of the
proposed management fee. Ms. McShane provided the following conclusions in her evidence in
respect of the proposed management fee:

o The proportion of CIAC to total regulated assets for the Alberta Ultilities in the composite
is materially higher than for the typical non-Alberta utility.

o CIAC relates to assets that are constructed, owned, managed and operated by the utilities,
but for which no compensation in the form of return, margin or fee is provided, despite
the fact that the utilities bear risks related to them.

e The root cause of the size of the CIAC is the existing investment and contribution
policies. Amending investment policies is required but the mitigation will only occur
over time and the Alberta Utilities should be afforded compensation for services rendered
with respect to facilities funded in whole or in part by CIAC.

e The approach adopted to determine the amount of compensation that is reasonable for
CIAC funded assets has been derived from the increase in the cost of equity that results
from the reduction in the utilities’ effective equity ratio due to the presence of debt-like
CIAC. The compensation determined from this analysis, estimated as a return on CIAC,
is two per cent. For taxable utilities the two per cent margin needs to be grossed up for
income taxes to allow the utilities to earn the two per cent margin on an after-tax basis.
The two per cent estimated return is supported by applying the approach used in the past
by the Ontario Energy Board (OEB) to derive a reasonable return for deferred tax
balances.

e The proposed two per cent return would be applied to CIAC balances that exceed
four per cent of total rate base, inclusive of CIAC. The four per cent threshold was based
on the average contributions as a per cent of gross rate base for nine non-Alberta
regulated utilities as provided in Table 1 of Ms. McShane’s evidence.

e The existing capital structures and ROE’s, which were awarded in the absence of any
consideration of CIAC, do not provide any compensation for CIAC.”"'

300. Ms. McShane stated that, in the absence of significant rate base upon which to determine
a reasonable return, regulators have adopted alternative methodologies to provide a measure of
return to the regulated utilities and noted the following examples:

% Decision 2009-087, paragraph 38.

20 Decision 2009-151: AltaLink Management Ltd. And TransAlta Corporation, 2009 and 2010 Transmission
Facility Owner Tariffs, Application No. 1587092 and Application No. 1594573, Proceeding ID. 102, October 2,
2009.

2 Exhibit 86.01, opinion on management fee and Rider I, lines 27-73.
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e The Commission and its predecessors have adopted the concept of a return margin in the
case of regulated rate tariffs where there is little rate base.

e The Independent Assessment Team?” recommended the adoption of a minimum return
margin in respect of the power purchase agreements related to the heritage electricity
generation plants to address the issue of rising operating leverage as the generating plants
reached the end of their accounting lives.

e The Federal Energy Regulatory Commission (FERC) adopted a management fee in cases
of pipelines that are largely depreciated.?®

301. Ms. McShane stated that the point of departure for the recommended approach is the
recognition that (1) the higher the level of CIAC relative to the total rate base, the higher is the
operating leverage; and (2) the higher the level of CIAC relative to total capital (inclusive of
CIAC) the higher is the financial risk. Ms. McShane noted that operating leverage referred to the
sensitivity of the earned return on rate base to unanticipated changes in revenues and/or costs.?

302. The Utilities’ management fee proposal centered, however, on the issue that CIAC relates
to assets that are constructed, owned, managed and operated by the Utilities, but for which no
compensation in the form of return, margin or fee is provided despite the fact that the Utilities
bear risks related to these assets and use them to provide valuable services.?®

303. Conceptually, the management fee proposed by the Utilities involves a fee that would be
included in the revenue requirement calculated as two per cent of each utility’s remaining
unamortized CIAC balance in excess of four per cent of its total assets. The Utilities summarized
the calculation of the annual management fee in their argument as follows:

The annual Management Fee should be calculated by (1) summing the mid-year approved
CIAC balance and rate base net of other forms of no cost capital (i.e. mid-year pro-rated
invested capital); (2) calculating 4% of the total; and (3) subtracting the 4% from the
forecast test-year CIAC balance. The resulting balance equals the CIAC eligible for
Management Fee. The management Fee in dollars for each of the Alberta Utilities would
then be calculated by applying the requested 2% to the eligible CIAC balance. For the
taxable utilities, the resulting Management Fee would then be grossed up by the test year
corporate income tax rate.”®

304. The UCA engaged Mr. William B. Marcus to assist in developing its position in respect
of the proposed management fee, among other things. Mr. Marcus, in his evidence, submitted
that he is opposed to the proposed management fee for the following reasons:?”

22 The Independent Assessment Team (IAT) was appointed under provisions included in April 1998 amendments
to the E/ectric Utilities Act. The scope and duties of the IAT were set out in the E/ectric Utilities Act, and were
focused on two major areas: assessment and determination of the PPAs, and design of the auction process (see
Decision U99073: Board Review of the Independent Assessment Team’s Report on Power Purchase
Arrangements and other Determinations (Issued: August 30, 1999)).

28 Exhibit 86.01, opinion on management fee and Rider I, lines 234-265.

24 Exhibit 86.01, opinion on management fee and Rider I, lines 361 to 366.

x Exhibit 86.01, opinion on management fee and Rider I, lines 216-224.

Exhibit 209.01, Utilities argument, paragraph 260.
A7 Exhibit 81.04, prepared testimony Mr. William B. Marcus, pages 43 and 44.
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e [t upsets the regulatory compact, where a utility earns a return on invested capital
commensurate with the company’s business and financial risk, by providing a return on
capital that the utility does not actually invest, even though the business and financial
risks of the entire company - including contributed property —have already been
considered when setting the capital structure and return on equity.

e The proposal made by utilities in the past completely negates the purpose of CIAC by
forcing ratepayers to pay the same equity return on contributed property as they would
pay had the utility simply put everything in rate base and had no contribution policy at
all. All that is saved is the cost of debt.

e Giving shareholders an equity return on contributions without requiring them to actually
invest any equity will enrich shareholders far more than if contributions were simply
abolished. This comparison shows that paying an equity return on contributions will
provide shareholders with an outsized and unreasonable return.

e What is actually being “managed” for contributed property is O&M expense. These
expenses and the cost and risk of managing these expenses are included in rates, and the
increase in contributions has not resulted in a significant increase in the utilities’ total
business risk.

e A management fee for contributions is a solution in search of a problem. Alberta has had
high levels of distribution contributions literally for decades. Contributed transmission
property has increased somewhat in recent years but is still on the order of 10 per cent of
total transmission assets. Many of those assets are in fact contributed by the distribution
company.

305. By letter dated August 5, 2011 the Commission set out a final issues list for argument and
reply. The management fee section of this decision addresses the issues in respect of the
proposed management fee as set out in Attachment 1 to the Commission’s August 5, 2011 letter.

6.2 Views of the parties

6.2.1 Is a management fee compatible with the fair return standard and the paradigm
of paying a return on capital invested in rate base?

306. The Utilities argued that the proposed management fee provides the utilities with fair
compensation for providing valuable services and bearing the risks associated with the
construction, ownership, operation and management of CIAC-financed assets and submitted that
parties objecting to the management fee have ignored the unfairness arising from the utilities’
obligation to provide services in relation to CIAC-financed assets for no compensation.

307. The Utilities also argued that the management fee is compatible with the legal framework
as well as the fair return standard and that it provides for fair compensation for utility services
rendered. Finally, the utilities stated that the management fee constitutes a fee or a just and
reasonable charge for service rather than a fair return, which is legally separate and compensates
the utility for something different. The Utilities stated that the two concepts, though independent
of each other, are complementary.?®

208 Exhibit 209.01, Utilities argument, paragraphs 162 to 165.
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308. The UCA submitted that the type of management fee proposed by Ms. McShane on
behalf of the Utilities is not consistent with the fair return standard or the paradigm of paying a
return on capital invested in rate base. The paradigm is cost-based rates, the UCA submitted,
under which utilities are permitted to charge rates that will give them a reasonable opportunity to
recover their prudently incurred costs, including the cost of the debt and equity capital they have
invested in the business.?®

309. The UCA argued that CIAC collected from customers by the Utilities represents capital
that has been invested by the Utilities that has no cost associated with it. By effectively allowing
shareholders to earn a return on the no-cost capital contributed by third parties, the UCA
submitted, the management fee proposed by the Utilities would enable the Utilities, and
ultimately their shareholders, to earn amounts in excess of their costs, including a fair return on
the equity capital that has been invested by shareholders.?'

310. The CCA agreed with Mr. Marcus and submitted that a management fee is incompatible
with a fair return standard on invested capital. The CCA considered that the use of a
management fee and a fair return on rate base and construction work in progress, or plant held
for future use, results in excessive returns to the utility. The CCA also agreed with Mr. Marcus
that a management fee is inconsistent with cost-based rate-making principles and it is
inappropriate to award a utility a return, in the form of either a return on investment or a
management fee, on the assets financed by customers.?"

311. IPCAA submitted that the Utilities are asking to be compensated as if they had invested
in the customer contributed facilities they are managing. Where facilities have been paid for by
customers through customer contributions, rather than by the utility, IPCAA submitted that there
is no equity injection by the utility and no concomitant risk accompanying such an investment.
IPCAA submitted that the management fee proposal before the Commission is incompatible with
the fair return standard and the paradigm of paying a return on capital invested in rate base.?"?

312. IPCAA submitted in reply argument that the Utilities receive cost of service
compensation for the operation, maintenance and ‘management’ of CIAC-financed assets, so the
Utilities statement in argument that “the Utilities receive no compensation relating to CIAC-
financed assets” is incorrect and that compensation may or may not include a profit component.
The Utilities, [IPCAA submitted, as with all utilities in Alberta (and almost all of North America)
are regulated on a cost of service basis and receive recovery of all reasonably incurred costs for
services rendered. The Ultilities receive such compensation for all CIAC assets, IPCAA argued,
and no other form of compensation is warranted or indeed permitted.?™

313. IPCAA noted that the Utilities themselves state, with respect to the risk of stranded TFO
assets, that “the regulatory compact in Alberta has been such that tariffs are to, and do, provide
the opportunity to recover the costs of prudent investments in the system.” IPCAA stated that the
Utilities make IPCAA’s point; that there is nothing in the regulatory compact which allows a
utility to recover compensation over and above its prudent costs of services provided. Profit is

209 Exhibit 210.02, UCA argument, paragraph 232.

210 Exhibit 210.02, UCA argument, paragraph 232.

21 Exhibit 211.01, CCA argument, paragraph 59.

212 Exhibit 212.01, IPCAA argument, paragraph 17 and 18.
213 Exhibit 222.01, IPCAA reply argument, paragraph 2.
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possible on investments, just as the Utilities note, and only on investments. IPCAA submitted
that utility investment has always been net of CIAC investment.?"

314. IPCAA stated that services such as providing operations and maintenance services have
been paid by the cost recovery of operation and maintenance expenses, excluding a profit
component. All the items of allowable costs are set out in Section 122(1) of the Electric Utilities
Act. This reflects the regulatory compact as it exists in Alberta, and it is this compact that the
Utilities appear to want to defend on the one hand (with respect to the risk of stranded TFO
assets) and undermine on the other hand (in the context of a management fee).?'®

315. CAPP submitted that the Utilities argument that a management fee is separate from the
fair equity return to be allowed the equity investor is paradoxical since the management fee is
nothing more or less than compensation to the equity investor. It is the equity investor that is the
intended recipient of the fee and the result is to increase the return to the equity investor. CAPP
submitted that gas utilities like ATCO Pipelines have been collecting customer contributions for
decades without it ever being suggested that the equity investor was being short changed. If
utility equity investors were being short changed all these many decades it would have been
evident in market data long before now.?'®

316. Inreply, the Utilities countered the assertions made by IPCAA and CAPP that the
Utilities are compensated for costs incurred in respect of CIAC assets by stating that mere cost
recovery is not compensation for valuable services rendered. The Utilities agreed that, where
CIAC levels approximate the industry average, the conventional model generally provides fair
and reasonable compensation. However, the Utilities noted that CAIC levels are significantly
higher in Alberta than the industry average and, as a result, the paradigm does not provide fair
compensation, or any compensation, in relation to services provided and risks borne in relation to
CIAC-funded assets. The Utilities reiterated that the proposed management fee augments the
conventional model, it does not supplant it.?"”

6.2.2 Does the Commission have the jurisdiction under its governing legislation to
provide for a management fee?

317. The Utilities argued that the proposed management fee addresses a fundamental issue of
fairness and that, consistent with the fundamental principles of utility regulation and the
regulatory compact, regulated entities should not be expected to provide service to customers for
zero compensation.’’® Consequently, the Utilities asserted that they should be fairly compensated
for the risks undertaken and the services provided to ratepayers using CIAC-financed assets.

318. With regard to the Commission’s jurisdiction to award a management fee, the Utilities
referred to sections 121(2) and 122(1) of the Eléctric Utilities Act as establishing the basis for a
utility to recover costs and expenses associated with the provision of necessary services to
customers.

319. The Utilities argued that CIAC assets are indistinguishable from other utility assets and
so the Utilities should be provided an opportunity to earn fair compensation for services the

214
215
216
217
218

Exhibit 222.01, IPCAA reply argument, paragraph 3.

Exhibit 222.01, IPCAA reply argument, paragraph 4.

Exhibit 217.02, CAPP reply argument, paragraphs 19, 20, and 21.
Exhibit 220.02, Utilities reply argument, paragraphs 109-111.
Exhibit 209.01, Utilities argument, paragraph 163.
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Utilities are mandated to provide using CIAC-financed assets. The Utilities stated that the
Commission should approve the management fee consistent with the Commission's statutory
obligation to provide just and reasonable compensation per Section 121(2)(a) of the E/ectric
Utilities Act.

320. With respect to gas utility-related legislation, the Utilities cited Section 4(3) of the Roles,
Relationships and Responsibilities Regulation as the basis for a gas utility’s recovery of costs
and expenses associated with the provision of necessary services to customers and stated that
sections 36(a) and 45 of the Gas Ulilities Act contemplate that regulated utilities will receive
reasonable compensation for the services they provide.

321. The Utilities took issue with the interveners’ characterization of the management fee as a
return on monies not invested, stating that the Utilities are instead requesting fair compensation
in the form of a separate fee or just and reasonable charge commensurate with the value of
services rendered that is distinguishable from fair return.

322. The Utilities argued that the right to be fairly compensated for services provided to
ratepayers through the use of utility assets is a fundamental underpinning of the regulation of
utilities, and has been previously recognized by the Courts. In contrast to the position of
interveners, the Utilities argued the presence of cost of service references in the legislation does
not preclude the Commission from awarding a management fee.

323. Even in the absence of any statutory provision, the Utilities stated that consumers would
have imposed upon them an obligation at common law to pay for the service on the basis of
quantum meruit, as part of the undoubted jurisdiction to ensure that tolls are at all times just and
reasonable. In support of this, the Utilities cited the Supreme Court of Canada’s decision in Cify
of Edmonton et al. v. Northwestern Utilities Ltd:*"*

The right of the consumers to require the respondent to supply them with
gas, conferred by the statute, would, in my opinion, even in the absence
of any statutory provision, impose upon them an obligation at common
law to pay for the service on the basis of quantum meruit. In such
circumstances, I consider that the position of the utility would be similar to
that of a common carrier upon whom is imposed, as a matter of law, the
duty of transporting goods tendered to him for carriage at fair and
reasonable rates. (Great Western R. Co. v. Sutton (1869), L.R. 4 H.L.

226 at 237). Here the duty of determining what rates are fair and
reasonable is imposed upon the board.(...) [Emphasis added.]

324. The Utilities cited Su/livan on the Construction of Statutes to support the position that
there exists a presumption that legislation is not intended to alter the common law but that the
common law is meant to be incorporated. Absent clear legislative intent to the contrary, the
Utilities argued, a utility has the right to receive just and reasonable compensation for providing
services that it is legally obligated to provide.

325. Accordingly, the Utilities stated that:

(E)ven if one were to ignore the provisions of applicable legislation, which provide for
fair compensation for utility services rendered and obligate the Commission to ensure

29 City of Edmonton et al. v. Northwestern Utilities Ltd., [1961] S.C.R. 392 at 401(Northwestern 1967).
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that tariffs are just and reasonable, the Utilities are entitled to fair compensation based on
principles of quantum meruit, for value of service rendered. Yet, the current treatment of
CIAC does not provide any compensation to the Ulility, let alone fair compensation
dictated by the common law principles of gquantum meruit, which is also encompassed in
the legislative requirement that rates be just and reasonable.?®” [footnotes omitted]

326. Inresponse to the question of whether the Commission has the jurisdiction under its
governing legislation to provide for a management fee, the UCA noted that the general approach
of limiting utility rates to a cost-based level has been developed and applied by North American
utility regulators, including the Commission, for some time. The UCA stated that, in many
jurisdictions, the governing statutory requirement is simply that rates be just and reasonable, and
not unjustly or unduly discriminatory. In those jurisdictions, the UCA submitted, the legislature
has left the determination and definition of the “just and reasonable” standard to the regulators.

327. The UCA distinguished the situation in Alberta, where it argued that the legislature has
gone further and codified a requirement for conventionally determined cost-based rates in the
relevant statutes. The UCA noted that, under Section 90 of the Public Ultilities Act, in order to fix
just and reasonable rates, the Commission is required to determine a rate base for the property of
the owner of the public utility that is used or required to be used to provide service to the public,
and fix a fair return on that rate base. The UCA also cited Section 122 of the Electric Utilities
Actwhich states that, when considering a tariff application, the Commission must have regard
for the principle that a tariff approved by it must provide the owner of the electric utility with a
reasonable opportunity to recover the costs and expenses associated with the capital related to the
owner’s investment, including a fair return on the equity of shareholders of the utility as it relates
to the investment.

328. The UCA argued that conventionally determined cost-based utility rates are not only just
and reasonable, as a matter of economic and regulatory theory, but are therefore also required by
the relevant Alberta statutes. To the extent a management fee would enable the utilities to
recover, on an expected basis, amounts in excess of their costs, including a fair return on equity,
the UCA submitted that such a fee is not permitted by the statutes.

329. The UCA also noted the Utilities’ argument that the principle of quantum meéruit
operates, notwithstanding the provisions of the E/ectric Utilities Actand Gas Utilities Act, to
give the Utilities a common law or equitable right to compensation for the value of services
provided using CIAC-financed facilities in addition to their statutory right to charge rates that
enable them to recover their costs, including a fair return.

330. The quantum meruit principle, the UCA submitted, is an equitable doctrine that enables
the Courts, based on specific factual circumstances, to award compensation for services rendered
in situations where the person providing the service should be entitled to receive some level of
compensation on “equitable grounds” and is not entitled to any compensation under contract,
statute, or on other legal grounds. The UCA argued that the Utilities do not provide any services
that they are not compensated for, and the compensation they receive is set at a level that meets
the requirements of the applicable statutes. Thus, the UCA submitted, there are no
uncompensated-for services for the quantum meruit principle to apply to.

20 Exhibit 209.01, Utilities argument, paragraph 176.
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331. The UCA took issue with the notion that the Utilities appeared to be suggesting that the
quantum meruit principle applies not just to whether they receive compensation for services they
provide, but to the level of that compensation. The UCA argued that to claim that the principle
provides for a common law or equitable right to require the Commission to set rates at a level
that is higher than a cost-based level, if the value of the services provided by the Utilities exceeds
the cost of providing them, is inconsistent with the £/gctric Utilities Actand the Gas Utilities Act
as well as the Northwestern decision and cannot be correct.

332. Approval of the management fee proposal would, the UCA argued, result in rates that are
higher than are necessary to enable the Utilities to recover their prudently incurred costs,
including a fair return. It would also, the UCA argued, result in profits or returns to shareholders
that exceed the cost of equity capital and the levels dictated by the fair return standard, and it
would result in rates that are not just and reasonable under any normal conception of that
expression.

333. The CCA submitted that a management fee and return on invested capital results in
excessive returns to the utility and that the awarding of an excessive return in the form of a
management fee and return on invested capital is beyond the AUC’s jurisdiction.

334. IPCAA submitted that the Commission did not have the jurisdiction to award the
management fee in the form requested by the Utilities, as such a fee would only be justified if the
Utilities had made an equity injection with respect to the subject facilities. IPCCA argued that
Section 122(1) of the E/ectric Ultilities Act did not support the Utilities’ proposal as the Utilities
already received cost recovery under those provisions. IPCAA argued that the management fee
as proposed would grant recovery over and above the costs and expenses incurred by the Utilities
in managing these facilities and that is not permitted under Section 122. IPCAA also disagreed
with the Utilities’ argument that the Commission “should approve the Management Fee,
consistent with the Commission’s statutory obligation to provide just and reasonable
compensation per section 121(2)(a) of the £UA,” stating that Section 121 was a general section,
the type seen in virtually all similar statues.

335. IPCCA stated that the Utilities’ arguments that “‘compensation commensurate with value
of service rendered is a common law right” and that “regulated entities have never been expected
to provide service to customers for no compensation” ignore both the compensation the Utilities
receive for ‘managing’ CIAC assets and the law. IPCAA submitted that the regulatory compact,
as reflected in the £/ectric Ulilities Act, compensates utilities for services performed on the basis
of the cost of service model and that, conversely, return of and on equity is precisely that;
namely, return on the equity component of capital invested by the utility, and no more profit
beyond that.

336. Arguing that the Utilities’ statement that the “net rate base model focuses solely on the
concept of cost of service, with no consideration given to the value of the services provided” is
misleading, IPCAA submitted that it was more accurate to say that the cost of service model is
used as a proxy for the value of services rendered by a utility.

337. TPCCA also argued that the Utilities’ management fee proposal runs contrary to the
regulatory compact and could equally apply to all other costs incurred by utilities in providing
service. As an example, IPCCA noted that the cost of debt has always been recovered on a cost
of service basis with no component for profit. If the Utilities’ “illogic” was followed, IPCAA
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argued, then investment covered by debt is also a “valuable service” and should be entitled to a
profit in addition to the recovery of debt costs.

338. CAPP submitted that utility investors are allowed a return of and on their investment and
that the law does not allow utility investors to get a return on money they have not put into the
business. CAPP argued that the modern regulatory statute completely replaces the common law
with regard to payment for utility services. The fair and reasonable compensation for common
carriers under common law spoken of by Justice Locke in Northwestern 1961, CAPP argued, is
now not a matter of quantum meruit as that may be measured by a judge in a civil action, but is
to be determined in accordance with the principles established by statute by expert regulatory
commissions.

339. The rate of return/rate base model is the law in Alberta, CAPP argued, which means
equity investors earn a return on their equity investment, while debt investors earn a return on
their debt investment. CAPP noted that the equity investor does not get a return for the
management of the assets funded by debt: neither does the debt investor get a return for the
management of the assets funded by equity. Likewise, CAPP argued, neither the law nor the
model allows for a return on money that comes cost free from the customer. CAAP submitted
that there is no unfairness in that, just as there is no unfairness in the equity investor getting, to
paraphrase Ms. McShane, “zero profit” on the debt.

340. CAPP argued that the Utilities provide no legal authority that would suggest that the
legislated scheme of rate-of-return/rate base regulation fails to set a reasonable price for service.
Moreover, such an argument would go to the roots of the legislation and could not be confined to
one issue like management fees.

341. CAPP submitted that what the utility gets for managing the assets, over and above the
rate of return on rate base, is the recovery of all proper costs of operating the system. CAPP cited
Northwestern 1961 in support of the concept that the return on the capital invested by the
investor is “net™:

In approving rates which will yield a fair return to the utility upon its rate
base, it is, of course, essential for the Board to estimate the expenses which
will necessarily be incurred thereafter in rendering the service. The fair
return permitted is, after deducting from the gross revenue these necessary
estimated expenditures and such necessary outgoings as taxes, including
income taxes. The Board can only come to a conclusion as to what rates
should be approved by determining as closely as may be done in advance the
probable amount of these expenditures.?'

342. Citing Stores Block, CAPP submitted that the entire discussion in that decision is
premised on investment by private investors, not by customers, as is clear from the following
passage:

The capital invested is not provided by the public purse or by the customers; it
is injected into the business by private parties who expect as large a return on
the capital invested in the enterprise as they would receive if they were
investing in other securities possessing equal features of attractiveness
stability and certainty (see Northwestern 1929, at p. 192). This prospect will

2! Northwestern 1961 at page 405.
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necessarily include any gain or loss that is made if the company divests itself
of some of its assets, i.e., land, buildings, etc.?

343. CAPP argued that, if the customers, in addition to contributing free capital to obtain
service (and so lower rates than would otherwise have been the case if the utility had made the
investment), were to be required to pay the equity investor a return to manage that customer’s
capital contribution then it calls into question the rationale of Sfores Block.

344. CAPP submitted that it is only in those rare few cases of the vanished rate base that the
management fee comes into play since, otherwise, the equity investor would receive no return. In
such cases the management fee is a substitute for the return on equity capital. It may also be
observed that, when the utilities cite such rare cases of vanished rate base as precedent, they
completely contradict their argument that the management fee issue is separate and distinct from
the fair return.

345. With respect to the Utilities’ argument regarding quantum meruit, CAPP submitted that
quantum meruit applies in common law to the provision of goods or services that have been
provided in the expectation of payment and where there is no contract that applies to the price for
those goods or service. In this case, CAPP argued, here is a contract for the provision of services
by the utility to the customer and it is governed by the tariff approved by the regulator. The
approved tariff specifies the price to be paid and the terms and conditions including when the
utility is not obliged to finance an investment in plant and the customer must finance the
investment with the customer’s own capital.

346. CAPP submitted that the provision of customer contributions is a creation of the
regulatory model: it is not something that stands outside the regulatory model that is governed by
common law principles and there is no gap to be filled by common law principles. CAPP argued
that judicial observations, in obiter dicta, to the effect that regulatory statutes are consistent with
quantum meruit, a concept that applied to common carriers at common law, do not assist the
Utilities’ argument.

347. Inreply argument, the Utilities noted that there was no disagreement that the Commission
is charged with ensuring that, in setting rates, it provides the utility a reasonable opportunity to
recover its prudently incurred costs, including a fair return on investor-supplied capital.”® The
Utilities asserted that an economic cost or opportunity cost, which reflects normal profit for the
service rendered, is therefore recognized as legitimate for cost recovery: the Utilities noted return
on equity as an example, citing 7ransCanada Pipelines Limited v. Canada (National Energy
Board), 2004, FCA 149, at paragraphs 6-12 and 32-34 as authority that such costs are
recoverable in rates. The Utilities asserted that the management fee, like return on equity, is an
economic cost as opposed to an incurred cost.?*

348. The Utilities distinguished CAPP’s discussion of the Sfores B/ocK* decision, stating that
that decision dealt with a different matter (i.e., asset disposition not CIAC) and argued that it did
not displace the utility’s right in law to receive fair compensation commensurate with the value
of services rendered.

%2 Stores Block at paragraph 70.

3 Exhibit 220,02, Utilities reply argument, paragraph 115.

%4 Exhibit 220.02, Utilities reply argument , paragraph 117.

25 ATCO Gas &Pipelines Ltd. v. Alberta (Energy & Utilities Board), [2006]1 S.C.R. 140 (Stores Block).
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6.2.3 Should the utilities receive a fee for management of contributed assets? If so,
should a management fee be awarded in addition to the allowed rate of return or
can the ROE be adjusted to include compensation for the management of CIAC?
Alternatively, can the ROE remain constant and a management fee be awarded
through adjustments to the debt/equity ratio of individual utilities?

349. The Utilities argued that CIAC funded assets are fully integrated into other regulated
assets that the Utilities own and operate and that the services that the Utilities provide to the
customers that make contributions are the same as for all other customers. The Utilities stated
that the only difference is that the Utilities do not finance CIAC assets and do not receive any
compensation, or margin, either for providing valuable services related to, or for bearing risks
associated with, constructing, owning, operating, and managing those assets.”® The Utilities
submitted that they should earn a margin or fair compensation for all of the service they render
using all of the assets employed in rendering such service.

350. In argument, the Utilities noted Ms. McShane’s evidence that in a “real world”
competitive market, a business would expect to be compensated for the totality of the resources
that it deploys, including physical capital and labour and enterprise capital. Further, in
competitive markets, in economic terms, firms expect to earn a normal rate of profit; where a
normal rate of profit recognizes the opportunity costs of all the resources devoted to the business.
Finally, the Utilities noted that there are numerous competitive industries that have very little
invested debt and equity, because they are primarily service industries (a number of which were
identified in response to UCA-Ultilities-48). Firms in these industries would all expect to
generate a profit from the services that they provide irrespective of the fact that there is little
invested capital. And, like the Alberta Ultilities, these firms would expect to generate a profit on
the totality of their business, not just some of their business operations.?’

351. The Utilities stated that the size of CIAC is a problem unique to Alberta and noted that, in
aggregate, total unamortized CIAC of the Alberta Utilities in 2007 was approximately

$1.3 billion out of a total rate base net of contributions of approximately $6.6 billion and that,
based on 2010 estimated data, CIAC accounts for approximately 16 per cent of gross rate base.
The Utilities stated that there is a significant disparity between the percentage of CIAC of the
Alberta Utilities and that of their Canadian peers and noted that, for a typical regulated Canadian
utility, the CIAC to total rate base percentage is less than four per cent.?” In Table 1 of her
evidence, Ms. McShane provided the following list of regulated Canadian utilities and their
contributions as a per cent of gross rate base:

28 Exhibit 209.01, Utilities argument, paragraphs 181 and 182.
27 Exhibit 209.01, Utilities argument, paragraphs 184 to 186.
22 Exhibit 209.01, Utilities argument, paragraphs 187 and 188.
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Table 11.  Proportion of contributions to gross rate base for ex-Alberta utilities

Contributions as a

Per cent of Gross
Utility Rate Base
Foothills Pipelines 0.6%
FortisBC 8.8%
Gaz Metro 3.9%
Maritime Electric 4.5%
Newfoundland Power 2.8%
PNG-West 3.8%
Terasen Gas 6.3%
TransCanada Pipelines 0.5%
Westcoast Energy 0.5%
Median 3.8%

352. The Utilities submitted that limiting the application of the two per cent margin to CIAC
balances in excess of four per cent of gross (inclusive of contributions) rate base would
appropriately recognize the fact that other utilities in Canada, that could be considered
comparable to the Alberta Utilities, also have some CIAC, albeit in generally smaller
proportions.” The Utilities noted that some level of contributions may be needed to help
maintain fairness amongst customers but the current regime neglects to address the fairness issue
as between customers and the Utilities. The Utilities refuted Mr. Marcus’ assertion that the
requested management fee would “negate” the purpose of contributions stating that receiving
compensation where compensation is merited does not negate the purpose of contributions, since
customers are not paying what they would pay if the CIAC-financed assets had instead been
fully funded by investor supplied capital. The Utilities noted that a utility would not choose to
construct, own, operate and manage assets on which it receives no profit margin but it has no
choice since it is mandated to do so.

353. The Utilities stated that the management fee was recommended independently of the
generic ROE and the capital structures appropriate for each utility, that it was a separate
compensation from the fair return on rate base and that it would compensate the Utilities for
something not compensated for under the existing cost of service regulatory scheme. The
Utilities stated that the two concepts, fair return on rate base and the management fee, are
complementary, with the management fee augmenting the traditional rate base/rate of return
model to ensure fair compensation to the Utilities.” The Utilities noted that, during the oral
proceeding, Ms. McShane confirmed that the need for a management fee arises because the
traditional rate base/rate of return model does not fit the unique circumstances of the Alberta
Utilities and does not afford adequate, or any, compensation for opportunity cost or value of
service. The Ultilities noted that, in addition to the value of services rendered, there are business
risks and liabilities, other than the operating leverage risk, that the utilities are exposed to and for
which the Utilities should be separately compensated in the management fee.

22 Exhibit 209.01, Utilities argument, paragraph 189.
#0 Exhibit 209.01, Utilities argument, paragraph 194,
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354. The Utilities took exception to Mr. Marcus’ suggestion that, if the Commission is
compensating for anything other than risk, then only a minimal amount should be awarded. The
Utilities stated that the position advanced by Mr. Marcus downplays the risks taken and the value
of services provided and the point that Mr. Marcus ignores is that the functions performed by the
Utilities in relation to CIAC extend beyond operating and maintaining assets and included, for
example, building transmission substations on, in effect, a turnkey basis for no compensation.
Since constructing assets comprises a significant portion of activities associated with CIAC, the
Utilities stated that this was further evidence that Mr. Marcus is undervaluing the services
provided by the Utilities and that his “percentage adder on O&M” approach does not provide a
reasonable estimate of that value.

355. The Utilities noted that IPCAA opposed the management fee on the basis that:

IPCAA also believes the TFO’s management fee proposal has an element of double
charging. This potential for double charging is a matter of particular concern in the case
of the customer who has already made a customer contribution since the additional
management fee for the same assets adds no value.”'

356. The Utilities submitted that IPCAA’s reasoning is flawed and that there is no double
charging since the Utilities do not recover the cost of capital provided by customers. Rather, the
Utilities would now recover a fee for the valuable construction, operation and maintenance
activities associated with continuing utility service.”?

357. The Utilities noted that the Commission has previously acted to ensure that entities it
regulates receive fair and reasonable compensation for the functions they perform and services
they render in circumstances where the traditional cost of service methodology did not render
appropriate results. The Utilities made reference to the retail energy providers who have little
invested capital and are compensated by way of a return margin. In addition, the Utilities made
reference to other jurisdictions in Canada and the U.S. where regulators have augmented the rate
base/rate of return model in order to provide fair compensation to the utility. The Utilities noted
that, while the circumstances of the Alberta utilities are not identical to those cited, the examples
from these other jurisdictions provide a useful precedent for the regulatory approach the Utilities
are proposing.?®

358. The Utilities noted that Mr. Marcus acknowledged that, when the proportion of CIAC to
total rate base becomes sufficiently large, the rate base/rate of return model may need to be
replaced with an alternative.? The Utilities then stated that, as Mr. Marcus appears to agree with
the concept of providing compensation or a margin for services rendered and risks assumed, the
only disagreement appeared to be a question of how much CIAC is required to trigger payment
of a service fee.?

359. Inresponding to the submission by various parties that contributions are already taken
into account when setting the capital structure and return on equity, the Utilities stated that
recovery of a utility’s cost of capital does not address compensation for services provided

1 Exhibit 82.02, IPCAA Rider I evidence, pages 5 and 6.

22 Exhibit 209.01, Utilities argument, paragraphs 199 and 200.
23 Exhibit 209.01, Utilities argument, paragraph 202.

4 Exhibit 209.01, Utilities argument, paragraph 202.

25 Exhibit 209.01, Utilities argument, paragraph 203.
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utilizing customer supplied capital. The Utilities stated that the recommended capital structure
and ROE for the Alberta Utilities have been made independently of the issues related to CIAC.
The Utilities submitted that there is no evidence the Commission or its predecessors have, either
explicitly or implicitly, reflected the value of services provided with respect to, or risks related
to, CIAC in setting the capital structures or ROE’s in prior cost of capital decisions for Alberta
Utilities.?® They noted that the CIAC issue did arise with respect to AltaGas Utilities in the 2004
GCOC proceeding but stated that there was no reference to CIAC in the determination of relative
business risk. Finally, the Utilities noted that the Commission determined that the management
fee issue, when raised in other proceedings, should be considered on a more comprehensive
industry wide basis in a subsequent proceeding. The Utilities stated that this was clear
recognition from the Commission that the issue had not been previously determined.””

360. The Utilities addressed the fact that Interveners raised the timing of the management fee
proposal and stated that no adverse inference can be drawn for the fact that the Utilities did not
address the CIAC issue in prior cost of capital recommendations and that this simply reflected
that, until recently, the Utilities attempted to deal with the CIAC issue through proposed changes
to investment policy rather than seeking higher returns or thicker equity ratios.?®

361. The Utilities stated that their position is that the management fee should be implemented
as a separate revenue requirement item distinct from ROE and capital structure. The Utilities
proposal maintains the traditional rate base/rate of return construct as regards investor supplied
capital and, as such, the ROE must remain the same for each of the Utilities.

362. The Utilities also stated that implementing the management fee as a separate revenue
requirement item would appropriately reflect the fact that the two concepts compensate for
something different. The fair return relates to assets that are financed by the utility whereas the
management fee relates to assets that are constructed, owned and operated by the utility but are
financed by customers. As there is no overlap and the compensation for each is arrived at
independently, there is no basis for accounting for the management fee through an adjustment to
ROE. Accounting for it through ROE also loses the scalability feature of the management fee
proposal which would award each utility a fee calculated only on the proportion of CIAC each
utility has at any particular point in time.?® Further, the Utilities submitted that there is no valid
basis for reducing the allowed return on account of a management fee.”® They also stated that
while ROE and capital structures are assessed against “comparable” companies, those firms do
not have the high levels of CIAC experienced by the Alberta Ultilities, therefore, the fair return
does not account for the CIAC assets.**' Finally, treating the management fee as an offset would
understate the fair return determined by the Commission applicable to investor supplied
capital.?®

Exhibit 209.01, Utilities argument, paragraphs 205 and 205.
Exhibit 209.01, Utilities argument, paragraph 210.

Exhibit 209.01, Utilities argument, paragraph 206.

Exhibit 209.01, Utilities argument, paragraphs 211 to 213.
Exhibit 209.01, Utilities argument, paragraph 214.

Exhibit 209.01, Utilities argument, paragraph 215.

Exhibit 209.01, Utilities argument, paragraph 216.
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363. The Utilities noted that in evidence they had stated that the adoption of a management fee
would have a de minimus impact on credit metrics and financial risk and added that any
improvement would be insufficient to warrant offset to ROE or capital structure.*®

364. The Utilities stated that the suggestion that CIAC be awarded through an annual
adjustment to the debt/equity ratio of individual utilities was not a reasonable alternative and
submitted that the deemed common equity ratio should remain constant as it is intended to be a
relatively permanent proportion of the investor supplied capital to be changed only when the
circumstances of the utility change materially.**

365. Finally with respect to changes to investment policies or Rider I, the Utilities submitted
that these changes, if they occur, might result in the amount of the management fee declining
over time but would not change the fact that there are significant contributions now over which
services are being provided for no compensation.?®® The Utilities added that policy amendment,
although necessary to restrict growth in contributions, is not a solution by itself and that as long
as there remain substantial contributions outstanding there remains a need for a management
fee.? The Utilities also stated that the proposed Rider I might offer some mitigation to TFOs but
would not address the contributions that are made to the distribution utilities or gas utilities.?

366. The UCA argued that, under cost-based regulation, utilities are entitled to recover their
costs of providing service through rates, and if the Utilities could show that CIAC gives rise to
utility or shareholder costs or risks as recognized by the legislation, it may be appropriate to
allow them to recover those costs through a management fee or other mechanism. However, the
UCA argued, the Utilities have not shown that there are costs associated with holding CIAC
bala:nces, and they have not provided any other reasonable basis on which to impose such a

fee 2

367. The UCA submitted that Ms. McShane had advanced three basic arguments in support of
a management fee in her evidence, which it summarized as follows:**

a) CIAC creates operating leverage that results in increased operating risk and an increase in
the cost of equity for shareholders.

b) CIAC creates financial leverage that results in increased financial risk and an increase in
the cost of equity for shareholders.

c) A management fee is appropriate as a matter of fairness in order to properly reflect the
expectations of utilities and the value of the services that they provide.
Operating leverage

368. The UCA submitted that, in principle, the argument that CIAC creates operating leverage
that results in increased operating risk and an increase in the cost of equity for shareholders has
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Exhibit 209.01, Utilities argument, paragraph 217.
Exhibit 209.01, Utilities argument, paragraph 219.
Exhibit 209.01, Utilities argument, paragraph 229.
26 Exhibit 209.01, Utilities argument, paragraph 226.
%7 Exhibit 209.01, Utilities argument, paragraph 179,
8 Exhibit 210.02, UCA argument, paragraph 240,

29 Exhibit 210.02, UCA argument, paragraph 242.
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some theoretical validity since CIAC can create incremental operational risk. However, the UCA
submitted that in practice the numbers are very small, and in the actual circumstances of the
Utilities the risk is de minimus, so any fee imposed to compensate for it would be trivial.
Moreover, the UCA submitted that the Utilities already differ in the amount of operating
leverage and risk that they bear without those differences ever having been recognized for rate
making purposes, and there is no reason to recognize only risks associated with CIAC
balances.?’

369. The UCA submitted that the effect of CIAC is to magnify the effects of changes in
operating costs, whether positive or negative, on the effective return. On an expected or
probability-weighted basis, there is no impact on average shareholder returns, but in principle the
variability of those earnings increases with CIAC. In principle, that increased earnings variability
should increase the cost of equity slightly for the utility with assets financed with more CIAC.
However, the UCA submitted that whether the reference point for the maximum shift caused by
operating leverage is four or 40 basis points, it is still an extremely small effect. In response to
examination by Commission Counsel, Mr. Marcus pointed out that the risk that is imposed by
contributions is so small that it falls within the rounding error and the financial flexibility
adjustments of all the witnesses who provided evidence in the proceeding.”’

370. The UCA argued that the size of operating leverage effect illustrated in Table 2 of

Ms. McShane’s management fee evidence is a function of (a) the variability in operating costs,
and (b) the size of the rate base on which a regulated return is earned. It has nothing to do with
CIAC uniquely, but rather with the relationship between the variability of operating costs and the
size of the rate base. The UCA submitted that, for all utilities, the size of the rate base is a
function of numerous factors, only one of which may be CIAC. The UCA argued that the most
obvious example of a non-CIAC determinant of rate base is accumulated depreciation.

371. Referencing Ms. McShane’s Table 2, the UCA stated, if the label CIAC at the fourth line
was instead relabelled “Accumulated Depreciation,” then the first utility, being new, would have
a rate base equal to gross plant, but the second utility, being several years older , would have
recovered 20 per cent of its initial investment through depreciation charges. In that situation, all
of the numbers shown in the table, and all of the effects of what is now labelled Accumulated
Depreciation on the variability of earnings, are exactly that same as they were in the case where
the second line was labelled CIAC. The UCA argued that it would not be reasonable to give the
shareholders of the second utility a management fee just because they have recovered 20 per cent
of their investment through depreciation charges, even though their position is no different from
that of the shareholders of the second utility in Ms. McShane’s table who recovered 20 per cent
of the cost of the firm’s facilities from contributing customers.*?

372. The UCA submitted that, while in normal situations these types of differences in
operating leverage exist all the time for different reasons, there are situations where operating
leverage and the associated risk can become extreme, and where a management fee or equivalent
mechanism may be reasonable. A clear example of that, the UCA submitted, is the High Island
Offshore System (HIOS) case dealt with at the FERC. In that case, the HIOS regulated pipeline
had had its rate base depreciated down to essentially nothing. In that situation, HIOS

20 Exhibit 210.02, UCA argument, paragraph 243.
2! Exhibit 210.02, UCA argument, paragraphs 249 and 250.
%2 Exhibit 210.02, UCA argument, paragraphs 252 and 253.
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shareholders have no money invested in the business, and earn no return or profit, but are still
exposed to risk related to variability in operating costs and revenues.

373. The FERC confirmed in the specific circumstances unique to the HIOS case that its
policy is to allow the pipeline to earn a management fee roughly equal to the standard rate of
return applied to a deemed rate base equal to about five per cent of the pipeline’s original
investment or gross plant. The UCA submitted that is a management fee that is very small, and
moreover only available when the utility has reached a point where its shareholders are earning
essentially a zero return. The UCA argued that this is an extreme and unique situation that is
completely unlike the situation facing any of the Alberta Utilities.*

374. The UCA stated that the FERC made itself very clear in the HIOS case that the decision
does not stand for the principle supported by the Utilities here that utilities should get botf a rate
of return and a management fee, contrary to the implication of Ms. McShane’s testimony.?* In
rebuttal evidence, the UCA stated:

165  The FERC decisions have nothing to do with returns on pieces of a company
(i.e., the Utilities claim that contributed plant should be treated as separate from plant
funded by investors). The FERC decisions provide a methodology that applies only when
the rate base paradigm does not provide an adequate return for the operational risk
because rate base is zero or extremely low for a given company or plant. This point is
made extremely clear in the HIOS Order on Rehearing, where FERC stated:

On the other hand, however, a large investment in a new HIOS project, similar to
the $80 million invested in the non-jurisdictional East Breaks Gathering System,
would fterminate the management fee in favor of a return to the traditional return on
rate base methodology.? [emphasis added] [footnotes omitted]

375. Another factor to be considered, the UCA submitted, is that these types of risks or costs
must have existed for years or decades, because the average CIAC levels have been consistent
over a long period. Before the management fee issue was raised relatively recently in the ATCO
Electric and AltaLink proceedings, none of the Utilities had identified any risk or cost associated
with CIAC or complained that they were not being appropriately compensated for those risks and
costs, the UCA argued. Whatever effects CIAC has on utility cost of equity must have been
already accounted for by the Commission.”®

376. The UCA submitted in its rebuttal evidence that Ms. McShane has made an implicit
assumption that the Commission and its predecessors never thought about risks created by CIAC
and therefore must grant an increase equal to the full amount of her recommendation. The UCA
submitted that, if in fact the regulators granted a return commensurate with the utility’s business
risks in past cases, then granting an increase in this case due to risk associated with the full
amount of contributions will compensate the utilities twice for the same risk.”’

377. Further, the UCA stated that it is unreasonable to assume that the alleged risks of
contributions were never considered by the Alberta regulator, unless one also reaches the

253 Exhibit 210.02, UCA argument, paragraphs 255-257.

254 Exhibit 210.02, UCA argument, paragraph 258.

255 Exhibit 146.02, rebuttal evidence submitted on behalf of the UCA, paragraph 165.
56 Exhibit 210.02, UCA argument, paragraph 265.

7 Exhibit 146.02, rebuttal evidence submitted on behalf of the UCA, paragraph 168.
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conclusion that utility rate of return witnesses in past cases over the last two decades - including
Ms. McShane - did not conduct adequately thorough and complete risk assessments for their
clients. The UCA argued that it appears that utility witnesses made almost no references to risks
arising from contributions in past rate cases, even when certain Alberta utilities had as much as
35 per cent of their distribution property as CIAC in the 1990s and early 2000s.%®

Financial risk

378. With respect to the second argument (financial risk), the UCA stated that CIAC does not
create any financial risk for shareholders and imposes no costs on them. Financial risk is
therefore not a justification for imposing a management fee. Any financial risks or related
shareholder costs associated with CIAC balances must have existed at essentially the existing or
higher levels for many years, without the Utilities or the Commission ever pointing them out or
recognizing them in rates.?

379. The UCA described the second argument as claiming that, because CIAC reduces the
proportion of equity on which a return is earned relative to the total asset base, it leads to a lower
equity ratio. Ms. McShane then analogized that reduction in equity as a proportion of the total
asset base to the situation where a utility’s financing of rate base includes debt, and the accepted
principle that, when the debt ratio increases that increases financial risk, which in turn increases
the cost of equity. The UCA submitted that Ms. McShane then characterized CIAC as debt-like
and relied on the analogy with debt as the basis for her calculation of a proposed management
fee. That calculation involves an after tax weighted average cost of capital (ATWACC) analysis
in which she calculates a leverage adjustment that is supposed to reflect the increase in the cost
of equity as the level of CIAC, and in her view the leverage or debt-like ratio increases, based on
the premise that the ATWACC is constant.?®

380. The UCA submitted that the difficulty with that argument is that CIAC does not resemble
debt in any sense that is relevant to the concept of financial risk or the calculation of a leverage
adjustment. The UCA further submitted that, with CIAC, there is no contractual interest
obligation, and not even a principal repayment obligation. CIAC therefore creates no volatility in
earnings and no financial risk, as that term is normally understood and explained in Appendix D
to Ms. McShane’s management fee evidence. It therefore does not increase the cost of equity for
the firm, or impose any cost on shareholders.?’

381. The UCA argued that, in her evidence, Ms. McShane provided no explanation of how
CIAC increases the volatility of equity returns by creating financial risk, and that she provided
no table or illustration analogous to her Table 2 to explain and demonstrate how CIAC creates
financial risk that is distinct from the operational risk that Table 2 illustrates, for example using a
hypothetical case where operating costs are constant.??

382. The UCA argued that the financial risk appears to be a risk that the Utilities have never
noticed, even though they claim that they require an additional 40-100 basis points of equity
return to compensate them for it, and that the lower equity ratio that Ms. McShane points to will
arise, for example, through the accumulation of depreciation. Further, the UCA submitted that, if

%8 Exhibit 146.02, rebuttal evidence submitted on behalf of the UCA, paragraph 169.
%9 Exhibit 210.02, UCA argument, paragraph 244.

%0 Exhibit 210.02, UCA argument, paragraphs 271 and 272.

%! Exhibit 2 10.02, UCA argument, paragraphs 273 and 276.

%2 Exhibit 210.02, UCA argument, paragraph 277.
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the financial risk argument falls, the entire logical underpinning of Ms. McShane’s calculation of
her proposed management fee must fall as well, since it is premised entirely on that argument.®®

Value of service

383. Lastly, the UCA argued that Ms. McShane’s third argument is inconsistent with the
legislation providing for cost-based ratemaking, the standard regulatory paradigm, and the fair
return standard.®*

384. The UCA stated that Ms. McShane’s last argument is that it is not fair for the Utilities to
be required to operate CIAC-financed facilities without earning a profit in connection with that
activity, and that no rational competitive enterprise would operate expecting to recover only their
expenses and earn a return on only a portion of the assets they use to provide services.”

385. As Mr. Marcus explained, the UCA argued, the argument that utilities are being deprived
of a return is inconsistent with cost-based rate-making and the economic principles that underlie
it. The entire theory on which the return on equity is set by regulatory agencies is that the
required return on equity capital equals the (opportunity) cost of equity capital. As stated in

Mr. Marcus’ evidence:

If the ROE equals the cost of equity, then it follows from elementary logic that investors
should not care whether the utility invests the equity here, whether it invests the equity in
a different project, or whether it passes money back to investors through dividends or
share buybacks (or does not raise equity capital in the market) so the investors can invest
capital elsewhere at a similar rate of return.”® [footnotes omitted]

386. The UCA submitted that the evidence of Mr. Marcus explained why paying utilities a rate
of return on capital that is never invested in the first place (through a management fee) provides
skewed compensation for the utility. Mr Marcus stated in his evidence:

Q. Please explain with reference to practical considerations why shareholders would be
better off if they got an equity return on contributed property than if there were no
contribution at all and shareholders simply invested equity in additional amounts of
utility property?

A. Giving the shareholders a rate of return when they do not have to make an investment
is simply NOT equivalent to giving them a rate of return on an investment that they
actually make.

The Utilities” arguments focus on the asset side of the balance sheet (the contributed
assets), but fail to recognize the liability side of the same balance sheet (that with
contributed assets, they also require less debt and less shareholder equity).

If the shareholders are paid a return as if they had invested equity in CIAC projects,
but do not actually invest anything, they still have the money available for other
valuable uses. Consider a project that a utility would have invested in, except it was
required to collect CIAC instead. Two things happen:

%3 Exhibit 210.02, UCA argument, paragraphs 279 and 281,
%4 Exhibit 210.02, UCA argument, paragraph 245,
%5 Exhibit 210.02, UCA argument, paragraph 282.
%6 Exhibit 210.02, UCA argument, paragraph 285.
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1. The utility does not receive a stream of earnings on the capital it would have
invested in the new project. This is the sole focus of the Utilities’ theory that
equity investments are foregone when they invest in contributed property.

2. Because the utility has not invested its equity capital in projects paid for with
CIAC, its equity capital is different than if it had invested in those resources in
one or two ways:

a) If the utility would otherwise not have enough equity to invest in new
resources treated as CIAC, it would have had to raise that equity in the
capital markets. In this case, it avoids having to raise equity in the capital
markets.

b) If the equity was available to it in the first place but not needed because of
CIAC, the utility still has the equity available. The equity capital that is freed
up because the investment was paid for using CIAC has a large number of
other long-term uses ranging from buying back stock, paying more
dividends, or making more investments (either regulated or unregulated).

c) The utility could invest in the longer term in additional projects (e.g., capital
maintenance) if it had more equity available. In such a case, the equity not
invested in contributions may simply be invested in different projects, not
“lost” even under the Utilities’ theory.

To make decisions that consider the first factor (the asset side of the balance sheet)
but do not consider differences in the availability of equity capital due to the CIAC
(the liabilities and equity side of the same balance sheet) violates the principles of
elementary finance, economics, and accounting and is, thus, extremely poor public
policy. A decision to pay a full return on equity that is never invested in the first
place, while still allowing the utility to invest the equity and earn a return (or
alternatively never have to raise the capital at all) would give the shareholders far
more money than if the utility had no contribution policy and simply invested the full
amount in every project that was requested, regardless of cost. Therefore, paying
shareholders an equity return without an equity investment clearly cannot be viewed
as fair compensation, but is, instead, extremely skewed.”’

387. With respect to the Utilities’ fairness argument, the UCA submitted that Ms. McShane
effectively acknowledged that her proposal is not consistent with the standard model of utility
regulation, but said that it reflects a defect in the standard model, because the standard model
does not fully reflect value in the way that competitive markets do.”?

388. The UCA argued that this suggestion, in effect, is that there is something unfair or
economically inappropriate with the concept of cost-based rate-making. The UCA cited

Mr. Marcus’ explanation that conventional utility regulation sets prices for utility service at a
level that, in principle, allows the utility to recover exactly its costs, including the cost of equity
capital or a fair return for shareholders. The UCA argued that there is nothing unfair or
economically inappropriate about the model (cost-based rate-making) and that it is completely
consistent with well-known economic principles.?®

%7 Exhibit 81.04, prepared testimony of William B. Marcus, pages 48 and 49.
%8 Exhibit 210.02, UCA argument, paragraph 289.
59 Exhibit 210.02, UCA argument, paragraph 290, 291, and 294.

AUC Decision 2011-474 (December 8, 2011) » 73



Maritime Link CA IR-1 Attachment 9 Page 80 of 115

2011 Generic Cost of Capital

389. Inreply argument, the UCA noted that the Utilities had simplified the management fee
issue by abandoning the first two arguments (operating leverage/risk and financial leverage/risk)
and relying entirely on the fairness or value of service argument. The UCA further stated that the
Utilities made it clear that the proposed management fee is separate from, and in addition to, any
compensation due to shareholders in respect of amounts invested or risks borne by shareholders
and that in the context of arguing that the management fee should not be treated as an offset to
allowed ROE, the Utilities emphasized that it is intended to compensate the utility for something
different from, and in addition to, the cost of equity capital.?”®

390. The UCA argued that the Utilities’ position is that the management fee has nothing to do
with ensuring that shareholders earn a fair return, or that shareholders are adequately
compensated for the risks that they face, because all of that is already accomplished through the
Commission’s ROE and capital structure determinations. It therefore apparently has nothing to
do with compensating shareholders for any incremental CIAC-related operating risks of the kind
acknowledged by Mr. Marcus, or with any “phantom financial risk” that CIAC imposes on
shareholders.”"

391. The UCA further submitted that, in order to approve the management fee proposal, the
Commission must repudiate not simply a regulatory “policy,” but the entire economic and logical
basis for the cost-based rate-making approach that it has applied for decades.

392. The UCA stated that one of the arguments advanced by the Utilities is that no rational
business would enter into or operate facilities if it did not expect to earn a profit on that activity.
The Utilities referred to a variant of that argument, where they discussed Mr. Marcus’s evidence
in relation to the discounting of services as analogous to operating facilities at no profit. While
that exchange involved a side issue, the point was that the analogy with the supposed behaviour
of competitive businesses is not correct because the issue is whether a firm earns an appropriate
profit on its entire business, not on individual parts of the business. Mr. Marcus gave the
example of brushing activity by utilities, where the utilities do not expect to “‘earn a profit” on
brushing, but it is something they have to do in order to earn a fair return on their investment in
the overall business. If the shareholders earn a fair return on their investment, which they will do
under the cost-based rate-making model in the absence of a management fee, then regardless of
how that investment is deployed they have no complaint and there is no unfairness.””?

393. Inresponse to the question of whether the Utilities should receive a fee for management
of contributed assets, the CCA submitted that both operations and maintenance expense amounts
awarded and the current Commission approved methodology for the determination of rate of
return adequately compensates for the management of Utilities’ operational assets, including
those financed by customers through CIAC.

394. In reply argument, the CCA submitted that it disagreed with the Ultilities’ argument that
customers are providing zero compensation for CIAC assets. The CCA considered that
customers are responsible for 100 per cent of the ownership costs of the CIAC assets and
customers are paying for the management of the assets in the form of revenue requirement items.
These items include any management, including board of director fees and expenses, insurance,
and engineering expenses. The CCA stated that the value of services provided by the utility in

0 Exhibit 221 .02, UCA reply argument, paragraphs 86, 90, and 91.
21 Exhibit 221.02, UCA reply argument, paragraph 92.
272 Exhibit 221.02, UCA reply argument, paragraph 104.
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the management of CIAC assets are currently paid for by customers, and that by paying for
assets up front in the form of CIAC customers are eliminating the risk to the utility holding the
assets.””

395. The CCA also argued that the Utilities are compensated for invested capital, thus if there
is no invested capital there should be no return. By having customers prepaying ownership costs
in the form of CIAC, utilities should not be allowed to earn an excessive return. In particular, the
CCA argued that a two per cent return is excessive, given the current interest rate and inflation
rate environment. The two per cent equates to in excess of 50 per cent of current 30-year
Government of Canada bond yields. The CCA argued that the Utilities are requesting 50 per cent
of the risk free return and payment of all related operation and maintenance expenses, including
management, engineering, insurance and board of director fees, for an asset they require
customers to pay for up front.

396. The CCA submitted that a management fee should not be ruled on until Rider I effects
are understood and could be forecast. The CCA argued that the Rider I will eliminate the need
for a management fee, as CIAC levels will be reduced dramatically. The CCA also stated that it
did not consider that a management fee should be implemented at the distribution level, noting
that distribution utilities’ CIAC levels are not comparable with transmission levels.

397. Inresponding to the question of whether the Utilities should be awarded a fee for
management of contributed assets, IPCAA argued that there is no basis for a management fee of
the nature applied for by the Utilities. Moreover, IPCAA submitted that adjustments to the ROE
or the debt/equity ratio could only be justified if the management of property paid for by
customers in some way increased utility risk, which, IPCAA argued, it does not.?”

398. IPCAA reiterated the position set out in its evidence that with the AESO’s proposed
Rider I, there is no basis for a management fee, but stressed the fact that the Rider I proposal is
not tied to the management fee proposal.

399. TPCAA noted that another concern with the proposed management fee is the potential
double charging for DFO customers. If the TFOs are allowed to earn a management fee on TFO
assets paid for by a customer contribution, [IPCAA argued, then the DFO customers will be
paying twice. First, they will pay a fee to the TFO for asset contributions from the DFO (that the
DFO will pass through to its customers). Second, they will pay a return to the DFO for the AESO
customer contribution in the DFO rate base for the TFO asset.””

400. CAPP argued that the management fee as proposed by Ms. McShane is unjustified and
also excessive, and that CIAC should be treated as a deduction from rate base prior to calculating
return and there should be no additional fee for management.?”

401. In commenting on the justification for the award of a management fee, CAPP submitted
that where the rate base is disappearing - the ‘vanishing rate base’ conundrum - there is an issue,
as Mr. Marcus discussed, of providing the incentive to the company to continue to provide
service and operate the system. Such situations are very rare and, CAPP submitted, the Utilities
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requesting a management fee are instead in growth mode. CAPP argued that if utility investors
had been harmed in taking CIAC all these years, the practice would never have developed and
certainly would not have continued. CAPP submitted that, according to Ms. McShane, the
Utilities have been undercompensated with returns that have been far too low on account of no
allowance being made for the so-called “cost” to the utility investor from managing the assets
bought with free money. If this were true, CAPP argued, one would expect to have seen some
evidence of this in the marketplace. The Utilities should be selling at a discount because of this:
yet they are not.?”

402. The Utilities responded in reply argument to a number of the issues raised by interveners
in response to the question of whether the Utilities should receive a management fee for
contributed assets.

403. Inresponse to the assertion that the Utilities are being fully compensated for the
management of CIAC financed asset, the Utilities submitted that merely covering out of pocket
costs is not compensation for the provision of value-added services.””®

404. Noting that the principal basis for proposing the management fee was fairness, the
Utilities submitted that while contributing factors such as increased operational risk and financial
risk may appear minor in comparison, they are nevertheless valid. The Utilities noted that the
UCA admitted the theoretically validity of the incremental operational risk and that attempts to
trivialize those risks flatly ignore the $1.3-$2.5 billion of existing and forecast assets that the
Utilities are now required to construct and operate on a wholly non-profit basis.?”®

405. The Utilities argued that the atypically high levels of CIAC in Alberta were not disputed
by interveners. In response to intervener claims that the Utilities did not historically seem
concerned about the size of CIAC or have not noticed the risk related to CIAC until recently, the
Utilities stated that the issue was addressed in 2009 (ATCO Electric and AltaLink’s GTA’s) and
that the electric distribution utilities have made concerted efforts to see changes made to
investment policies.®

406. The Utilities stated that the UCA’s purported analogies between CIAC and accumulated
depreciation and vanishing rate base were misguided, and the Utilities also took exception to the
fact that these positions were not advanced in evidence and could not be tested. Accordingly, the
Utilities submitted that these positions should be accorded no weight by the Commission. In
addressing these positions put forward by the UCA, the Utilities stated that the UCA’s analogy
between accumulated depreciation and CIAC is inapposite since no fee is sought to be recovered
in respect of accumulated depreciation or amortized CIAC balances.

407. The vanishing rate base analogy, the Utilities submitted, fails to recognize that the FERC
acknowledged that, in principle, compensation was due for valuable service rendered even where
no investor-supplied capital was involved. While the FERC noted that the fee was wholly in lieu
of a return on investor-supplied capital and not in addition to it, the Utilities submitted that it
does not address the issue of CIAC, as the UCA acknowledged in Section 4.4 of their argument,
wherein the UCA stated that it was not aware of any other jurisdiction that has approved a fee or

2T Exhibit 207.02, CAPP argument, paragraphs 107 and 111.
28 Exhibit 220.02, Utilities reply argument, paragraph 132.
29 Exhibit 220.02, Utilities reply argument, paragraph 133.
%0 Exhibit 220.02, Utilities reply argument, paragraph 134.
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other mechanism to compensate shareholders for the management of contributed assets.”' The
Utilities stated that where no rate base exists, the FERC approach may be appropriate and that, in
this case, a substantial rate base composed of both investor and customer supplied capital does
exist for which compensation is appropriate, though calculated differently for return on investor
capital

408. The Utilities stated that the FERC cases, the RRO, water utilities and PPAs on
depreciated power plants noted in the UCA’s argument all support a management fee since they
acknowledge that zero compensation for the value of services rendered does not result in just and
reasonable rates.?®

409. Noting that the UCA took issue with the analogy drawn between CIAC and debt, the
Utilities argued that the accounting theory advanced by the UCA in its discussion appears to be
new and untested evidence and should therefore be rejected by the Commission. Referring to
specific sections of the UCA’s argument, the Utilities argued that contrary to what the UCA
stated in paragraph 275, interest is not the only thing which creates financial risk for
shareholders; it ignores the principal repayment obligation. Further, contrary to paragraph 286,
the Utilities are not solely focused on the asset side of the balance sheet. If there is an asset on
the asset side, there must be something on the liability side. Since it is not equity, it must be a
liability.

410. The Utilities stated that as a matter of principle, under IFRS, CIAC is accounted for as
deferred revenue and therefore recorded as a liability on the balance sheet. The IFRS accounting
entries are not driven by whether the regulator views the CIAC as debt or not. More importantly,
debt rating agencies and other capital market participants do their analysis and form their
opinions based on financial information prepared under IFRS. Title to the assets rests with the
utilities and, under IFRS, are carried at cost without netting the related financing that is provided
by customers. The Utilities argued that financing is not equity in the accounts of the utilities so it
can only be debt. Under IFRS, the deferred revenue liability for CIAC is amortized or repaid
over the lives of the CIAC assets.

411. For CIAC that is under Rider I, the utility would carry the assets at regulated NBV
financed at the utility's approved capital structures. The Utilities argued that there is no physical
difference and no difference in business risk between CIAC financed by customers and CIAC
financed under Rider 1.

412. Further, currently, if the AESO deems a CIAC funded asset to be part of the system, it
can order the TFO to repay the customer contributed financing. The fact that the utility can be
required to refund CIAC to customers when assets are deemed part of the system is confirmation,
the Utilities argued, that the financing is repayable, like debt, on demand. In situations where
repayment of CIAC occurs, the utility then finances the facilities with debt and equity. However,
the nature of the services provided does not change; only the method of financing so, the Utilities
argued, the compensation should not change either.

413. The Utilities also commented on the UCA’s criticism of the management fee for being an
alleged departure from cost-based, rate-base return methodology. The Utilities noted

%! Exhibit 210.02, UCA argument, paragraph 299.
% Exhibit 220.02, Utilities reply argument, paragraph 135-136.
% Exhibit 220.02, Utilities reply argument, paragraph 137.
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inconsistency between the UCA’s position and its” own expert’s view of the return margin mixed
model. The Utilities argued that UCA's apparent treatment of a "return" as a non-cost item also
appears to be contradicted by the proper characterization of "return" as an economic cost by

Mr. Marcus, and that a management fee is no different in this respect; it is calculated on CIAC
balances extant at regular intervals and thus is as fully cost-based as the regular calculation of a
fair return is on investor-supplied capital.

6.2.4 How would the provision of a management fee impact risk generally, and
specifically for each utility, in 2011 and 2012?

414, In argument, the Utilities stated that the management fee would have no impact on risk
generally, or specifically for each utility in 2011 and 2012 and would have no impact on business
risk as business risks are the same with and without the fee. The Utilities also stated that the
management fee would have a d¢ minimus impact on financial risk since the fee as proposed has
a very minor positive impact on credit metrics.?

415. The UCA, the CCA and IPCAA all submitted that the provision of a management fee
would reduce the Utilities level of risk.2®

416. The UCA submitted that the risk profile of the distribution Utilities would be reduced by
more than that of the transmission utilities because the distribution utilities have a higher
percentage of contributed property. Mr. Marcus estimated that a distribution utility similar to
ATCO Electric or Fortis would see an effective increase of about 105 basis points in ROE under
Ms. McShane’s proposal, while a transmission Utility like AltaLink or ATCO Electric would
have an effective increase of 32-42 basis points in ROE, assuming that no customers take

Rider I. The municipal distribution utilities, with their slightly lower level of contributions
identified in Mr. Marcus’ direct testimony, would be intermediate between these entities.

Dr. Roberts suggested that the improvement in risk profile would be relatively small at 40 basis
points but would be larger at 100 basis points.?®

417. The CCA stated that, if any management fee is awarded, this must then be offset by
reductions in operations and management expense and rates of return. Management, engineering
and other O&M expenses for CIAC related assets are already included in the revenue
requirement for the management of the utilities operational assets including those financed by
customers through CIAC. Awarding of a management fee would simply provide for excess
returns and cash flow to the utility thereby reducing risk.?

418. Inreply, the Utilities argued that an award of an ROE is not risk reduction, it is risk
compensation. The Utilities reiterated their position that business risk would not change and that
financial risk impacts would be de minimus.®®

284 Exhibit 209.01, Utilities argument, paragraph 231 and 232.

%5 Exhibit 210.02, UCA argument, paragraph 298; Exhibit 211.01, CCA argument, paragraph 62;
Exhibit 212.01, IPCAA argument, paragraph 31.

2% Exhibit 210.02, UCA argument, paragraph 298.

%7 Exhibit 211.01, CCA argument, paragraph 62.

%8 Exhibit 220.02, Utilities reply argument, paragraph 144,
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6.2.5 Have any other jurisdictions approved a fee or other mechanism to compensate
shareholders for the management of contributed assets?

419. In the Utilities evidence, Ms. McShane made reference to a number of examples in which
Alberta and other regulatory boards have adopted alternative approaches to compensation where
the rate base/rate of return model did not provide adequate compensation. In argument, the
Utilities stated that these examples were different but nevertheless support the notion that a
utility is entitled to fair compensation for valuable services rendered.”®

420. The UCA, the CCA and IPCAA all stated that they were not aware of any other
jurisdiction that has approved a fee or other mechanism to compensate shareholders for the
management of contributed assets,?®

421. In its reply argument, the UCA noted the examples cited by the Utilities where regulators
have awarded management fees or margin returns to regulated entities and thereby departed from
the conventional cost-based rate-making construct. The UCA submitted that none of those
examples is inconsistent with the UCA’s position, in that all of them involve situations where a
regulated entity finds itself with a rate base that is very small relative to its operating expenses,
and where shareholders accordingly face operating risks that are large relative to their regulated
earnings. The UCA argued that in those cases the margin return was awarded in place of a
conventional rate base/rate of return profit, and not in addition to it.”'

422. IPCAA stated that it was unaware of any evidence on the record suggesting that anything
like the proposed management fee has been approved in any other jurisdiction and that a fee of
the nature requested by the Utilities would appear to have no support from practices in other
jurisdictions in Canada and the United States. However, IPCAA pointed out that numerous
jurisdictions have adopted practices similar to the AESO’s Rider I proposal and provided the
examples of jurisdictions that have adopted Rider I-like approaches.

423. Inits reply argument, IPCAA noted the references by the Utilities to cases where the rate
base/rate of return model did not provide adequate compensation. These anecdotal references,
IPCAA submitted, include Alberta-based examples such as the regulated rate tariffs of the
distribution companies which are supported by special legislation. [IPCAA argued that the
Utilities, with the resources of eleven utility participants and an expert from Foster Associates
Inc. could not produce a single example of an approved management fee for CIAC-financed
assets,?*

424. Inresponse to IPCAA’s argument, the Utilities stated that IPCAA’s alleged Rider I
“precedents” beg the issue that the management fee is trying to resolve and that Rider I was
irrelevant to the management fee issue. The Utilities also argued that the very existence of those
Rider I precedents is tacit recognition of the inherent unfairness to the Utilities for the not-for-
profit turnkey construction and operation service they are obliged to provide. Finally, the
Utilities noted that Rider I did not apply to gas utilities or electric distribution utilities.*

2 Exhibit 209.01, Utilities argument, paragraph 233.
%0 Exhibit 210.02, UCA argument, paragraph 299; Exhibit 203.01, CCA response to AUC Additional Questions,
Q2; Exhibit 212.01, IPCAA argument, paragraph 32.

B Exhibit 221 .02, UCA reply argument, paragraph 107.
:‘;; Exhibit 222.01, IPCAA reply argument, paragraph 21.

Exhibit 220.02, Utilities reply argument, paragraphs 145-147.
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6.2.6 If a management fee is awarded, who should pay the management fee?

425. The Utilities stated that the management fee should be recovered from the same
customers who now pay for the operating and maintenance costs respecting CIAC funded assets.
The Utilities noted that all operating costs for CIAC financed facilities are recovered from all
existing customers without distinction amongst customer classes. Finally the Utilities stated that
there is no need for consideration of this matter as part of a Phase II proceeding and the recovery
of the fee as proposed is a straightforward matter and no further process should be directed with
respect to allocations.

426. The UCA and the CCA both submitted that no management fee on contributed assets was
warranted. However, the UCA submitted, should a management fee be awarded, to the extent
possible, any management fees adopted should be assigned directly to customers who make the
contributions. The CCA shared the UCA’s opinion on this issue.?*

427. The UCA submitted that a fee on a TFO contribution assigned to the DFO (if allowed)
should be paid by all DFO ratepayers, in the same proportion as the underlying DFO rate base
for property contributed to the TFO. As a practical matter, however, the UCA argued that it is
difficult to see how such a scheme could be feasible at the distributor level in relation to
individual customers, especially small-volume customers. For distribution contributions, which
are often for relatively small projects (such as underground line extensions to subdivisions), the
UCA does not consider it practical to charge individual customers. The UCA argued that the
amounts could be allocated to customer classes in Phase II cases in proportion to the allocation
of contributions to customer classes that is made in order to calculate the appropriate allocation
of return and taxes based on total rate base.**

428. The CCA stated that, if Rider I was approved and if, contrary to the CCA’s
recommendation, a management fee were approved, all distributors who are presently required to
make contributions to the TFOs for TFO investments in distribution assets exceeding the AESO's
maximum investment levels should be required to adopt Rider I. This will ensure there is no double
counting; first, as a result of the distributor earning a return on the amount of the contribution and
second as a result of the TFO earning a management fee on the same assets.””’

429. TPCAA argued for resolution of the underlying problem that has caused the TFOs to
pursue a management fee; namely, increased customer contributions by reason of, (a) the
significant increases in TFO capital costs, and (b), the lagging of the AESO’s investment levels.
IPCAA submitted that implementation of Rider I will contribute to resolving this underlying
problem.”® [PCAA further submitted that, should the Commission choose to approve a
management fee, the determination of which customers should pay a fee of the nature of the
management fee proposed by the Utilities is a Phase II general tariff application matter and
should not be determined in this proceeding.”®

24 Exhibit 209.01, Utilities argument, paragraph 236, 237 and 239.

2% Exhibit 210.02, UCA argument, paragraph 302; Exhibit 203.01, CCA response to AUC Additional Questions,
Q3.

2% Exhibit 210.02, UCA argument, paragraphs 302 and 303.

27 Exhibit 203.01 , CCA response to AUC Additional Questions, Q3.

2% Exhibit 212.01, IPCAA argument, paragraph 33.

2% Exhibit 212.01 , IPCAA argument, paragraph 34.
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430. TPCAA also noted that the Commission’s question; namely, “should only specific rate
payers pay the management fee on the assumption that the party who causes a cost to be incurred
or who benefits from the cost incurred should pay” helps to highlight the absurdity of the
Utilities’ management fee proposal. If one were to point an accusing finger at the group of
customers it might be claimed “caused” the so-called “need” for a management fee, the one
group that might be singled out is the group of customers paying for the customer contributed
assets. But how exactly could it be claimed that these customers caused this cost? They have
already done everything and more that could reasonably be demanded of any customer — in this
case, of course, paying the full costs of the facilities. Moreover, IPCAA argued, the amount of
the cost is not something these customers necessarily have any control over.*®

431. TPCAA submitted in reply argument that the Utilities apparently seek a decision that
would prospectively deny basic intervener rights in Phase II proceedings to challenge matters
such as cost causation and cost allocations. While debating the allocation of the management fee
in Phase II proceedings will be an administrative burden, denying the right to be heard on this
issue is not appropriate. A better solution is to deny the management fee for the reasons stated
earlier in IPCAA’s argument and reply.®”

432. Inreply argument, the Utilities stated that the fact that regulators have directed that the
O&M relating to the operation of CIAC-funded assets should be recovered from all system users
fully supports the position advanced by the Utilities in argument.*®

6.2.7 What is the minimum amount of contributions in aid of construction that should
warrant a management fee?

433. In argument, the Utilities stated that, while the proposed management fee could be
applied to all contributions, their recommendation was to limit the application of the 2 per cent
return to CIAC balances in excess of 4 per cent gross approved rate base (inclusive of
contributions) in order to appropriately recognize the fact that other utilities in Canada also have
some CIAC, albeit generally in smaller proportions.®®

434. The UCA and the CCA did not believe that any amount or level of CIAC should warrant
a management fee.*

435. IPCAA re-affirmed its previous submissions that the proposed management fee cannot be
awarded under the E/ectric Ulilities Act. IPCAA stated that should the Commission consider that
it has the jurisdiction to award a fee of the nature proposed by the Utilities and that such a fee
should be awarded, IPCAA recommends that the Commission use a bright line test of 10 per cent
for determining if a management fee is required for the TFOs, as has been previously suggested
by AltaLink Management Ltd. The bright line should be calculated by dividing the unrecovered
CIAC by the total rate base of each utility.*® IPCAA submitted that it did not agree with the
Utilities four per cent bright line test for the following reasons:

%0 Exhibit 212.01, IPCAA argument, paragraph 37.

% Exhibit 222.01, IPCAA reply argument, paragraph 28.

%02 Exhibit 220.02, Utilities reply argument, paragraph 148.

33 Exhibit 209.01, Utilities argument, paragraph 240.

34 Exhibit 210.02, UCA argument, paragraph 304, Exhibit 211.01, CCA argument, paragraph 65.
35 Exhibit 212.01, IPCAA argument, paragraphs 41 and 42.
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a) A 4% bright line test contradicts the evidence of AltaLink’s own witness from a prior
proceeding that stated that going beyond a 10% bright line was not going to be within
“a likely reasonable range”, implying that less than 10% was within a likely
reasonable range.

b) Even noting that the Utilities Table 1 includes a very short list of allegedly
comparable utilities, the proposed 4% bright line test is well below that of FortisBC
(8.8%) and Terasen Gas (6.3%) and somewhat below Maritime Electric (4.5%). A
bright line used to justify an exceptionally unusual payment such as a management
fee should be a boundary condition, not a median or some type of average. Clearly,
FortisBC, Terasen and Maritime Electric do not receive a management fee and
therefore the Utilities have a very weak argument for any harm at a bright line test
below 10%.

¢) The average historical CIAC as a percentage of gross rate base for the Ultilities for the
period 2007 to 2010 has been 8.5%. This level is still below the FortisBC level of
8.8%, further suggesting that nothing below 10% should be seen as an appropriate
“bright line” for the determination of a management fee.*® [footnotes omitted)

436. In reply argument, the Utilities submitted that the 10 per cent cut off proposed by IPCAA
received no attention at the hearing and no weight should be given to IPCAA’s argument in that
regard. Further, the Utilities stated that, in suggesting that Dr. Cicchetti called for a 10 per cent
threshold, IPCAA has seriously mischaracterized that evidence. The Utilities also stated that the
current management fee proposal is made on the basis of Ms. McShane’s evidence and not
evidence filed in another proceeding.*”

6.2.8 What method or formula should the Commission adopt to calculate a
management fee if it chooses to award one?

437. The Utilities acknowledged that while there are likely a number of approaches that could
be used to estimate a level of compensation for CIAC that would simultaneously recognize the
value of services provided and the risks assumed by the Utilities, the approach advanced by

Ms. McShane is the best option available. The Utilities noted that no other proposals were filed
in evidence nor otherwise detailed and examined on the record of this proceeding.*®

438. The Utilities stated that the selected methodology met Ms. McShane’s objectives of
constructing an approach: (1) that had a basis in financial theory, (2) the outcome of which could
be objectively determined, (3) which could be applied consistently across all the Alberta
Utilities, and (4) that was supported by regulatory precedent.’®

439. The Utilities submitted that Ms. McShane presented what are really two approaches
which proceed from different premises but yield the same quantum of compensation. The first
proceeds on the premise that CIAC represents a liability akin to debt, which decreases the
effective equity ratio of the Utilities. In the absence of CIAC, the assets would be financed with
interest bearing debt. The amount of compensation that is reasonable for CIAC funded assets is
derived from the increase in the cost of equity that results from the reduction in the Utilities’

3% Exhibit 212.01, IPCAA argument, paragraph 46.

%7 Exhibit 220.02, Utilities reply argument, paragraph 150, 151.
308 Exhibit 209.01 , Utilities argument, paragraph 244.

39 Exhibit 209.01 , Utilities argument, paragraph 245.
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effective equity ratio due to the presence of debt-like CIAC. The amount of CIAC compensation
is equivalent to the return required for bearing incremental financial risk.

440. The Utilities noted that Ms. McShane explained that the same estimate of a reasonable
margin is arrived at without invoking financial risk by applying the “OEB Methodology” under
which it is assumed that, in the absence of CIAC, the utilities financed all of their assets at the
same overall return (their opportunity cost of capital). To recognize that ratepayers are providing
an interest-free loan to the Utilities, ratepayers are credited with the utility market cost of debt.
The effective compensation to the utilities for CIAC is limited to the difference between their
overall cost of capital and their cost of debt.*'

441. While alternatives such as a return margin were considered by Ms. McShane, the Utilities
submitted that the selected methodology was chosen because it could be easily applied
generically across utilities and it appropriately focused on the assets and resulted in a sharing of
benefits of the CIAC among customers and utilities.*"

442. Inresponse to Mr. Marcus’ criticism of the quantum of the proposed management fee®”

as disproportionate to the impact on operating leverage and additional risk posed by CIAC, the
Utilities stated that examining the impact on operating leverage alone does not suffice. It is not a
benchmark for reasonableness or fairness of the proposed fee. The Utilities noted that the
Utilities are exposed to operational, regulatory and market risks with respect to CIAC financed
assets and that these risks are not easily quantifiable.

443. Further, the Utilities submitted that the proper context for the evaluation of the
reasonableness of a management fee is not solely the risks borne with respect to the CIAC-
funded assets, but also fairness in light of the value of service provided.

444. 1In response to parties’®"® submissions that a small percentage addition to O&M expense
could be employed as a management fee, the Utilities stated that such an approach should be
rejected and that any suggestion that what is being managed for contributed property is limited to
operating and maintenance expense misrepresents and marginalizes the functions that the
Utilities perform in relation to CIAC-financed assets.*"

445. The UCA opposed the imposition of a management fee in any form and had no opinion
on what formula should be applied or collection method adopted.*™

446. The CCA submitted that, while it did not support any management fee on contributed
assets, the concept put forward by the Utilities is that it is required to compensate the utility for
planning, managing and operating the contributed assets. Accordingly, the management fee, if
approved, should be determined as a per cent of the O&M expenses associated with contributed
assets. The CCA further submitted that the determination as to whether a management fee

%10 Exhibit 209.01, Utilities argument paragraph 246.

3 Exhibit 209.01, Utilities argument, paragraph 248.

i Transcript, Volume 6, page 815, lines 15-23.

83 Exhibit 130.01, Mr. Marcus’ response to Utilities-UCA-58(c)), Exhibit 202.01, IPCAA response to AUC
Additional Questions, Q4; Exhibit 203.01, CCA response to AUC Additional Questions, Q4.

Exhibit 209.01, Utilities argument, paragraph 254.

315 Exhibit 210.02, UCA argument, paragraph 305.
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applies or not should be made at the time of the GRA, on a forecast basis, having regard to a
threshold.¥'®

447. TPCAA stated that, if a management fee were to be approved, any fee should only be
calculated on any amounts that exceed the 10 per cent bright line test. Furthermore, it should be
calculated on the basis of the service of managing property and should not be based on the value
of the property itself.' IPCAA further stated that the idea that the Utilities are providing the
service of managing the CIAC assets without compensation is wrong. Any cost incurred is
compensable and is compensated for as is any reasonable and prudent cost.*'®

6.2.9 Should other forms of no-cost capital also be eligible for a management fee?
What is the rationale for including or excluding other forms of no-cost capital?

448. The Utilities submitted that the management fee proposal was to apply only to CIAC and
that other forms of no-cost capital would not be eligible for, or included in, the calculation of the
management fee. The Utilities noted that there is a distinction to be made between CIAC and
other forms of no cost capital. CIAC balances, the Utilities argued, relate to long-term assets
over which the Utilities provide valuable services and bear risks. Other forms of no cost capital
arise as a result of timing differences between the incurrence and recovery of costs and do not
involve the fairness issue related to CIAC financed assets and, consequently, do not warrant
treatment analogous to that requested for CIAC.*"

449. In reply argument, the Utilities added that the management fee was based in part on the
business risks inherent in offering a not-for-profit turnkey construction service and not-for-profit
operations and maintenance service and that these services were very different from the business
risks associated with managing deferred taxes and depreciation reserves.*

450. The UCA submitted that it did not accept the premise that a management fee is
appropriate or necessary as compensation related to the management of CIAC or any other form
of no-cost capital, or accumulated depreciation. Any proposal to give shareholders a return on
amounts that they have not actually invested in the business is misconceived and inconsistent
with the principles of cost-based rate-making.%'

451. The CCA considered that no management fee should be allowed on no-cost capital. The
CCA considered that the fair return and revenue requirement awards have, and do, take into
account issues surrounding no-cost capital. Customers currently pay all costs associated with no-
cost capital including asset management. The CCA views no-cost capital as reducing utility risk,
not increasing risk.*?

%15 Exhibit 203, AUC-CCA-04.

317 Exhibit 212.01, IPCAA argument, paragraph 47.

318 Exhibit 212.01, IPCAA argument, paragraph 49.

39 Exhibit 209.01, Utilities argument, paragraphs 257 and 258.
32 Exhibit 220.02, Utilities reply argument, paragraph 156.

%21 Exhibit 210.02, UCA argument, paragraph 306.

%22 Exhibit 211.01, CCA argument, paragraph 67.
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452. IPCAA submitted that, as it had previously discussed, the Commission does not have the
power to award compensation for costs for which no utility investment has been made over and
above what is needed to reimburse the utility for its reasonably incurred costs.*

6.2.10  Assuming that the balance of CIAC changes on an annual basis, what method or
formula should the Commission adopt to calculate a management fee and include
the fee in base rates, it if chooses to award one? When should a management fee
be instituted if it is approved?

453. The Utilities summarized the calculation of the annual management fee in their argument,
as follows:

The annual Management Fee should be calculated by (1) summing the mid-year approved
CIAC balance and rate base net of other forms of no cost capital (i.e. mid-year pro-rated
invested capital); (2) calculating 4% of the total; and (3) subtracting the 4% from the
forecast test-year CIAC balance. The resulting balance equals the CIAC eligible for
Management Fee. The management Fee in dollars for each of the Alberta Utilites would
then be calculated by applying the requested 2% to the eligible CIAC balance. For the
taxable utilities, the resulting Management Fee would then be grossed up by the test year
corporate income tax rate.*®

454. The Utilities noted that, if the Commission approves Rider I, the annual amount of CIAC
eligible for the management fee would be dependent on the extent to which customers opt for
Rider I, which is uncertain. Consequently, the Utilities recommended the implementation of a
deferral account for the TFOs which would true up the difference between the actual and forecast
management fee.*

455. For those utilities who are, or will be, subject to PBR, the Utilities recommended the
calculation of the annual management fee described above be modified to use the previous year
actual mid-year balances as, for other than the PBR base year, there may not be an approved
forecast mid-year rate base balance.’® The Utilities submitted that the management fee should be
approved to be effective January 1, 2011.%

456. The UCA’s position was that no management fee is warranted, and so it did not offer an
opinion on how the Commission should calculate a fee that the UCA does not believe should be
imposed in any form or in any amount,*®

%23 Exhibit 212.01, IPCAA argument, paragraph 54.

324 Exhibit 209.01, Utilities argument, paragraph 260.

35 Exhibit 209.01 , Utilities argument, paragraph 261.
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457. IPCAA submitted that, should the Commission approve a management fee against
IPCAA’s recommendations, IPCAA submits that the management fee should be:

a) Calculated only on any amounts that exceed the 10% bright line test; and

b) Calculated on the basis of the service of managing property and should not be
based on the value of the property itself.*®

458. In reply argument, IPCAA reiterated its submission that the Commission is without
jurisdiction under the E/ectric Ulilities Actto award a management fee as requested by the
Utilities. Further, IPCAA submitted that, should the Commission conclude that it does have
jurisdiction to award some form of fee for management services as requested by the Utilities, and
that such a fee is warranted, [IPCAA submits that it should only be instituted after completion of
a Phase II proceeding of the AESO or relevant DFO.**

459. In its reply argument, the Utilities stated that it would be grossly unfair to the Utilities to
deny the recovery of the management fee now because the uptake on Rider I may not be known
for some months after a decision is released.®

6.3 Commission findings
Jurisdiction to award a management fee

460. The Commission has the obligation to ensure that the rates it establishes are just and
reasonable in accordance with Section 121(2)(a) of the E/ectric Utilities Act, Section 36(a) of the
Gas Utilities Actand Section 89(a) of the Public Ulilities Act.

461. In fixing just and reasonable rates, the Gas Utilities Act (Section 37) and the Public
Utilities Act (Section 90) require that the Commission determine a rate base on which to fix a fair
return by giving due consideration to the cost of the property when first devoted to public use
and to the prudent acquisition cost to the owner of the utility, and to necessary working capital.
In the Electric Utilities Act, return is considered to be a subset of the “costs and expenses
associated with capital related to the owner’s investment in the electric utility”

(Section 122(1)(a)) and is specified as a fair return on the equity of shareholders of the electric
utility as it relates to the investment (Section 122(1)(a)(iv)).

462. The process by which the Commission sets rates was described by the Supreme Court in
Northwestern Utilities Ltd. v. City of Edmontorf® and cited in Stores Block:

The PUB approves or fixes utility rates which are estimated to cover expenses plus yield
the utility a fair return or profit. This function is generally performed in two phases. In
Phase | the PUB determines the rate base, that is the amount of money which has
been invested by the company in the property, plant and equipment plus an
allowance for necessary working capital all of which must be determined as being
necessary to provide the utility service. The revenue required to pay all reasonable
operating expenses plus provide a fair return to the utility on its rate base is also

%29 Exhibit 212.01 , IPCAA argument, paragraph 55.

30 Exhibit 222.01 , IPCAA reply argument, paragraph 34,

31 Exhibit 220.02, Utilities reply argument, paragraph 158.

%2 Northwestern Utilities Ltd. v. City of Edmonton, [1979] 1 S.C.R. 684 at page 691; Stores Block, supra,
paragraph 65.
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determined in Phase |. The total of the operating expenses plus the return is called the
revenue requirement. In Phase Il rates are set, which, under normal temperature
conditions are expected to produce the estimates of “forecast revenue requirement”,
These rates will remain in effect until changed as the result of a further application or
complaint or the Board’s initiative. Also in Phase II existing interim rates may be
confirmed or reduced and if reduced a refund is ordered. [emphasis added]

463. This approach to approving the recovery of a utility’s prudent costs and awarding a fair
return on the equity portion of a utility’s investment is the basis of the cost of service regulation
framework that has been employed by the Commission for decades.

464. The legislature has recognized that there are situations where return on rate base may be
inadequate to allow for proper compensation. Section 6(1)(b)(i) of the Regulated Rate Option
Regulatior’® promulgated under the E/ectric Utilities Act requires the Commission to approve a
reasonable return (which is not tied to investment but rather to the obligation to provide service)
as well as a risk margin (Section 5) that compensates for a number of specific risks.* Neither the
Electric Utilities Act nor the Gas Ulilities Act contain such provisions.

465. Interveners generally argued that the relevant legislation and cost of service regulation
principles provide for the entire compensation scheme for the Utilities, which consists only of a
return on the capital invested in rate base and the recovery of prudent costs. The interveners
characterized the management fee as a request for additional return or profit, which they argued
the Commission was not authorized to grant under a strict interpretation of the statutes together
with traditional cost of service regulatory principles.

466. In general, the Commission agrees with this interpretation of the statutes. However, the
Commission considers there are circumstances, such as the “vanishing rate base” scenario cited
by some interveners, where the return on rate base approach may not allow for sufficient return
to provide for just and reasonable rates. In such situations, the Commission considers that case
law provides it with the authority to implement a mechanism, which might be in the form of a
management fee, in order to ensure that just and reasonable rates are achieved.

467. As noted above, the Utilities cited the Supreme Court of Canada’s decision in
Northwestern 1961in support of their guantum meruit argument. In that case, the Supreme Court
of Canada found that the Commission’s predecessor had jurisdiction to fix just and reasonable
rates, which included fixing rates to allow for transitional losses between the date of application
and the date of decision. The Court concluded that, even in the absence of any statutory
provision, there is an obligation at common law for ratepayers to pay for utility service on the
basis of quantum meruit as part of the jurisdiction to ensure that tolls are at all times just and
reasonable.

468. In Northwestern 1961, the authority of the Commission’s predecessor to establish a
“purchased gas adjustment clause” was at issue. This clause was essentially a variance account
mechanism that permitted the utility to recover from consumers in the future amounts the utility
had to pay for gas that proved more expensive than the utility’s estimates (and to refund amounts

333 AR 262/2005.
¥ Similarly, Section 5(a) of the Deéfault Gas Supply Regulation, AR 184/2003 under the Gas Utilities Act provides
for *“...a reasonable return on costs deemed eligible by the Commission, excluding the cost of gas that is
provided and delivered...”
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to consumers if the estimates proved to be greater than the actual cost). While not specifically
provided for in the relevant statutes, the jurisdiction of the Commission’s predecessor to approve
such a mechanism was upheld by the Court. In particular, at pages 406-407 of its judgment, the
Court stated that the authority flowed from the power to set just and reasonable rates which
would yield a fair return:

With great respect, however, the proposed order would be made in an attempt to ensure
that the utility should from year to year be enabled to realize, as nearly as may be, the fair
return mentioned in that subsection and to comply with the Board's duty to permit this to
be done. How this should be accomplished, when the prospective outlay for gas
purchases was impossible to determine in advance with reasonable certainty, was an
administrative matter for the Board to determine, in my opinion. This, it would appear, it
proposed to do in a practical manner which would, in its judgment, be fair alike to the
utility and the consumer.

As pointed out by Porter J.A., s. 67(5) does not touch the matter and this the respondent
concedes, but the Board has not assumed to act under that subsection. Rather did it
propose to make the order under the powers given to it and the duty imposed upon
it by the sections to which | have referred to fix just and reasonable rates which
would yield the fair return mentioned in s. 67(2). [emphasis added]

469. The Commission considers that this case supports the proposition that, in certain
circumstances, in order to satisfy its duty to set just and reasonable rates, the Commission has the
jurisdiction to approve compensatory schemes that are not specifically provided for in the
statutes to ensure that a fair return is realized.

470. The Commission will now consider the questions as to whether: (1) the rate of return
compensation scheme set out in the legislation is insufficient to provide for just and reasonable
rates given the current levels of CIAC, and (2) if so, whether the proposed management fee is
warranted.

471. It should be noted that this was not the manner in which the Utilities framed their
argument in support of the management fee. The Utilities’ primary argument was that the
principle of quantum meruit requires that the services that the Utilities are providing with respect
to the CIAC-financed assets be compensated. The Utilities also justified the management fee by
submitted evidence related to increased risk (financial, operating leverage and business risk).

472. Therefore, with respect to the first question, the Commission will consider whether the
arguments of the Utilities with respect to guantum meruit and increased risk associated with
CIAC support the conclusion that the rate of return compensation scheme is insufficient.

Is the rate of return compensation scheme set out in the legislation insufficient to provide
for just and reasonable rates?

473.  As discussed above, the E/éctric Utilities Actand the Gas Ulilities Act provide for
compensation consisting of a return on utility investment and recovery of prudent costs. The
Utilities submitted that where CIAC levels approximate the industry average, the conventional
model generally provides fair and reasonable compensation. However, the Utilities argued that
CIAC levels are significantly higher in Alberta than the industry average and, as a result, “that
paradigm does not provide fair or any compensation in relation to services provided and risks
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borne in relation to CIAC-funded assets.”* The Utilities stated that the proposed management
fee will augment the conventional model, and also stated that the proposed management fee
provides for a margin or fair compensation for all of the services they render relating to assets
that are constructed, owned and operated by the Ultilities, but which are financed by customers.

474. Interveners argued that the statutory and regulatory schemes do provide for sufficient
compensation. The UCA submitted that the cost-based rate-making principle says that utilities
should be entitled to charge rates that provide them with a reasonable opportunity to recover
their prudently incurred costs, including a fair return on the capital they have invested in the
business, but that they are not entitled to charge rates that are higher than that. The UCA argued
that approval of the management fee proposal would result in profits or returns to shareholders
that exceed the cost of equity capital and the levels dictated by the fair return standard, and it
would result in rates that are not just and reasonable.*®

475. In determining whether rates are not just and reasonable without specific compensation
for services the Utilities provide in respect of the CIAC-funded assets, given the current levels of
CIAC, the Commission will now address the main arguments cited by the Utilities namely:

o quantum meruit for value of services rendered
o risk considerations

Value-added services and the concept of guantum meruit

476. The Utilities submitted that the services for which they are requesting compensation by
way of a management fee include the construction, operation and maintenance of CIAC funded
assets. While the interveners argued that the Utilities are being fully compensated for the
provision of services, the Utilities replied that merely covering out-of-pocket costs is not
compensation for the provision of value-added services.*

477. The Utilities appear to suggest that the concept of quantum meruit provides both the
jurisdiction and the requirement that they be compensated above cost for these services, which
they have also referred to as the “value-added” services. Thus, the Commission considers that
determining the value of the services provided by the Utilities in respect of the CIAC-funded
assets is fundamental to assessing the Utilities” quantum meruit argument.

478. The Commission finds that the Utilities have not established that they are providing any
“value-added” services specifically associated with CIAC-funded assets. The Utilities argued
that the construction, operation and maintenance of CIAC-funded assets is a value added service.
The Commission does not agree. The construction, operation and maintenance of the assets
owned by the utility are necessary for the provision of electric utility service, whether the assets
were funded by CIAC or not. The Utilities have proffered no evidence of having to provide any
services beyond the delivery of the electric utility service that is required, pursuant to their
obligation to serve, and for which they are compensated through the rates approved by the
Commission.

35 Exhibit 220.02, Utilities reply argument, paragraph 111.
3% Exhibit 221.02, UCA reply argument, paragraph 100.
37 Exhibit 220.02, Utilities reply argument, paragraph 132.
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479. Further, the Commission considers that the Utilities have not provided any evidence by
which the Commission can quantify these “value-added” services, over and above the costs
incurred for the provision of electric utility service, for which they are compensated through the
rates approved by the Commission.

480. The Utilities cited Northwestern 1967 in support of the quantum meruit nature of their
claim. However, the Commission finds that the Utilities are unable to specifically quantify the
actual cost of the “value added” services, other than to say that reasonable compensation can be
derived from “the increase in the cost of equity that results from the reduction in the utilities’
effective equity ratio due to the presence of debt-like CIAC.”*® In contrast, in Northwestern
1961, the transitional amounts that the Commission’s predecessor determined the utility should
be compensated for were clearly identifiable and quantifiable amounts incurred by the utility.
This is in distinct contrast to the Utilities’ request for compensation.

481. Nonetheless, the Utilities’ proposal that the management fee should be equivalent to the
increase in the cost of equity that results from the reduction in the Utilities’ effective equity ratio
due to the presence of debt-like CIAC appears to argue that the Utilities incur an opportunity cost
by being required to construct, operate and maintain CIAC funded assets. However, the Utilities
recover the prudently incurred costs to construct, operate and maintain the CIAC funded assets
as well as an allowed return on the working capital required to fund these costs through the rates
approved by the Commission. Consequently, the Commission does not agree that the Utilities
incur an opportunity cost in being required to fund the construction, operation and maintenance
of the CIAC funded assets.

482. On a final note, when one looks at the contributed capital scheme and the notion that
customers must contribute some portion of the initial start up costs, one must also consider what
benefit the utility receives. If it was not for the customer’s contribution, the utility would not
have that customer nor the opportunity to invest in the rate base assets not funded by CIAC that
are required to provide service to that customer.

483. The Commission finds that it has not been established that the services provided by the
Utilities in respect of CIAC-funded assets represent a value added service that is in addition to
the utility services which are compensated under the statutory scheme. Nor has it been
established that the services have any quantifiable value. Accordingly, the Commission finds that
there is no evidence that the provision of services in respect of CIAC-funded assets requires any
compensation through a management fee or results in rates that are not just and reasonable.

Risk considerations

484. The Commission will now address the question of whether the Utilities rates are just and
reasonable considering the argument that the Utilities incur risks related to CIAC for which they
are not adequately compensated.

485. The Utilities argued that (1) the higher the level of CIAC relative to the total rate base,
the higher is the operating leverage; and (2) the higher the level of CIAC relative to total capital
(inclusive of CIAC), the higher is the financial risk.*® The Utilities stated that operating leverage

%8 Exhibit 86.01, opinion on management fee and Rider I, lines 48-51.
39 Exhibit 86.01, page 13, lines 361-364.
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refers to the sensitivity of the earned return on rate base to unanticipated changes in revenues
and/or costs.*”

486. The Utilities also stated that, as set out in CCA-Utilities-31, there are business risks and
liabilities other than the operating leverage risk to which the Utilities are exposed. The Utilities
listed these business risks as:3'

e Operational risk (liabilities for):
i.  Damages to company facilities by others or weather
ii.  Public injury as a direct result of company operations
iii.  Environmental contamination resulting from a release of contaminates
iv.  Release of natural gas causing fire or explosion as a direct result of company
operations
v.  Service outages which result in customer property damages and/or injury as a
result of equipment failure
vi.  Decommissioning and asset retirement liabilities
e Regulatory risk:
i.  unfavorable regulatory decisions
ii.  compliance with regulation and legislation
iii.  unforeseen changes to provincial or federal legislation affecting the company
operations
e Other business risks:
i.  Forecasting operating and maintenance costs
ii.  Franchise loss

iii.  Weather
iv.  Market loss
V. Fraud

487. In her evidence Ms. McShane stated that the presence of CIAC increases the effective
debt ratio (or alternatively, decreases the effective equity ratio) and that CIAC represents a
liability that is akin to debt, albeit interest-free.* Further, Ms.McShane stated that the lower the
equity ratio, the higher the financial risk, and the higher the cost of equity for a given level of
business risk.

488. The Utilities stated that the higher level of CIAC relative to total rate base, the higher is
the operating leverage, or sensitivity of the earned return on rate base to unanticipated changes in
revenues and/or costs. Ms. McShane provided an example in Table 2 of her evidence of the
sensitivity of the ROE to an unanticipated change in O&M expense. Ms. McShane stated that the
example showed that an unanticipated increase in O&M expense reduced the actual ROE below
the allowed ROE by a wider margin for a utility with CIAC than it does for a utility with no
CIAC and stated that greater CIAC introduces greater potential volatility in actual earnings.

489. Mr. Marcus submitted that in principle, the argument that CIAC creates operating
leverage that results in increased operating risk and an increase in the cost of equity for
shareholders has some theoretical validity since CIAC can create incremental operational risk.
The Commission agrees with this observation, as further discussed below.

%0 Exhibit 86.01, page 13, lines 364-366.
341 Exhibit 135.02, CCA-Utilities-31.
%2 Exhibit 86.01, page 14, lines 381-383.
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490. The Commission notes Ms. McShane’s rebuttal evidence in which she acknowledges that
the proposed management fee exceeds the likely deviation from the allowed return due to higher
operating leverage, and includes compensation for other risks as well as the value of services
provided.*® Given the Commission’s determination that there are no value added services
provided by the Utilities with respect to the CIAC-funded assets, the Commission does not agree
that the incremental level of business and financial risk associated with these assets, on its own,
supports the management fee proposed by the Utilities.

Management fee conclusions

491. The Commission determined above that the services related to CIAC-funded assets are
not distinct from the utility services compensated for under the statutory scheme and that the
incremental level of risk associated with these assets, on its own, does not support the
management fee proposed by the Utilities. Consequently, the Commission does not accept the
management fee proposal.

492. Additionally, the Commission considers that the concept of a management fee should be
viewed in the context of the Alberta regulatory framework. For example, IPCAA noted the
potential “double charging” for DFO customers that may occur if the TFOs are allowed to earn a
management fee on assets paid for by a customer contribution. In this case, DFO customers
would pay the management fee to the TFO (that the DFO would pass on to its customers), as
well as the return to the DFO for the contribution made to the TFO, because the contribution
would become part of the DFO’s rate base.**

493. This is of particular concern in situations in the electric utility industry where the TFO
and DFO are part of the same larger corporate entity. For ENMAX, EDTI and ATCO Electric
TFOs, the corporate shareholder earns a rate of return on CIAC assets where the CIAC funding
comes from the DFO affiliate, and the TFO affiliate would earn a management fee on those same
assets. In her evidence, Ms. McShane expressed her view that corporate affiliations should not be
a determinant of the appropriate compensation for CIAC and that compensation for CIAC should
be provided to the regulated entity that constructs, owns, operates and manages the underlying
assets and provides the related services.*

494. The Commission does not agree with the position advanced by Ms. McShane and the
Utilities in this instance. The Commission considers that, for the corporate shareholder to receive
a return on transmission assets funded by the DFO, because the contribution is added to the
DFO’s rate base, as well as a management fee provided to the TFO on those same transmission
assets, would result in an unwarranted additional return to the corporate shareholder.

495. Nonetheless, even though the management fee proposed by the Utilities is not warranted,
the Commission agrees with the Utilities that CIAC-funded assets contribute to business risk. In
general, business risk would be expected to rise in proportion to assets. The Commission agrees
with the Utilities that, without an increase in equity, CIAC-funded assets would cause an
increase in financial risk and operating leverage risk.

33 Exhibit 152.04, McShane rebuttal evidence on management fee, lines 378-385.
“ Exhibit 212.01, IPCAA argument, paragraph 29.
5 Exhibit 86.01, page 14, lines 381-383.
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496. As outlined in Section 5 above, it has been the practice of the Commission and its
predecessor to adjust for any differences in risk among the utilities by adjusting their individual
equity ratios. The Commission has reaffirmed its adherence to this approach in this decision.

497. In this regard, the Commission notes that the equity ratios awarded in Decision 2009-216
were determined by examining the credit metrics for a sample of utilities with an A credit rating.
The sample utilities used in Table 12 of Decision 2009-216 were exclusively Alberta utilities and
therefore reflected the typical level of contributed assets of the Alberta utilities, as of 2009.
These Alberta utilities were able to achieve A credit ratings at their observed credit metrics
despite having a certain amount of CIAC-funded assets.

498. Furthermore, in the case of AltaGas, the EUB explicitly recognized in Decision 2004-052
that a high level of customer contributions increases business risk, when it set the equity ratio of
AltaGas in the 2004 GCOC proceeding. In that decision, the EUB stated:

The Board considers that AltaGas has greater business risk than the typical gas
distribution company.

AltaGas and ATCO Gas considered the business risks of AltaGas to be higher than the
business risks of ATCO Gas, due to AltaGas’ relatively small size, rural service area,
geographically dispersed customers and high level of customer contributions.

[...]

Considering all of the above, the Board concludes an appropriate common equity ratio for
AltaGas is a continuation of its currently approved 41%.%

499. As the UCA pointed out in its argument, no utilities have been downgraded since the
2009 proceeding and, therefore, the Commission considers that the equity ratios awarded in
Decision 2009-216 adequately reflected all of the Alberta utilities’ business risks, including any
risks associated with the CIAC-funded assets.

500. In this decision, the Commission continued the equity ratios awarded in 2009 for 2011
and 2012, with the exception of ATCO Electric TFO, AltaLink TFO, and ATCO Pipelines.
Based on the data provided in Attachment A of Ms. McShane’s evidence, CIAC as a percentage
of gross rate base (inclusive of contributions) of the Alberta Utilities, in total, is expected to
decrease from 17 per cent in 2009 to 15 per cent 2012.%

501. Specifically, the data provided in Attachment A of Ms. McShane’s evidence shows that,
while the level of CIAC for electricity and gas distributors is forecast to decrease from

21 per cent of gross rate base in 2009 to 18 per cent in 2012, the CIAC for TFOs is expected to
increase from 9 per cent of gross rate base in 2009 to 12 per cent in 2012.% The Commission
considers that addressing factors such as the maximum investment levels of the electricity and
gas distributors will help to further reduce the amount of CIAC-funded assets in the future. In
that regard, in Decision 2011-134, the Commission recently increased maximum investment
levels substantially for ATCO Electric.**

502. With respect to the TFOs, the Commission considers that the approved Rider I will likely
result in a reduction in the CIAC levels of the TFOs. Further, the Commission has initiated the

%6 Decision 2004-052, page 53.

:; Exhibit 86.01, Kathleen McShane opinion, Attachment A, PDF page 214.
Ibid.

¥ Decision 2011-134, Section 5.3.
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Electric Transmission Contribution Policy proceeding® in which it will address aspects of the
AESO’s customer contribution policy. The outcome of this proceeding will likely affect the level
of CIAC for the TFOs in Alberta.

503. In light of these factors, the Commission considers that the equity ratios awarded in this
decision for 2011 and 2012 adequately reflect the Alberta utilities’ business risks, including any
risks associated with the CIAC-funded assets. On a go-forward basis, the Commission will
consider any concerns related to the level of CIAC-funded assets on a utility-specific basis and,
if necessary, adjust the equity thickness for the utilities.

7 Rider I matters

7.1 Background

504. Following concerns expressed by certain industrial customers with respect to the up-front
payment of construction contributions for system access service (i.e. transmission) connections,
the AESO proposed a new “Rider I” to finance these contributions. Rider I would allow
customers to pay the construction contribution principal in equal monthly amounts, over a period
of up to 20 years, plus a carrying cost (similar to an interest charge) on the unpaid contribution
balance. Rider I would also allow for contributions that were previously paid for transmission
facilities to be refunded and then re-paid through Rider 1.*' Rider I would only be available to
fund contributions to transmission facility owners (TFOs).

505. The AESO first proposed Rider I in its 2010 GTA.*? In that proceeding, the Commission
determined that Rider I should be considered in conjunction with the management fee matter and
stated in Decision 2010-606 that it “makes no findings in respect of the merits of Rider I at this
time...Rider I will be considered in association with the management fee in the upcoming 2011
Generic Cost of Capital proceeding,”**

506. The Utilities supported Rider I** because they are concerned about the increasing levels
of customer contributions, including contributions to the TFOs by the distribution facility owners
(DFOs).** Contributions by DFOs to transmission substation costs result in a transfer of rate
base from a transmission utility to a distribution utility. High levels of contributed assets reduce
the amount of a utility’s rate base that can earn a return on capital for rate making purposes.

507. In addition to supporting Rider I, the Utilities proposed a management fee as
compensation for managing the contributed assets.*® This is discussed in detail in Section 6
above.

%0 proceeding 1D No. 1162.

%1 Exhibit 77.02, Appendix B - Previously-Filed Evidence on Amortized Construction Contribution Rider 1,
page 36 of 58, paragraph 191, PDF page 32.

%2 Alberta Electric System Operator, 2010 ISO Tariff Application, Application No. 1605961, Proceeding 1D
No. 530.

%3 Decision 2010-606, page 58, paragraph 302.

354 Exhibit 209.01, written argument of the utilities, page 67, paragraph 266.

%5 Exhibit 86.01, opinion on management fee and Rider I, pages 6-7.

%6 Exhibit 86.01, opinion on management fee and Rider I, pages 2-3.
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7.1.1 Current contribution mechanics

508. A connecting customer must provide financial security up to the amount of the TFO’s
maximum investment level. This financial security must be in the form of a guarantee, cash
deposit or irrevocable letter of credit from a Canadian chartered bank, credit union, trust
company or other financial institution with a minimum senior unsecured long-term debt A- credit
rating. The financial security must also be to the satisfaction of the TFO.

509. If the costs of the connection project exceed the maximum investment level, the customer
must provide a construction contribution in the amount of the financial obligation above the
maximum investment level. The construction contribution must be paid by way of electronic
funds transfer or wire transfer to the TFO.

510. After the commencement of commercial operation of the connection project, the TFO
returns any security held for the connection project, the construction contribution is not returned
to the customer, but held by the TFO as part of its contributions in aid of construction (CIAC).

712 Mechanics of Rider |

511.  As in the current contribution regime, until a connection project reaches commencement
of commercial operation, the customer would be required to provide financial security for all the
costs incurred by the TFO up to the maximum level of utility investment allowed by the
Commission. For expenditures above the maximum utility investment allowed by the
Commission, the customer would still be required to provide a cash contribution to the TFO to
the full amount of the connection project. However, if Rider I were in effect, the customer may
request that this cash contribution be repaid to the customer by the TFO after the commencement
of commercial operation.*’

512. The contribution refund would then be converted into an obligation to the AESO and paid
by way of monthly payments to the AESO under Rider I. The Rider I amounts collected by the
AESO would be included in the AESO’s revenue forecast and would therefore offset amounts to
be collected from other market participants. The amount of the contribution refund would be
added to the TFO’s capital invested in rate base since the balance of the TFO’s no cost capital
would be reduced by that amount. Because the amount of the refunded contribution would add to
the TFO’s capital invested in rate base, the TFO’s revenue requirement would increase. This
higher revenue requirement would be recovered through Rider I payments from the AESO to the
TFOs.

513. The changes in the TFO’s revenue requirement would be reflected in the TFO tariff paid
by the AESO*® and recovered by the AESO through Rider L.

514. The calculation of monthly Rider I payments would be made in accordance with a
formula set out in Rider I, which is designed to exactly match the cost differential in the TFO’s
revenue requirement that will result from the elimination of the contribution. The AESO

57 The request to have the contribution refunded under the Rider I regime could be made by a customer at any
time, and the amount of the contribution refund would be calculated as the amount that has not yet been
recovered through transmission rates.

%8 Exhibit 77.02, Appendix B - Previously-Filed Evidence on Amortized Construction Contribution Rider I,
AML.AESO-002(c), PDF page 12 of 35.
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submitted that Rider I payments would leave the TFOs unaffected, as they can continue to file
their revenue requirements for approval with the Commission.**

515. The AESO submitted that the fundamental purpose of Rider I is to allow the highest
value use of capital by the entities involved.*® It would free up customer capital to be invested in
their businesses, while the transmission connection asset would be financed by the TFO’s
capital. The proposed Rider I would provide:

...market participants with an option to amortize and pay construction contributions over
a period of up to 20 years, rather than in full prior to construction... Rider I is proposed to
be available for system access services under both Rate DTS [demand transmission
service] and Rate STS [(generator) supply transmission service], and is designed to
address the financial aspects of the proposed approach, including risk of default, such that
market participants who do not select the option are unaffected by those who do.*'

516. When asked by the Commission panel if there is a concern that Rider I could potentially
reallocate resources in the economy in a sub-optimal manner, the AESO’s witness stated that:

Ultimately Rider I would end up in some reallocation of resources. It seems to us when
we've talked about it that it should result in a more optimal allocation of resources in that
the ownership and operation of the facilities will be put to the party that has the expertise
in that area.®®

517. The AESO submitted that the principle difference between the form of Rider I proposed
in this application and Rider I as it was originally proposed in the AESO’s 2010 GTA, is the
requirement for the customer to provide financial security in the amount of the construction
contribution remaining outstanding during the Rider I term.*® The AESO indicated that the
financial security would be in the form of a letter of credit or other financial security from a
financial institution.®® There would be no requirement for financial security from a DFO
regulated by the Commission.**® The AESO submitted that the requirement for financial security
would eliminate any risk of default arising from utilization of Rider 1.%%

518. The AESO witness indicated that Rider I is in the public interest because:

The proposed implementation of Rider I, together with the provision of financial security
... ensures that other market participants are not harmed by Rider I. In addition, Rider I
facilitates the most efficient use of capital for both market participants and transmission
facility owners. The AESO therefore believes Rider I contributes to economic efficiency,
which is in the public interest.*®

%9 Transcript, Volume 4, page 479, line 10 to page 489, line 25.

%0 Exhibit 77.01, AESO evidence on Rider I matters, page 2 of 8, paragraph 12.

%! Exhibit 77.02, page 58 of 268, paragraph 290, PDF page 2.

%2 Transcript, Volume 4, page 505, lines 10-15.

%3 Alberta Electric System Operator, 2010 ISO Tariff Application, Application No. 1605961, Proceeding ID
No 530.

%4 Transcript, Volume 4, page 476, lines 11-13.

%5 Exhibit 77.01, AESO evidence on Rider I matters, Appendix A, subsection 3(1).

%6 Exhibit 77.01 , AESO evidence on Rider I matters, page 4 of 8, paragraph 23.

e Transcript, Volume 4, page 473, line 20 to page 474, line 2.
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T2 Views of the parties

519. IPCAA fully supported Rider I as proposed by the AESO in this proceeding and
recommended that it be approved for immediate implementation. IPCAA also requested that
Rider I be made available for all transmission-connected customers, including customers who
contract directly with the AESO and those who contract with a DFO, which “flows through” the
AESQ?’s tariff charge to the customer. Therefore, IPCAA recommended that, should the
Commission approve Rider I, that it also direct the DFOs to also implement Rider I in a timely
fashion,*®

520. As further discussed below, the Utilities, the UCA and the CCA supported Rider I with
some exceptions and qualifications.

7.2.1 Risk of default

521. One of the primary concerns with Rider I as originally proposed in the AESO’s GTA was
with the risk borne by all customers if a Rider I customer defaulted. In his testimony, the AESO
witness stated:

So my understanding is that the risk lies with the AESO and other ratepayers. During the
construction phase of that line, we do require the market participant to put up financial
security for the cost of the line, even that amount covered by investment. So that covers
any risk up to the commercial operation date, even if the line is fully covered by
investment.

522. The AESO submitted that the risk of default has been fully mitigated by its right to deny
a customer’s request for Rider I, the availability of Rider I only after commercial operation of the
connection facilities, and the requirement of a customer to provide security for any unrecovered
construction contribution during the Rider I term.*

523. The AESO acknowledged that, in the event that the customer defaulted on its Rider I
payments and the financial institution that provided the financial security was failing at the same
time, the unrecovered balance from that customer would be recovered from the other
customers.¥' However, the AESO also stated:

So it seems like that potential eventuality of simultaneous collapse of the market
participant and the party providing their financial security without foreknowledge of the
AESO, that seems like an extremely small risk.*

7.2.2 Mandatory requirement of Rider | for DFOs

524. The UCA supported Rider I as proposed by the AESO with one qualification. The UCA
submitted that for a DFO Rider I should be mandatory if it has the same tax status as the TFO
and particularly if it is part of the same company as the TFO.*® The UCA stated that because the
DFO is likely to have a greater equity thickness than the TFO, distribution rate payers would be

%8 Exhibit 212.01, IPCAA argument, page 19, paragraphs 71-72.
Transcript, Volume 4, page 516, lines 5-11.

Exhibit 206.01, AESO argument, page 2, paragraph 8.

n Transcript, Volume 4, page 477, line 23 to page 478, line 14.
2 Transcript, Volume 4, page 500, lines 3-6.

73 Exhibit 21 0.02, UCA argument, pages 65-66, paragraph 324,

370
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better off if the DFO’s contribution were financed by Rider 1.*"* Second, the UCA submitted that
this recommendation is critical if the Commission approves a management fee because of the
possibility of “double-dipping”; that is, the scenario in which a TFO would have the asset in rate
base, while a DFO owned by the same parent company was collecting a management fee on a
contributed asset. The UCA also stated that if the Commission rejected the management fee, as
recommended by the UCA, most of its concerns in this area would be alleviated. Nonetheless,
the UCA argued, in principle, if the TFO has a lower cost of capital than the DFO, there would
still be an advantage to customers if the DFO opted for Rider I, even in the absence of a
management fee.”®

525. The CCA recommended that Rider I be approved as filed by the AESO subject to
adequate “prudential requirements” (financial security).””® The CCA also submitted that there
would be a need for further hearing process to adjust TFO rates if the Commission approves
Rider I. Like the UCA, the CCA also recommended that, for DFOs, Rider I should be mandatory
and suggested that this may entail adjustments to DFO revenue requirements as well.*”’

526. In response to the submission by the UCA that Rider I should be mandatory for all DFOs,
the Utilities stated that there is no rational basis for creating a distinction between standalone and
integrated utilities. The Utilities submitted that all utilities are subject to the standalone principle;
and therefore corporate affiliations should not necessitate use of Rider I any more than they
should be a determinant of the appropriate compensation for CIAC.® Therefore, the Utilities
submitted that Rider I should be optional for all market participants.

723 Option to enter into and leave Rider |

527. The Utilities supported Rider I as proposed by the AESO with the following
modification. The Utilities submitted that the option to convert to Rider I should be a one-time
option to be exercised by a market participant either within six months of commencement of
commercial operation for new projects or within six months from the date Rider I becomes
available for existing projects and the decision to opt for or against Rider I should be permanent.
The Utilities submitted that this modification to the Rider I proposal is necessary to prevent
potential hardship to the TFOs during periods of capital restraint. The Utilities noted that the
AESO would have the ability to refuse or rescind Rider I, however they submitted that this
provision would not provide adequate assurance that the opportunity to opt into and out of Rider
I would not lead to abuse.””

528. In response to the Utilities’ suggestion that Rider I be restricted to a one-time only
conversion, the AESO submitted that this restriction would likely reduce the utilization of
Rider I because it:

e would not allow sufficient time for market participants to assess the implications of
Rider I;

374 Exhibit 210.02, UCA argument, page 65, paragraph 320.

%75 Exhibit 221.02, UCA reply argument, page 28, paragraph 117.

3 Exhibit 211.01, CCA argument, page 36, paragraph 82.

7 Exhibit 203.01, CCA response to AUC questions, Q7.

S8 Exhibit 209.01, Utilities argument, page 68, paragraph 269.

%9 Exhibit 209.01, Utilities argument, page 69, paragraphs 274, 276 and 277.
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e would not allow market participants who paid construction contributions in the past
to utilize Rider I;

e could discourage market participants by requiring them to ‘lock into’ the new and
unfamiliar Rider I approach;

e provides an unnecessary restriction in light of the risk mitigation provided by the
financial security requirements incorporated into Rider I; and

e is not necessary to prevent repeated or frequent conversions to or from Rider I, which
the AESO can address through it ability to rescind or deny a request for Rider 1.%%

7.2.4 Requirement for TFOs to file adjustments to their approved GTAs

529. On July 15, 2011, the Commission issued additional information requests to all parties.
Question 7 asked:

If the Commission adopts Rider I, should TFOs file adjustments to their approved general
tariff applications to reflect any Rider I adjustments?®*'

530. Inresponse to this question, the AESO stated that it would likely take up to two years for
Rider I utilization to stabilize. During that transition period, the AESO suggested that TFOs
could adjust for Rider I impacts through deferral account reconciliations or other means,
including refiling of the TFO’s general tariff applications. After the transition period, the AESO
submitted that TFOs could file and receive approval for tariff applications in the traditional
manner.*®

531. IPCAA’s response echoed the AESO’s submission. IPCAA submitted that in the short
term, Rider I adjustments for TFOs could be handled through deferral accounts and in the long
term, could be forecasted and included in revenue requirements in the TFOs’ GTAs.*®

532. The UCA only stated that Rider I adjustments should not start until appropriate filings
have been made and reviewed.*

533. As noted above, the CCA stated that there would be the need for a further hearing process
to adjust TFO rates. The CCA also recommended that Rider I be required for all DFOs, and this
may require adjustments to DFO revenue requirements as well.®

534. The Utilities stated that there would be no need for the TFOs to file any changes to their
approved revenue requirements as a result of Rider I. Instead, the Utilities submitted that there
would need to be a procedural change required to flow through the amount the AESO bills the
Rider I customers to the TFOs. The Utilities submitted that, “the costs arising from Rider I would

Exhibit 77.01, AESO argument, page 2, paragraph 12.

Exhibit 197.01, AUC additional information requests, page 2.

Exhibit 200.01, AESO responses to AUC additional information requests, page 3, paragraphs 11-14.
Exhibit 202.01, IPCAA responses to AUC additional information requests, page 4.

Exhibit 210.02, UCA argument, page 66, paragraph 325.

Exhibit 203.01, CCA responses to AUC additional information requests, Q7.
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then be directly billed and collected by the AESO from that customer. The AESO would then
pass on the billed Rider I amounts to the TFO.”%

535. Inresponse to the Utilities’ submission regarding a procedural change to flow through the
Rider I amounts to the TFO, the AESO stated:

...there is no need to add the complexity of accounting for specific billed Rider I amounts
to transmission facility owners...a transmission facility owner can continue to forecast its
rate base net of constructions contributions after implementation of Rider I and the
appropriate amounts will be recovered by the AESO from [customers].*®

1.3 Commission findings

536. Inits 2010 GTA application, the AESO proposed Rider I as a solution to the considerable
increase in accumulated customer contributions on the balance sheets of the TFOs in recent
years. Rider I was supported by a number of industrial customers. The central matter to be
determined with Rider I is whether it is in the public interest to permit the conversion of future
and existing lump sum contributions from AESO customers into an amortized stream of
payments, as a means of alleviating the potential problem of accumulated customer contributions
for the TFOs.

537. Inthe AESO’s 2010 GTA proceeding, parties expressed concerns about the AESO’s
original Rider I proposal. They were concerned that customers other than the Rider I customers
might end up bearing the risk of a credit default by a Rider I customer. The Commission is
satisfied that the requirement that a Rider I customer post financial security has alleviated most
of the concerns about Rider I that parties had expressed. In addition, the Commission finds that
the implementation of Rider I may also assist in the credit metrics of the TFOs.*®

538.  Accordingly, the Commission approves Rider I in principle. The Commission directs the
AESO to file a specific Rider I tariff application which will give effect to this approval while
addressing the following matters.

539. First, the Utilities recommended that the decision by a customer to adopt Rider I should
be irrevocable and that Rider I should remain in place for the term agreed to by the customer.
The Commission finds that the decision by a customer to adopt Rider I should not be irrevocable.
The AESO argued that the up take of Rider I may be limited if the decision to adopt Rider I is
irrevocable. The Commission considers that the value of adopting Rider I, as a means of
alleviating the accumulated customer contributions on the balance sheets of the TFOs, may be
constrained if customers are not allowed to opt out. In addition, the Commission expects that the
AESQ’s ability to deny or rescind Rider I will provide the necessary protection for the TFO’s
and prevent Rider I customers from abusing the opt out option. The Commission therefore
expects that the AESO will include adequate terms and conditions in its Rider I tariff application
to prevent abuse of the Rider I opt out option.

540. Second, the Utilities recommended that there should be a one-time limited opt-in period
for customers to finance their existing accumulated balance of contributed capital through

38 Exhibit 199.01, Utilities responses to AUC additional information requests, question 7, page 2.

%87 Exhibit 216.01, AESO reply argument, pages 2-3, paragraph 18.

388 AltaLink 2009-2010 General Tariff Application, Application No. 1587092, Proceeding ID No. 102,
Exhibit 226.01.
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Rider I, The Utilities argued that, in the absence of an opt-in period, there is the potential for
financial harm to the TFOs during periods of capital restraint, arguably because a TFO may not
be able to raise sufficient capital to replace the customer contributions. The AESO argued that an
opt-in period may not give customers ample time to assess the implications of Rider I, which
may limit the uptake of Rider I. Again, the Commission considers that the value of adopting
Rider I, as a means of alleviating the accumulated customer contributions on the balance sheets
of the TFOs, may be constrained if there is an opt-in period. Therefore, the Commission does not
accept the recommendation by the Utilities regarding the limited one-time offer for Rider I.
However, the Commission is also concerned that uncontrolled entries and exits into and out of
Rider I could unduly complicate forecasting for utilities. The Commission accepts the argument
of the AESO that its ability to deny or rescind Rider I will prevent customers from abusing
Rider I. Accordingly, the Commission expects that the AESO will include adequate terms and
conditions in its Rider I tariff application to prevent this type of abuse of Rider I by customers to
the detriment of the TFOs.

541. Third, the Commission is concerned that the term of the Rider I payments may not match
the depreciation lives of the asset financed by way of Rider I. This would, in turn, require that
the remaining depreciation expense for the asset financed by Rider I, beyond the Rider I
amortization term, be included in the TFO’s revenue requirement and be paid for by customers
other than the Rider I customer. The Commission is of the view that no one, other than the
customer who is adopting Rider I, should be required to pay for the recovery of the cost of any
portion of the assets financed by Rider I. The Commission expects that the AESO’s Rider I
application will resolve this issue.

542. Finally, with respect to any residual concerns regarding other customers bearing the risk
of a credit default by a Rider I customer, the Commission reiterates its view that no customer,
other than the customer who is adopting Rider I, should be required to pay for the recovery of the
cost of any portion of the assets financed by Rider I. With respect to this matter, the Commission
agrees with the AESO that the likelihood of a customer becoming insolvent at the same time as
the backer of it financial security becomes insolvent is extremely small. However, the
Commission finds when a utility asset is stranded and is no longer required to be used for utility
service, any outstanding costs related to that asset cannot be recovered from other customers.
The Commission relies on the Decision of the Supreme Court of Canada in Stores Block® for
this conclusion. In that decision, the Court states that any assets that are no longer required to be
used in utility service are to be removed from rate base.

543. Notwithstanding the submissions of the AESO and other parties referenced in

Section 5.5.2 above, that ratepayers rather than utility shareholders are at risk for stranded TFO

assets, The Commission is mindful of the conclusions of the Alberta Court of Appeal that assets
that are not being used for utility services cannot remain in rate base. In Carbon,* the Court of
Appeal stated at paragraph 29:

[29] The Act does not contain any provision of presumption that once an asset is part of
the rate base, it is forever a part of the rate base regardless of its function. The concept of
assets becoming “dedicated to service” and so remaining in the rate base forever is
inconsistent with the decision in Storés Block (para. 69). Such an approach would fetter
the discretion of the Board in dealing with changing circumstances. Previous inclusion in

%9 ATCO Gas and Pipelines Lid. v. Alberta (Energy and Utilities Board), 2006 SCC 4 (Stores Block).
% ATCO Gas and Pipelines Ltd. v. Alberta (Energy and Utilities Board), 2008 ABCA 200 (Carbon).
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the rate base is not determinative or necessarily important; as the Court observed in
Alberta Power Ltd. v. Alberta (Public Utilities Board) (1990), 72 Alta. L.R. (2) 129, 102
A.R. 353 (C.A.) at pg. 151: “That was then, this is now.”

544. In Decision 2011-176,%" dealing with Fortis’ application for special facilities charge, the
Commission quoted Sfores Block and Carbonand came to the conclusion that:

Given the direction of the courts, it appears to the Commission that if a special facility
customer were to abandon the facilities and they were not, within a reasonable period of
time, used for other utility customers, those assets would have to be removed from rate
base and Fortis shareholders, not remaining utility customers, would bear responsibility
for costs.®?

545. Therefore, the Commission considers that any stranded assets, regardless of the reason
for being stranded, should not remain in rate base. The utilities must bear the risk where the
assets are no longer required for the provision of utility service.

7.3.1 Other matters

546. In regards to the request by IPCAA that the DFOs be directed to implement Rider I in a
timely fashion for their transmission connected customers, the Commission notes that ATCO
Electric already has a rate similar to Rider I in its Rider E,*® and that FAI has a similar special
facilities charge, approved in Decision 2011-176.* Accordingly, the Commission expects that
the DFOs will determine the level of interest in a Rider I alternative for their respective
transmission connected customers and file for a tariff similar to Rider I or modify existing rates,
if they deem it necessary.

547. Regarding the proposal by the UCA and the CCA that DFOs be required to take Rider I,
the Commission notes the UCA’s statement that, in the absence of a management fee, most of its
concerns in this area are alleviated. In Section 6, the Commission rejected the management fee
proposal of the Utilities, and accordingly, the Commission expects that the concerns of the UCA
regarding “double-dipping” are no longer relevant.

548. The UCA and the CCA also argued that the TFOs have a lower equity thickness and
consequently a lower weighted average cost of capital than the DFOs and, therefore, customers
would be better off if the DFOs were required to take up Rider I. However, the purpose of
Rider I is not to place downward pressure on DFO rates, but rather to alleviate the concerns
arising from increasing customer contributions for the TFOs. Finally, the Commission has
initiated Proceeding ID No. 1162%* to deal with aspects of the AESO’s customer contribution
policy. One component of this proceeding will be to examine whether a contribution should be

%' Decision 2011-176, FortisAlberta Inc., Application for Special Facilities Charge, Application No. 1606706,
Proceeding ID No. 909, May 2, 2011.

%2 Decision 2011-176, paragraph 37.

%3 In Exhibit 18.04 of Proceeding ID No. 909 (FortisAlberta Inc. Application for Special Facilities Charge), in
response to AUC-004(b), FAI stated: “FortisAlberta understands that ATCO Electric’s first Rider E — Facility
Charge arrangement was established as part of the ATCO Electric’s (Alberta Power at the time) tariffs made
effective January 1, 1982.”

3% Decision 2011-176: FortisAlberta Inc. Application for Special Facilities Charge, Application No. 1606706,
Proceeding ID No. 909, May 2, 2011.

%% Commission-Initiated Application - Electric Transmission Contribution Policy, Application No. 1607193,
Proceeding ID No. 1162.
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required between two regulated utilities which already have underlying obligations to provide
service; examine the potential impact on becoming a direct connect customer if distribution
facilities owners do not have to make contributions in the future; and, investigate the means of
mitigating any impacts. For these reasons, the Commission will not direct the DFOs take up
Rider I at this time.

7.3.2 Implementation for TFOs

549. Finally, with respect to the implementation of Rider I and its effects on the revenue
requirements of the TFOs, the Commission notes that all parties except the Utilities argued that
there would need to be additional filings with the Commission in order to adjust the revenue
requirements of the TFOs. The Utilities suggested that Rider I payments be flowed through
directly to the TFOs. Given the uncertainty of the uptake of Rider I, the Commission agrees with
the AESO that it would create unnecessary administrative procedures to flow through the Rider I
payments directly to the TFOs. The Commission agrees with the AESO that, during the first two
years of Rider I implementation, the TFOs can accommodate increases to revenue requirements
due to Rider I through a Rider I deferral account. After this period, the TFOs should be able to
reasonably forecast their revenue requirement without a Rider I deferral account and can adjust
their revenue requirement in their respective GTAs. The Commission therefore approves deferral
account treatment for the impacts of Rider I on the TFO revenue requirements for the years 2012
and 2013.

8 Order
550. It is hereby ordered that:
(1)  The Generic ROE for 2011 and 2012 is set at 8.75 per cent.

(2)  The Generic ROE for 2013 is set at 8.75 per cent on an interim basis.

3) Equity ratios for the Alberta utilities for 2011 and 2012, and until further changed
by the Commission, are as set out in the table below.

(4)  Rideris approved in principle. The Commission directs the AESO to file a
separate Rider I tariff application which will give effect to this approval based on
the findings in this decision.

(5)  The Utilities’ request for a management fee as compensation for the provision of
service involving assets funded by CIAC is denied.

(6)  Utilities are directed to apply to adjust their revenue requirements to reflect the
impacts of this decision in due course.
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Last
approved Approved
(%) (%)
Electric and Gas Transmission
ATCO Electric TFO 36 37
AltaLink 36 37
ENMAX TFO 37 37
EPCOR TFO 37 37
RED Deer TFO 37 37
Lethbridge TFO 37 37
TransAlta 36 36
- 45 for 2011
ATCO Pipelines 45 38 for 2012
Electric and Gas Distribution
ATCO Electric DISCO 39 39
ENMAX DISCO 41 41
EPCOR DISCO 41 41
ATCO Gas 39 39
FortisAlberta 41 41
AltaGas 43 43

Dated on December 8, 2011.

The Alberta Utilities Commission

(original signed by)

Moin A. Yahya
Panel Chair

(original signed by)

Bill Lyttle
Commission Member

(original signed by)

Mark Kolesar
Commission Member
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Appendix 1 - Proceeding participants

Name of organization (abbreviation)
counsel or representative

Alberta Direct Connect Consumers Association (ADC)
R. Secord
C. Chekerda

AltaLink Management Ltd.
C. Hollar
M. G. Massicofte
S. McDonald
Z. Lazic
J. Piotto
J. Yeo
K. Evans

ATCO Utilities
0. Edmondson
D. Freedman
D. Wilson
E. Jansen
S. Mah
D. Cook
C. Warkentin
A. Jukov
B. McNabb
B. Jones
B. Yee
D. Werstiuk
L. Kizuk
M. Bayley

AltaGas Utilities Inc.
N. J. McKenzie
R. Koizumi
M. J. Vilbert
S. Alexander
J. Coleman
C. Martin

BP Canada Energy Company (BP)
C. G. Worthy
G. W. Boone

Canadian Association of Petroleum Producers (CAPP)
L. Manning
R. Fairbaim
N. J. Schultz
R. Graham

Consumers' Coalition of Alberta (CCA)
J. A. Wachowich
A. P. Merani
J. A, Jodoin
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Name of organization (abbreviation)
counsel or representative

The City of Calgary (Calgary)
D. Evanchuk
H. Johnson
M. Rowe

Cold Lake Pipeline Ltd.
M. Dawson
S. Zubcic

EPCOR Distribution & Transmission Inc. (EDTI)
J. Liteplo

P.Wong

EPCOR Energy Alberta Inc. (EEAI)
J. Liteplo
P. Wong

ENMAX Power Corporation (EPC)
D. Wood
J. Neri
D. Emes
G. Weismiller
K. Hildebrandt
J. Schlauch
J. Worsick

FortisAlberta Inc.
T. Dalgleish, Q.C.
|. Lorimer
M. Stroh
J. Sullivan
J. Walsh

Industrial Gas Consumers Association of Alberta (IGCAA)
G. Sproule

Industrial Power Consumers Association of Alberta (IPCAA)
M. Forster
R. Mikkelsen
S. Fulton
V. Bellissimo
R. Cowburn

Alberta Electric System Operator (AESO)
J. Cusano
J. Martin

City of Lethbridge
M. Turner
D. Hudson
0. Lenz
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Name of organization (abbreviation)
counsel or representative

Nexen Marketing
R. Stevens
T. Eastman

City of Red Deer
P. A. Smith
M. Turner
L. Gan

Shell Canada Energy
D. Bumnie

TransCanada Energy Ltd.
V. Kostesky
R. Stevens

Terasen Gas Inc.
|. Bevacqua

TransCanada Keystone Pipeline Gp Ltd.
V. Kostesky
R. Stevens

TransAlta Corporation
B. Smith
K. Perley
L. Zaitsoff
P. Serafini

Office of the Utilities Consumer Advocate (UCA)
C.R. McCreary
N. J. Parker

The Alberta Utilities Commission

Commission Panel
M. A. Yahya, Panel Chair
B. Lyttle, Commission Member
M. Kolesar, Commission Member

Commission Staff
V. Slawinski (Commission counsel)
S. Russell (Commission counsel)
S. Allen
J. Olsen
0. Vasetsky
J. Thygesen
K. Schultz
S. Karim
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Appendix 2 — Oral hearing — registered appearances

Name of organization (abbreviation)
counsel or representative

Witnesses

ATCO Utilities Panel 1 - ROE and Capital Structure
L. Smith, QC K. McShane
K. lllsey A. Engen
Panel 2 — ATCO Pipelines Panel
K. McShane
E. Jansen
Panel 3 — Management Fee
K. McShane
AltaLink Management Ltd.
H. Williamson, QC
FortisAlberta Inc.
T. Dalgleish, QC
AltaGas Utilities Inc.
N. McKenzie
EPCOR Distribution & Transmission Inc.
J. Liteplo
ENMAX Power Corporation
D. Wood
Alberta Electric System Operator (AESO) J. Martin
J. Cusano G. Sharma
Consumers’ Coalition of Alberta (CCA)
J. A. Wachowich
Office of the Utilities Consumer Advocate (UCA) G. Roberts
N. Parker L. Kryzanowski
R. McCreary W. Marcus
Canadian Association of Petroleum Producers (CAPP) L. Booth
L. Manning
Industrial Power Consumers Association of Alberta (IPCAA) R. Cowburn
M. Forster S. Fulton
D. Levson

E. de Palezieux
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The Alberta Utilities Commission

Commission Panel
M. A. Yahya, Panel Chair
B. Lyttle, Commission Member
M. Kolesar, Commission Member

Commission Staff
V. Slawinski (Commission counsel)
S. Russell (Commission counsel)
S. Allen
J. Olsen
0. Vasetsky
K. Schultz
S. Karim
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