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C. RATE OF RETURN

1. Introduction

The Board is required by the Act to determine a

reasonable rate of return on the rate base before approv-

ing or fixing any rates for the future. In determining

what is a reasonable rate of return, the Board has as its

object to provide the consuer with the lowest rate prac-

ticable, consistent with protecting the Applicant's

capability to provide efficient, adequate and reliable

servce and at the same time maintaining the Applicant's

financial integrity.

In his prefiled testimony, W. G. Stewart described

the conditions under which Union must operate as follows:

"The present situation is one of great un-
certainty. There is some doubt that the
annual volume s of natural gas pre sently
being received can be maintained beyond
the fiscal year ending March 31, 1977.
Recent pricing action on the par of the
Federal Government raises serious questions
~s to the ability of natural gas to remain
competitive with other forms of energy,
paricularly in the large volume industrial
market. We foresee large capital require-
ments for Union Gas at a time when interest
rates are at an all time high, long-term
money is in short supply and the equity
market is unfavourable."

None of these conditions have changed significantly since

the preparation of that testimony in late November, 1975,

and all of these conditions affect Union's business and

financial risk.
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Union estimates that its total capital expenditures

for its fiscal period 1977 to 1980 inclusive, will be

$257.7 million. Mr. O'Connor pointed out that of this

amount $91.4 .million will be expended for storage and

transportation facilities and that before $65.7 million

of this total amount is spent, Board approval must be

obtained. Fuher, the sum of $45.7 million is needed to

replace and upgrade old plant as required by the

Transmission and Distribution Pipe Line Code. The-
balance of some $120.5 million will be expended on the
-- ---------_.._.__..._---_...-
attachment of residential, commercial and regular rate--
industrial customers. According to Mr. Stewart, Union is

'-only extending service under very tight guidelines wher~_
the contribution from the ~dditional sales _of_gas more

than offsets the increases in the cost of service.
------.-._...-

Mr. Webb questioned the maketing policy of Union

as it affected its capital requirements. In his view it

was unreasonable for Union to budget for large capital

expendi tures until such time as an adequate supply of gas

is assured, which on the basis of the National Energy

Board report is not expected until the early 1980's.

The Board shares this concern although it finds

some comfort in Mr. Stewart's evidence that:

'~th 'regard to the economics of extending
service to attach new customers, the gross
margin.. . . we anticipate to recerve from
~is activity is in excess of 20 percent.
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That is certainly adequate to cover incremental
costs and fixed costs . . . there is no addi-
tional cost to be borne by existing customers."

The Board agrees with Mr. Webb that the fact that

interest rates are high, together with the possible short-

age in gas supply makes it essential for Union to scrutiniz~,

very carefully, all capital expenditures to avoid investment

in non~contributirtg extensions and non-essential expendi--.-
tures of all kinds.

2. Recommended Overall Rate of Return

Three principal witnesses gave testimony on the appro-

priate rate of return for the Applicant: Dr. S. F. Sherwn,

Executive Vice President of Foster Associates, Inc., whose

prefiled testimony on behalf of Union was filed as Exhibit

95; L. N. Watt, President of Fiscal Consultants Limited,

whose prefiled testimony on behalf of Canadian Industries

Limited, Allied Chemicals Canada Limited and Polysar Limited

was filed as Exhibit 103 and Dr. M. J. Ileo, President of

Technical Associates, Incorporated, whose prefiled testi-

mony on hehalf of Board staff was filed as Exhbit 108.

Dr. Sherwn recommended a rate of return of 10.66 per-

cent. Dr. Ileo recommended a rate of return in the range

of 9.49 to 9.61 percent, and Mr. Watt recommended 10.29 per-

cent on an adjusted rate base. The differences in the re-

commendations primarily resulted from differences in the
-

capi tal structure used by each witness and from different..
conclusions on the costs of each component of capital.
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3. The Capital Structure

Of great concern to the Board is the issue of short-

term debt and whether it shoi.ld or should not be included"-
~-~~,..~--"--'--"----""'" .."

in the c api tal structure of Union. Union proposed a rate
base of .$474,319,000 and a capital structure of
$325,900,000. A large par of the difference between

, these two amounts, some §million consists of short-

term debt. This imbalance between rate base and capital

existed in much lesser degree in the 1973 test year. In, i
E.B.R.O. 309, the Board said:

'~he Board has carefully considered Exhibit 122
and 123 which indicate that, since the equity
portion of the rate base is larger than the
equity portion of total capital, a rate of
retur applied to the rate base develops equity
earings which will result in a higher rate of
return if applied to the book equity component.
In the Board's opinion, Mr. Stewar did not
completely answer the questions raised by these
Exhibits. Mr. O'Connor agreed that it was
"theoretically possible" that the Applicant's
approach could result in a higher return than
that recommended by Dr. Sherw but submitted
that some flexibility in the rate-setting pro-
cess was necessar to meet the problems of
regulatory lag in inflationar conditions."

In the 1973 application Dr. Sherwn recommended a re-

turn on equity in the range of 14.25 to 14.75 percent. The

Boa~d, having considered all the evidence, includig the

apparent higher retur on common equity that might be

generated because of the difference between capital and

rate base, determined that 14 percent was the reasonable-.'"

rate of retur on the common equity.
~.;.
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In Dr. Sherwn's view, short-term debt should be

excluded from the capital structure of a utility unless

it in fact financed capital elements or unless the utility

was unable to finance long-term debt and was forced to

finance part of its capital requirements by short-term

debt. In Dr. Sherwn's opinion neither situation

appl:Led, to Union in the present. hearing. Dr. Sherwn

also noted the difficulty, if short-term debt was in-

cluded in capital, of determning its embedded cost be-

cause of the volatility of short-term interest rates.

He also told the Board that if short-term debt was in-

cluded in the capital structure, the utility would likely

move to long-term debt to replace it, J:hus. redUCing the

equity ratio to 21.2 percentL This reaction, he said,t. ".
would be to the disadvantage of the consuer in that the

retur on common equity would have to be higher to com-

pensate for this thinner equity as shown on Exhibit 96.

In Dr. Sherwn's opinion it would be preYerable to have

a hypothetical capital structure for purposes of determin-

ing the rate of return rather than to use short-term debt

as a component of the capital structure.

Mr. Watt agreed with Dr. Sherwn that short-term

debt should not be included in the capital structure of

the utility. However, he suggested sev al methods which
'"

the Board might ~se to ensue that the retur on common

- equity would not be excessive.

- the final rate of return as determined by the
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Board could be adjusted downwards and then

applied to the rate base; or

- the rate base itself could be adjusted down-

wards for purposes of calculating the rate of

return, although he did not particular recom-

mend this method; or

the Board could determne a prospective cost of

short-term interest for a specified period and

allow Union to recover this su in its cost of

service. At the end of the period, when the

actual costs were known, the rates charged to

the customers could be adjusted to take into

account any excess or deficiency in revenue

resulting from this proposal.

Dr. Ileo recommended the inclusion of short-term

debt in the capital structure of Union. In his opinion

if short-term debt was excluded from the capital structure

Union would ear the same retur on it as it would on

its common equity. Such retur would be higher than the~ ~
actual cost of the short-term debt. Futher,
Mr. Woollcombe said .that by including the short-term debt

in the capital structure, the shareholders of Union would

know exactly what the retur on the common equity was.

Mr. Woollcombe submitted that such inclusion would enable~----
_ th~ Board to properly calculate. the income tax component

of cost of service by taking into account all interest--
expense · Mr. Woollcombe did not agree with Mr. 0' Connor' s
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submission that the inclusion of short-term debt in the

capi tal structure would increase the risk to the common

shareholders since it was a fact that the debt did exist

and that fact was evident in Union's financial statements.

Mr. Woollcombe argued that Dr. Sherwn's interpreta-

tion of the decision of the Alberta Board in Decision

No. E 75143A dated Novèmber 20, 1975, on the Northwestern

Utilities hearing did not support Dr. Sherwn's position

that short-term debt should be excluded from the capital

structure in the present application. In Mr. Woollcombe' s

submission, that decision supported the inclusion of short-

term debt in the capital structure of a utility in circum~

stances similar to that in which Union finds itself in

this application.

Dr. Sherwn said that he had agreed with the conclu-
sion of the Alberta Board that short-term debt should be

included in the capital of Northwestern Utility,

(Dr. Shern had recommended this in his testimony) but

he said he was able to distinguish that decision from

Union's circumstances since in his opinion Union was not

'-using short-term debt to finance permanent capital.

In reply arguent, Mr. 0' Connor supported

Dr. Sherwn's interpretation of the Alberta decision and

his exclusion of short-term debt from the capital
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structure. He said that Union was not asking for the

same return on short-term debt as on the common equity,

but was asking only for the 10.66% return which is the

overall retur which would be imputed to the assets

financed by short-term debt if the latter was excluded

from capital structure. Mr. O'Connor urged the Board

to continue the traditional capital structure which ex-

cludes short-term debt and he argued against any

adjustments such as those proposed by Mr. Watt which he

categorized as "devoid of precedent, conceptually

inappropriate and practically infeasible".

The Board has carefully considered the recommenda-

tion of the witnesses and the arguents of counsel on

this issue. Although the Board does not look upon the

Alberta decision as in any way binding upon it, it has

considered that decision as well.

While Mr. Watt's proposals apparently did not have
'"

Erecedent in regulatory practice, the Board seriously

reviewed them and the possible practical consequences

which might result if anyone of them Were adopted. The

Board is reluctant, having determned a rate of retur
l-

,~ital~ to then manipulate or adjust the rate base

or the total capital in order to produce the required

revenue. Mr. Watt's third proposal of predetermining

the cost of short-term debt for a specific period and

recovering these costs in the cost of service with
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subsequent adjustments also does not appeal to the Board

because of the numerous potential problems arising from

either collecting any deficiency from or refunding any

excess to those customers who should bear the costs of

the short-term debt.

If Dr. Ileo' s recommendation were implemented, the

short-term debt outstanding at the end of the fiscal

year would be included in the capital structure and the

embedded cost would be calculated on the actual cost

incurred in the year. Dr. Ileo calculated the embedded

cost of short-term debt to be 9.48 percent. In the

Board's opinion this is a conservative figue in view of

the present day short-term interest rates of 10 to 10.25

percent. If financing costs of some .375 percent, as _

suggested by Mr. 0' Connor, are added to the intere st

rate the present cost of new short-term debt is about

10.375 to 10.625 percent. This cost is close to the

overall return requested by Union.

1"-...__The Board doe5 see some merit in including short--
term debt as a component of the total capital simply"" ..,~-----~~~..
because it would be a recognition of existing facts. On

ç

the other hand there is considerable difficulty both in
e.

determining the appropriate level of short-term debt as

a component of the capital structure and in calculating

-----..
the embedded cost of it. The Board is concerned that a

miscalculation of either component could seriously affect
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the return accruing to the common equity holders which

could damage the financial integrity of the Applicant.

This. concern coupled with the Board's interpretation of

the Alberta decision that only if the total capital re-

quirement o~ the utility cannot be met by means other

than short-term debt, should it be included in the capital

structure, leads the Board to the conclusion in this

application that short-term debt should be excluded from"- .I
the capital structure o~ Union. The Board therefore

accepts the capital structure proposed by Dr. Sherwn,

and substantially agreed to by Mr. Watt, of:

Long-term debt
Pre~erence Stock
Common Stock Equity

57.0
13.0
30.0

percent
percent
percent

Total 100.0 percent

However, the Board will monitor the return earned by

Union, and in the event that in its opinion an ~cess ~
.,
turn is accruing to the common shareholders as a result of~_.-
the ~sion of short-term debt from the capital struc-
ture, the Board will require Union tö appear before it to

show that the return on rate base is reasonable.

~. Cost of Capital

4.1 Embedded Cost of Long-Term Debt

Dr. Sherwn and Mr. Watt were in agreement that
the appropriate embedded cost of long-term debt was 8.87

percent. Dr. Ileo recommended 8.49 percent.
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Dr. Sherwn, in calculating the embedded cost

of long-term debt adjusted the actual debt outstanding

at March 31, 1976, by including a prospective debt

issue expected to be made in 1976 of $30 million at an

estimted interest rate of 10l percent and deducting

$263,000 being the then forecasted profit on redemption.

Dr. Sherwn considered the inclusion of the prospective
bond issue proper for purposes of this calculation as

the Board in E.B.R.O. 309 had taken into account two

bond issues made subsequent to the test year but prior

to the writing of that decision.

In his calculation, Dr. Ileo used the actual

outstanding debt at March 31, 1976 adjusted upwards by

long-term debt due in twelve months, but excluding the

prospective $30 million bond issue, and deducted an

updated forecasted profit on redemption of $384,000.

This updated figue was subsequently further revised by
Mr. Ardt to $417,000.

The Board is of the opinion that while it was

reasonable in E.B .R.O. 309 to include debt issues made

prior to its decision, but may months subsequent to

the test year in determining the cost of debt at a time

of rapidly rising interest rates, it should not include

a prospective debt issue in determining the embedded

cost of debt in this instance where a current test year

has been used. As the Board has excluded short-term



- 32 -

debt from the capital structure, it is of the opinion

that, for purposes of calculating the embedded cost of

debt, the debt outstanding at March 31, 1976, .of $187.~

million should be used. However, the Board agrees with

Dr. Ileo that in calculating the embedded cost the most

recent forecasted profit on redemption of bonds should be

used. According to Union's evidence, tliis amounts to

$417,000. The Board therefore finds the embedded cost

of debt to be 8.53 percent.

4.2 Cost of Preference Shares

Mr. Watt also agreed with Dr. Shenrin that the

appropriate cost of preferred shares was 7.28 percent.

Dr. Ileo recommended 7.18 percent.

In his calCulation, Dr. Sherwn estimated the

profit on redemption of preferred shares would be $111,000.

Dr. Ileo used the figure of $180,000 provided by Mr. Arndt.

All three witnesses assumed that the preference shares

outstanding at March 31, 1976, amounted to $43 million.

The Board accepts Dr. Ileo' s calculation of the

cost of preferred shares as it appears to be based on more

recent information provided by Union itself.
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4.3 Cost of Common Equity

Dr. Sherwn recommended a return on equity of

15.5 percent on a 30 percent equi t~ with an additional,"-
return on deferred taxes. Mr. Watt recommended a return

of 14.25 percent on virtually the same equity ratio but

with no return on deferred taxes, and Dr. Ileo recommended
~:

a 12.5 to 13.0 percent return on a 24.33 percent equity

with an additional return on deferred taxe s. Dr. Ileo' s
equity component was smaller because he had included

in his total capital structure short-term debt.

The Board does not propose to review in detail

the methods used by each witness to arive at his

recommendation.

Dr. Sherwn, using the comparable earings,

financial integrity and capital attraction test, con-

cluded that the retur on equity for high grade

industrials would be, in the near future, in the 14 to-i ~ -
l5 percent range. He took the mid-point in this range

of 14.5 percent and allowed an additional 0.5 percent

for Union's business risk and a further 0.5 percent to

"take account of the risk created by the Ottawa/Alberta

agreement setting the price of gas at $1.25 at the city

gate It .

Mr. Watt relied primarily on the comparable

earnings test in concluding that 14.25 percent was an
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appropriate return on equity. He pointed out that while

TCPL had been awarded 16.7 percent on a 23 percent equity

by the National Energy Board, the award would work out to

13.5 percent on a 31.64 percent equity if TCPL's equity

was adjusted to take into account an expected conversion

of its preferred shares. In Mr. Watt's opinion

Dr. Sherwn's recommendation of 15.5 percent was too high

for several reasons. In his view, if Dr. Sherwn had

taken into account the Canadian dividend tax credit, his

recommended rate of return on equity would have been

reduced to about 12.5 percent. Fuher Mr. Watt said

that if Dr. Sherwn had used a year end common equity

instead of the average 1 his recommended rate of retur

would have to be reduced by a further 0.6 to l.O percent.

Finally, Mr. Watt said that if Dr. Sherwn's recommended

rate of return on equity and capital structure were accepted

by the Board and a furher return on deferred taxes was

allowed, Dr. Sherwn was in fact recommending a rate of

return on equity of about 21 percent.

Dr. Ileo relied primily on the comparable

earnings test, using !!ar-end co~on e~ rather than
the average. He concluded that a 12.5 to 13 percent

return on equity on a 24.33 percent equity component was

fair and reasonable in this application. In Dr. Ileo' s
opinion if Dr. Sherwn had used year end instead of

average common equity, Dr. Sherwn would have concluded

that the return to industrials on common equity would be
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in the 13 to 14 percent range rather than the 14 to 15

percent range found by him. Since Dr. Ileo was of the

opinion that regulated utilities face less business riskr
than unregulated industry, he recommended that Union be

allowed to earn a retur on equity less than that

generally earned by unregulated industry. Dr. Ileo was

aware that Canadian decisions had awarded returns on

equity higher than that which he had recommended, but he

stated that these awards were too high.

Dr. Ileo agreed that a rate of retur should

be allowed on deferred taxes, but he pointed out, as had

l~. Watt, that because Dr. Sherwn had not included

short-term debt in the capital structure of Union for

rate-making purposes, the actual rat~ of return which

Union could earn if Dr. Sherwin's recommendation were

accepted by the Board would be 21.67 percent which was

excessive in the circumstances.

The Board has already determined that short-

term debt should not be included in the capital structure

of Union for purposes of determining the total rate of

retur. The Board is aware that in so doing, the actual

retur earned on common equity ~ be higher than that

allowed by the Board. In reaching its conclusion, the

Board has considered the evidence not only of the three

principal witnesses, but also of Dr. P. R. Andersen,

R. W. Scott, M. H. Wilson and Mr. Stewart. The Board is
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of the opinion that had Dr. Sherwn used year end common
,

equi ty for industrials in his comparable earnings test,¡: --
he would have found the return on equity for industrials

r-
~

to be in the range of 13 to 14 percent as was found by

Mr. Watt and Dr. Ileo. In view of the current economic
.~

and financial environment the .Board is of the opinion

that it is appropriate to use the upper limit. of this

range. The Board will make an additional allowance of

o. 5 percent for Union's business risk. The Board does

not consider that any adjustment should be made to com-

pensate for the risk which Dr. Sherwn attributed to the

"Ottawa/Alberta" agreement.

4.4 Deferred Income Taxes

The Board will continue its practice of imput-

ing interest on deferred income taxes after deduction of

~
..

income taxes to the shareholders. However the Board will-J
impute interest on rear-en~erred income taxes rather

than on the average as had been its past practice because

it is dealing with a :urrent rear-end rate b~se.\ Both

Mr. 0' Connor and Mr. Woollcombe agreed that if such a

--

change were made the interest should be imputed on

$57,980,000. The Board concurs with this recommendation.
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5. Sumary

The Board concludes that a reasonable return on the

rate base for Union is 10.14 percent determined from the

overall cost of the various components of capital as

follows:

Amount Percentage Cost Ret ur
($ millions) of Total Rate Component

Long-term debt 187 . 6 r' 5710 8. 53% 4.86%Preference share s 43.0 v 13 7.18 .93Common equity 98.1 -' 30 14.50 4.35-
Total 128.7 1001 IO.141o
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C. THE REASONABLE RETURN

1. Introduction

~-.
The Board is requireò by the Act to determine a

reasonabl e return on the rate base be fore finally

approv in9 or fix ing any ra tes for the future. In

carrying out this function, the Board is guided by some

wel l-es tabl i sheò pr i nc iples accepted by North Amer ican

r ~

regulatory agencies and by the lead ing case in Canada -

the dec is ion of the Supreme Co urt of Canada in

Northwestern Utilities v. Edmonton (1929) 2 D.L.R. In

the Board's opinion the cri teria pronounced by the Court

are consistent with the criteria of the leading u.S.

cases in which the comparable earnings, capital

attraction and financial integrity standards of cost of

capital analysis are enunciated.

2. Economic and Financial Environment

In its October, 1974, decision on the rates of Union

¡ , (E.B.R.O. 309), the Board took particular note of the

I

L,

high rate of inflation, strong demanòs for capi tal and

high interest rates, and the climate of uncertainty as to

av ai lab i 1 i ty 0 f gas s uppl ies and the consequences of

higher prices. In its June, 1976, decision on a subse-
i
I
i
L , quent rates application of the same company,

i

1.

( E . B . R . O. 34 3) the Bo a r d a g a i n too k not e 0 f the s e

matters. In the present case, some changes are evident.

I '
i

L

l :
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There has been some moderation of the high rate of

inflation associated, unfortunately, with a sluggish

economy. There has also been some reduction of interest
~l 7

j

rates and availability of funds which, along with other

factors, has greatly assisted Union in recent financing.

While some uncertainty exists as to the more distant

future, there is no longer an expectation of shortage of

g as for many years ahead. Unfortunately this new

availability of supplies goes hand in hand with severe

marketing difficulties attributable in part to

compet i t ion from res id ual oi l. All these mat ters are

relevant for consideration by the Board in a general way

in determinin0 what return on the rate base is

reasonabl e.

3. Appl ican t 's S ubmi ss ion

Counsel for the Applicant commenced his submission

on rate of return by quoting from the leading case of

Northwestern Utilities Limited vs. City of Edmonton where

the Supreme Court of Canada, per Lamont, J, said:
. í

" By a fair return is meant that the
company will be allowed as large a return on
the capital invested in its enterprise (which
will be net to the company) as it would receive
if it were investing the same amount in other
securities possessing an attractiveness,
stab i 1 i ty and certa in ty equal to that of the
company's enterprise."

Counsel al so re ferred to the Board's June, 1976, ; J

Reasons for Decision in the last Union rates case where

the Bo a r d sa i d, a t p age 2l:
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, . " . in determining what is a reasonable rate
of return, the Board has as its obj ect to pro-
v ide the consumer with the lowes t ra te
practicable, consistent with protecting the
Applicant's capability to provide efficient,
adequa te and rel iable serv ice and at the same
time maintaining the Applicant's financial
integrity."
Union orig inal ly proposed a rate of return of LO. 77

percen tin accordance wi th the ev idence of Dr. Sherwi n

f '
(Exhibit 81). In Exhibit 19E, prepared later and dated

December 9, 1977, a rate of LO.73 percent was proposed,

r ~ based on more up- to-da te i nformat ion. Fi nal ly, at the

hear i ng on February 8, 1978, the Appl ican t put forward,

in Exhibit l08, revised figures based on even more up-

to-date information. Counsel for the Applicant showed,

in his argument, that these would resul t in reverting to

the earlier proposal of lO.77 percent, to be now made up

as follows:

i

Il.

Cost Re t urn
($000'5) Percentage Rate Componen t

Long-term debt 2S4,000 58.3% 9.44% 5.50 %

Preference stock 43,500 lO.O% 7.48% .75%

Common equi ty 138,000 3I.7% l4.25% 4.52%

Total 435,SOO 100.0% LO.77%i:

1:
Counsel pointed out that the increase in the rate of

return from the Board's las t allowance of 10 .l4 percent
Il; is nearly entirely due to the increase in the embedded

!.

L

L
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,

cost of long-term debt from 8.S3 percent to 9.44 per-

cen t. He also submitted that the LO.77 percent rate ~ 1

satisfied the traditional proven tests to which the Board I
i
I

has had regard and that now is not the time to experiment

wi th other tests.

4. Other Submissions

Co unse 1 for IGUA s ubm i t ted that the Board, 1 n deter-

mining the reasonable return on the rate base, should

identify separate kinds of capital that finance the rate

bas e, and should then de term ine the annual cos t or

reasonable return for each and sum them up. In

particular, he contenòed that it is necessary to consider

specifically the cost of short-term debt and the return

on deferred taxes and give them an appropriate weighting.

Subject to their inclusion in this way and to an adjust-

ment of the weighting of long-term debt, preference stock

and common equi ty, he said that the Board might accept

the Applicant's evidence of cost rates for these last

three components of 9.44 percent, 7.48 percent and 14.25

percen t, respect i ve ly. Hi s concl us ion was tha t the

reasonable return for the test year would then be $Sl.402

mill ion, calcula ted as follows:
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Rate Base
Component Rate

Return
Requirement

Long-term debt $2S4,000,OOO 9.44% $23,977,600
Preference stock 43,SOO,000 7.48% 3,2S3,SOO
Common egu i ty 127,900,000 14.25% 18,22S,7S0
Deferred taxes 71,lOO,000 1.33% 94S,630
Short- term debt S2,900,000 9.00% 4,761,000
Re sid u ale a pit a 1 l7,966,000 l.33% 238,948

Total $S67, 366.000 $Sl,402,728

There was some uncertainty as to the rate to apply

to "residual capital". It was proposed tha t if the Board

conclurled that it was derived from short-term borrowings,

the cost would be Sl,6l6,940, being 9 percent of

$17,966,000, and the total return requirement would then

be $S2,780,720. The Applicant's comparable figure for
return requirements would be 10.77 percent of

$S69,617,000 (i.e. the composite rate of return applied
i
I

j .

to Union's proposed rate base) less imputed interest of

1 ;

L

L

9.44 percen t on year-end acc umula ted de ferred taxes of

$ 7 1 , 1 00 , 000 for are suI tin g fig u reo f $ S 4 , 63 S , 91 1 . Th e

Board therefore concludes that IGUA considers Union's

calculation of return requirements to be excessive by at

least $1,SSS,191, being the difference between

L

$54,63S,911 and $52,780,720.

L

L
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The City of Windsor submitted that the Applicant's

proposed rate of return of 10.77 percent might result in

an excessive return on book equi ty and recommended that

any increase in the rate of return, over that found

reasonable in the past, receive the most careful and

c r i tic a 1 s c rut in y oft h e Bo a rd.

The City of Kitchener also did not make a specific

recommendation as to the appropriate rate of return in

this case, but submi tted for the Board's consideration

tha t the need for an allowance in the fai r return for
"regulatory lag" has been lessened by the use of a

prospective test year.

Os ler supported, generally, the c 1 a im of Un ion but

be c a use a f s om e d iff ere n c e sin cap ita 1 i z a t ion rat i 0 s

arrived at a rate of return of 10.80 percent. This was

said to be the minimum return that should be allowed at

this time in v iew of the current equi ty ratios, rates of

return and risks of those regulated companies Osler is

familiar with, which are outlined on page 40 of

Ex h i bit 9 9 .
. ¡

Mr. H. Derrick Leach was retained by the Board to

present evidence on the fair return and to assist the

Board, through Board counsel, in assessing the value of

other ev idence on the subj ect. Board counse l, in pre-

paring argument, had the benefit of this evidence and his
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own familiarity with previous Board practice and was also

abl e to call for ass is tance on Board s taf f ass igned to

the case.

Board counsel suggested that the Board might look

wi th favour on the proposal of IGUA to adopt a new

approach to de term in ing the fa i r return or, al terna-

tively, might continue with its past practice but apply

the practice in a way somewhat different from the

Applicant.

One of the important changes Board counsel proposed,

in developing the latter alternative, was in the capital-

ization to use in analysing return requirements. Un ion

has a controlling interest through an investment as at

March 3l, 1978, of some $LO.L million, in Major Holdings

and Developments Limited ("Major Holdings"), a real

esta te developmen t company wh ich isseI f- f i nanc i ng and

whose bus i ness is unre 1 a ted to the ut i 1 i ty operation.

i .
Union proposed that the realty debt of Major Holdings be

excl uded from the consol ida ted capi tal structure but tha t

¡ no exclusion of equi ty be made. The resu 1 t ing capi tal

I '

I
t ¡

structure, for purposes of analysing the fair return in

the trad i t ional way, was 58.3 percent long- term debt,
! .

I
i
¡ ,

lO percent preference shares, and 31.7 percent common

I .

L

equity. Board counsel's submission, based on the evi-

dence of Mr. Leach, was that, in addition, Union's entire

\ '

l.
$10.l million investment in Major Holdings should be

eliminated from the common equity. The capital structure

¡ ,

¡ ;
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, i
, i

would then be 60 percent long-term debt, 10 percent

.1pre ference shares and 30 percen t common equ i ty.

The other important change proposed was in the cost 'r "'I

jra tes to apply. Board counse 1 thought that, on the

ev idence he fore it, the Board might fairly use the cost

rates for long-term debt and preference stock used by

Union. Thus, the outstanding question was the return on
common share equi ty. Mr. Leach proposed a return of

12.7S percent calculated upon year-end equi ty capi tal and

l3.50 percent calculated upon mid-year capital. The

overall returns on rate base resulting from the Leach

treatment of capitalization and equity returns, would be

lO.20 percent and LO. 42 percent respecti vely, as compared

to the Applicant's requested lO.77 percent. Using the
Applicant's earlier request of LO.73 percent, Mr. Leach

showed that the difference was $3,S67,000 in the case of

his 10.20 percent and $S,977,000 in the case of his

lO.42 percent. Board counsel submitted that the fair

return on equi ty would be somewhere between l2. 7S percent

and l4.2S percent.
, ì

, )

5. Findings of the Board

In determining the fair return, the Board reviews

the cost of capital of various kinds and then, after

appropriate weighting of each kind, determines a com-

posi te cos t . Be cause the cos ts of the d i fferen t capi tal

vary, the kinds and amounts of capi tal of each kind used
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in the process are of major importance. The Board has

followed the practice of building up a composite cost of

permanen t capi tal, tha tis to say, 10ng- term debt,

preference stock and commmon equi ty. A major issue in
this case, as it was in the last Union rates case, is

whether the Board is right to exclude short-term debt in

its analysis of the fair rate of return.

There are practical reasons for exluding short-term

debt. It provides flexibility in long-term financing and
, ,

therefore tends to vary greatly in amount over time.

Moreover, the cost of short-term debt varies greatly over

time. On the other hand there are log ical reasons for

including it. It is in fact one of the sources of funds

and its use on a large scale of nearly $70,000,000, when

the cost of such funds is relatively low, enables the

utility to enhance its common share earnings.

The Board has carefully rev iewed the arguments on

this point and the Board's discussion of it at pages 24

to 30 of its Reasons for Decision of June 30, 1976, in

the last Union rates case (E.B.R.O. 343-I) and has in

¡ .

I
i

f'

,

I

L ¡

~

¡

I
i
i
¡ ,

¡ ¡

this case decided not to depart from its establ ished

practice. The important consequences of continuing large

scale use by the Appl icant of short- term deb t f inanc i ng

will therefore be kept in mind by the Board in deter-

mining the fair rate of return to allow on common equi ty

capi tal when developing the overall fair rate of return

on rate base.
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i

¡

Another issue of importance in the analysis of the

cost of money for the purpose of determining the fair

return on rate base is the treatment of deferred taxes.

This is of importance in the case of the Applicant as the

acc umu lated amount involved is over $ 70 m ill ion. The

Board does not th ink it necessary in these Reasons for

Decision to undertake a detailed review of deferred taxes

and the i r regul a tory trea tmen t. The amount can be

reg arded a s an in teres t- free loan from the income tax

authorities and the benefits can be passed on

to customers and shareholders in different ways.
In the

case of the Applicant, the Board has followed the prac-

tice of excluding deferred taxes from capitalization when

determining the amount of the fair return but then

deducting, when determining the total cost of service, an

amoun t for the bene fit to cus tomers of such use. The

amount is calculated by applying the cost rate for long-

term debt to the year-end accumulated deferred taxes.

The effect of this treatment is that in determining the

cos t 0 f serv ice for ra te mak i ng the maj or part of the

benefit is passed on to customers and a minor part is

retained for shareholders. This was the intended effect

and the consequence must be accepted that the benefi t

will be reflected in an enhanced return on common equi ty.

The Board has carefully reviewed the arguments in

thi s cas e, and its es tabl i shed practice, and does not



- 49 -

think a case has been made for departing from the estab-

lished practice. However, the Board will have regard in

a general way, in determining the fair rate of return, to

the subs tan t ial bene fits accorded to the Appl icant by the
Board i S treatment of deferred taxes.

Following from the foregoing considerations the

Board conc 1 udes tha t the fa i r ra te of return should be
r'
í determined, as in the past, from an analysis of the cost

!- ~
of long-term debt, preference stock and common equity and

the weighting to be given to each. The weighting is
determined from an analysis of capi tal structure com-

prising the three components mentioned above. Although

the Board has given preference to this approach in this

case, it recognizes that there lS a possible alternative

treatment of short-term debt and deferred taxes as pro-

posed by IGUA.

The Board ls generally satisfied with the submission

of the Applicant as to capital structure, except with

respect to the way in which the actual consolidated

capital structure was modified to take account of the

L
Applicant's investment in Major Holdings. The Applicant

excluded Major Holdings' debt from the long-term debt

! ' component of capi tal structure but did not exclude

j ¡

Union's investment of about $10 million from the common

equ i ty componen t. Th e impl ica tion of not do ing so is the

j 1

investment in the common shares of Major Holdings is

deemed to be financed a t the same debt-equ i ty ratio as
i

I

1 J

¡ I
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j

¡

I
i

, I

,
1
i

í

the investment in utility property. The Board has

carefully rev iewed all the ev idence and argument on th is

point and is satisfied that, in adjusting the

consolidated capital structures in order to develop a

capital structure for utility operations, the investment

in the common shares of Major Hold ings should be

a ttr ib uted to and removed from the common equ i ty of

Union, reducing it to $l27.9 million (see Appendix C).

With the treatment used by the Applicant, the

capital structure for utility regulatory purposes would

be:

Long-term debt 58.3%

Preference stock lO.O%

Common equi ty 31.7%

100.0%

With the treatment found by the Board to be

appropriate, the capi tal structure is:

Long-term debt 60%

Preference stock 10%

Common equ i ty 30%

Having determined capital structure for the purpose

of weighting the costs of long-term debt, preference

stock and common equi ty, it is necessary to determine

¡ ¡
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what those costs are. The Board finds on the record that

the Applicant's latest submissions with respect to the

firs t two componen ts are acceptable. These are:

Long-term debt 9.44 %

Preference stock 7.48%

The major question remaining ls what rate to allow

for a fair return on the common equity. The rate found

I '
fa i r by the Bo a r din J un e, 19 7 6, in the 1 a s t m a j 0 rUn ion

ra te s case was l4. 50 percen t . The ra te proposed by the

Ap P 1 i can tin t his cas e was 1 4 . 2 S per c e n t . The rate

proposed by Mr. Leach, the expert retained by the Board,

was l2.7 S percent calculated from application of the

comparable earn i ng s tes t us i ng year-end equ i ty capi tal

and l3.50 percent using mid-year capital. In the opinion

of the Board, the use of the lower figure would nullify

the objective of the Board of overcoming regulatory lag

by using a year-end rate base, and l3. SO percent is the

more appropriate of Mr. Leach's two figures to consider

in the Bo a r d's de t e r m in at ion off air r e t urn 0 n rat e

base. It may be that the use of a year-end rate base

1
i

i,
over-corrects for regulatory lag, especially in a time of

rapid expansion and wi th the use of the current year as a

! ' test year and the granting of interim rate increases, but

the Board is not prepared on the record in th i s case to
, ¡

(, make such a find ing . Mr. Leach calcula ted tha t the use
1

I
J
i

1.

of the 13.50 percent return on equity in determining the

fair return would produce an effective return on common

equity of 16.73 percent.
l;

Î '

I ,
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The submission of the Applicant is set forth in its

counsel's argument-in-chief at pages IV-9 to IV-28. The

Applicant drew attention to Canaòa's current economic
c i

!
¡

difficulties and submitted that the level of industrial

earnings is inadequate to satisfy the financial integrity

and capi tal at trac t ion tests. The Appl ican t there fore

gave added importance to earn i ng s and allowable earn ing s

of other Canadian public utli ties, to a sort of

normalizing of earnings of industrial companies, and to

the need for adequate earnings for the Appl icant under

the tests of financial integrity and capital attraction.

The Applicant submitted that it is important to attempt

to maintain a market-to-book ratio for common stock of

l20 percent.

The submission of Board counsel on the cost of

common equi ty, incl ud ing a rev iew of the ev idence, is set

forth in his argument at pages 91 to 130. He said that

the fundamental difference between the Applicant's

evidence and that of Mr. Leach was wi th respect to the

applicability of the comparable earnings test, that

Mr. Leach did not ignore the other tes ts and tha t the

Applicant, in applying them, placed undue reliance on the

maintenance of a market-to-book ratio of 120 percent. He

pointed out tha tin recen t dec i s ions the National Energy

Board and the On ta r io Energy Board, i tse 1 f, have given

little support to the use of market-to-book ratios. He

submitted that the Board, in finding a fair rate of
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return on the equi ty somewhere between the rates proposed

by Mr. Leach and the Appl icant, should cons ider the

following:

r--"
"1. Is it appropriate to use a capital
structure for Union which excludes the debt of,
but includes Union's common equity investment
in, Major?

"2. How much weight can be given to market to
book ratios when market prices can be
influenced by factors other than earnings such
as the prevailing economic climate, the general
corporate image and the state of investor
confidence which frequently incorporates an
elemen t 0 f i rra tional i ty wi th respect to fu ture
earnings capaci ty?

"3. Ass uming there is a co-re la t ion between
the level of earnings and market to book
ratios, are there any clear measures as to the
degree to which earnings must be adjusted to
achieve a particular market to book ratio?

"4. What weight should be given to the results
of the comparable earn i ng s test hav ing reg ard
to the prev ai ling econom ic cl imate?

"S. Should the present earnings of high grade
Canadian Industrials be ignored completely?
"6. What weight should be given to an estimate
of what high grade Canadian Industrials might
earn some time in the fut ure?

¡ .

"7. If the comparable earnings test is
appl ied, should there be any "risk premi um" in
the case of Union?

¡ ,
il,

"8. What is the effective return on common
equi ty based upon the Board's finding as to the
cost of common equity?"

f '
i

!
l
1
t ¡

i .

¡ .l,

i
l r

L
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Counsel for the Applicant dealt further with the

question of the fai r return on common equi ty in his reply

argument at pages III-S to III-32. He drew particular

attention to the financial and business risks of the

Applicant. He said also that the Board, in a recent
decision on Consumers', did not tie its return finding to

a specific market-to-book ratio but did rely on the fact

that a majority of high grade industrials are presently

selling below book value as a basis for rejecting

reliance on the comparable earnings test.

The Board has carefully reviewed all the evidence

and argument on the question of the fair return on common

equ i ty. The s ubm iss ion of the Appl ican t has been

prepared in general accordance wi th pr inc iples and

method s found by the Board in the pas t to be acceptable

in the case of Un ion, except tha tin draw i ng concl us ions

from the ev idence the Appl ican t has given too little

weight to comparable earnings. As a consequence the rate

of 14. 2S percent is too hígh, in the opinion of the

Board.

Mr. Leach has shown that a rate of 13. S percent
would prod uce an ef fect i ve return on common equ i ty of

l6 . 7 3 per c e n t . Th e e f f e c t i v era t e ish i 9 h m a i n 1 y

beca use, under the pr inc iples appl ied by the Board in

determ in i ng the fa i r return, the shareholders rece i ve

bene fits from the inves tmen t of de ferred taxes in the
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uti 1 i ty bus i ness and from f inanc ing by means of

short-term debt. These underlying expectations are taken

into accoun tin determining the fa i r return on rate base
by considering the effective rate of return on common

equity.

The Board is satisfied that when due regard is given

in particular to comparable earnings and to effective

return on common equi ty, as well as to all the other

relevant matters, it must find excessive the rate of

l4 .2 S percen t proposed by the Appl i cant. Comparable
earn i ng scans idered alone, i nd ica te a rate closer to

l3.S percent. The Appl ican t' sown ev idence shows tha t

its proposed l4. 25 percent return on common equi ty would

produce an effective return of l6.l percent.
The Board

recog n i zes tha t the Appl i can tIs proposed rate is less

than the 14.S0 percent found by the Board to be

reasonable two years ago and tha t the resul tin9 effecti ve
rate is also lower. However, this is as it should be

having regard to the decline in comparable earnings since

that time.

i '

I,

The Board finds, on the record in this case, that a

rate of return on common equity to use at this time

ii.
should be no g rea ter than 13.9 percen t. Th e res ul ti ng

effective return, as calculated by the Board, would be

ii, 1 6 . 1 per c e n t (s e e A p pen d i xC). Th i s 1 a t t e r fig u rem u s t

I 'ii,
be used with caution having regard to the explanations

given earlier in these Reasons for Decision and to some

I
íl.

l
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¡

differences in the way of calculating the effective

return. Nevertheless, it has a significance that

soph i s tica ted i nves tors and the i r f inanc ial adv isors may , 1
i
¡
í

be presumed to appreciate. The level of the effective

rate might suggest that the rate of l3.9 percent is too

h ig h to use in dete rm i n ing the fai r return. However, , i
¡

Ii nves tors wi 1 1 undoubted ly be consc ious tha tit

represents a substantial reduction from the rate

considered reasonable by the Board two years ago and the

Board does not think that a finding of a lower rate in

th i s case would be in the bes tin teres ts of the company,

its investors and, in the long run, its customers..

Accordingly, the Board finds that the fair rate of return

on the common equ i ty is 13.9 percen t and the overall ra te

to be applied to the rate Lase in determining the fair

return is lO.58 percent, calculated as follows:

Percentage
Cost
Rate

Re turn
Component

Long-term debt 60 % 9.44% 5.66%

Pre ference stock 10% 7.48% 0.75%

Common equ i ty 30% 13.90% 4.17%

10.S8%

Applying the rate of 10.S8 percent to the rate base

of $S63,302,000, the fair return is $S9,597,000 (see

Appe nd i xC) .
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C. RA TE OF RETURN

1. Economic Outlook

On October 26, 1979, Mr. R. E. Lint, Vice-President

and Di rector of Dominion Securi ties Limi ted, updated his

pre-filed testimony, Exhibit 12, by describing the

economic cond itions and outlook prevail ing at that time.

He stated that the New York and Toronto capital markets

had been in "near chaotic conditions" for several weeks.

He was concerned about the rapidly accelerating rate of

inflation in the United States, which he feared would

have like impact in Canada. He noted that interest rates

in both the United States and Canada were and continue to

be at an all time high and increasing oil prices continue

to exacerbate these problems.

It was Mr. Lint iS opin ion that "unt il some tang ible

evidence of a slowing inflation is evident in the Uni ted

Sta tes, we do not expect in teres t ra tes there to modera te

substantially". However he believed that short-term and

long-term interest rates had peaked both in the United

States and Canada and that some reduction in these rates

could be expected in mid-1980.

Mr. Li nt re ferred to the "correc t ions" which were

taking place in the last quarter of 1979 on the Toron to

Stock Exchange and explained the effect of these market

condi tions on the shares of Union. The price of Union
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share shad dropped from a high of 12 7/8 to 10 1/2 at the

time the testimony was given.

Dr. Sherwin concurring with Mr. Lint's observations

summed up his view of the economic outlook as a

"relatively long per iod 0 f tight money and high interest

rates".
On a more optimistic note, from the evidence it

appears to the Board tha t Union no longer faces a shor t-

age of natural gas. Indeed, the concern about possible

shortages of oil, particularly in the residential and

general service categories, has resul ted in so many

orders for conversion from oil to gas, that Union cannot

immediately fulfill all of the requests. Furthermore,

Mr. Shillington acknowledged that there was slightly less

price competi tion in the market from residual oil than in

previous years.

2. Union's Submission

Relying on the evidence of Dr. Sherwin (Exhibit 13),
Union requested a rate of return on rate base of

10.95 percent determined on the basis of the following

capi tal structure:
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TABLE A

Percen tage Cost Re t urn
Amount of Capi tal Rate Component

( $ millions) % -T %

Long- term
debt 298.0 56.1 9.83 5.51

Pre ference
shares 80.3 15.1 7.40 1. 12

Common
equi ty 152.7 28.8 J 5.00 4.32

100.0 10.95

Union stated that this capital structure was

developed in accordance wi th principles set out in past

decisions of this Board.

In calc ula ting the cost of long-term debt, Un ion has

inc~uded a prospective debt issue of $60 million at a

coupon rate of 10.5 percent. Union says however that it

cannot issue bonds in the near future at this interest

ra te. It expects that the bonds will carry a coupon rate

of 12 percent which would result in a cost rate for long-

term debt of 10.07 percent. Nevertheless, Un ion made no

adjustment for this increase in its capi tal structure.
The cost of preference shares at 7.40 percent has

decl ined from 7.48 percent last allowed by the Board as a
result primarily of the sale of a 7 percent preferred-

share issue completed in September 1978.
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Un ion, ag ain re lying on Dr. Sherwin i s test imony ,

submitted that a reasonable return on common equity is

"no less than 15 percent". Dr. Sherwin, us ing the

comparable earnings test, concluded that the current and

prospective return on average equity of Canadian

industrials, having investment risk similar to that of

Union, was in the range of 14.5 percent to 15.0 percent.

When financial integri ty and capi tal at traction tests

were appl ied, the range became 15.0 to 15.5 percent.

Dr. Sherwin recommended 15.0 percent on common equi ty

because 0 f Un ion's prospec t 0 f add i tional earn ings on

equi ty from deferred taxes and financ ing wi th short-term

debt.

Union excluded short-term borrowing from its capi tal

structure even though this component is estimated to be

$82.3 million at March 31, 1980, or $142.9 million if no

long-term debt issue is completed. Dr. Sherwin in

Exhibit 13A, Schedule 7, attributed only $31.6 million of

short-term debt to the utili ty operations.

3. Intervenors Submissions

Mr. Thompson for IGUA challenged the capi tal struc-

ture submi tted by Un ion. He argued tha t part of the

possible bond issue of $60 million should be excluded

from the long-term debt component and that short-term

debt in the amount of $ 57.6 mill ion should be added to
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the capi tal struc ture. He accepted the equi ty componen t

as presented by Union. The capi tal structure he proposed

then would be as follows:

TABLE B

Percen tage
Amo un t of Capi tal

( $ millions) %

Long-term debt 272.0 49

Short-term debt 57.6 10

Preference shares 80.3 14

Common equi ty 152.7 27

Mr. Thompson argued th~t no return should be earned

on deferred taxes (amounting to $88 million in the test

year accord i to Union), and that that

thededucted from rate base followi

National Energy B()ar('t~__
~~:;è;c_';c;'"~~'='-..,_.:"',..::....,c.m'~

Add ress ing himsel f to the issue of ra te of re turn,

he said:

"In our submission the overall rate of return
should be determined by appropriately costing
these separately identifiable sources of
capi tal which serve to finance Union's invest-
ment in utility rate base."

He reluctantly accepted the embedded cost of long-term

debt at 9.83 percent and the cost rate for preference

shares of 7.40 percen t. He urged the Board to cos t

short-term debt at 10.77 percent. On the issue of return

on common equity, Mr. Thompson cited two tests which
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Union should meet before the allowed return on this

component is increased. Union had to prove, firstly,

that the consolidated company was having difficulty in

ra i sing capi tal, and secondly, that the inab i 1 i ty to

raise capi tal by this consol idated operation was caused

by an inadequate return allowed on the common equi ty

attributable to the utility. If these two factors were

clearly establ i shed, then us ing the comparable earn i ng s

test, capital attraction test and financ ial integrity

test, the Board should consider an increase. The return

on common equi ty which he recommended to the Board was

14.25 percent, however, this recommended return was both

the actual and effective rate of return under

Mr. Thompson's proposed capi tal structure.

Mr. Ryder, counsel for the Ci ty of Ki tchener, also
expressed concern about Union's fa ilure to incl ude shor t-

term debt in its capi tal structure. He rej ected

Dr. Sherwin's appl ication of the comparable earn ings test

because he said that the companies used were not

homogenous with respect to risk and consequently "there

is absolutely no reason to assume that either group is

comparable to Union Gas". Mr. Ryder questioned the use

of this test by Mr. Leach as well. Mr. Ryder argued that

the d i scoun ted-cash-flow test to determine a fa i r ra te of

return was inappropriate and cited the Board iS decis ion

in the recent Consumers' case, E.B.R.O. 369-I-A, as

supporting his submission in this regard.
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Mr. Ryd er favoured the use 0 f the "Capi tal As se t

Pricing Model", a technique which was not examined in the

hearing. He described the model as follow~:

"This model states that the return required on
a share is equal to the return required on a
risk free investment plus a premium for risk.
The risk premium is directly related to the
variability of this stock relative to the
marke t or Be ta . "

In his summary on this issue he recommended a rate

of return on common equi ty in the range of 14.0 percent

to 14.2 percent.

4. Board Staff Submission

Mr. H. D. Leach was retained by the Board to examine

Union's capi talization and revenue deficiency and to

examine return on common equi ty. He too was concerned

abou t the fa i r allocation of the cost of capi tal between
utility and non-utility functions. He recognized the

difficulties involved in making such allocation and

although he did make such allocation for purposes of the

hearing, he stated that it was not a precise calculation

because he did not have access to necessary information.

In making the al locat ion, he ident i f ied those fund ing

sources specifically relating to certain assets, and

allocated the remainder on a pro rata basis. He recom-

mended that an analysis of the historic makeup of the

capi tal employed in the ut il i ty' s opera tion, simi lar to

the stud ies ordered by the Board for both Northern and
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Central Gas Corporation Limited and The Consumers' Gas

Company be ordered for Union.

Although Dr. Sherwin's capital structure differed

s ubstan t ial ly from that used by Mr. Leach, the percentage

ratios for calculating the composite rate of return on

ra te were almost identical. Mr. Leach's capi tal

structure and the percentage ratios are as follows:

TABLE C

Pe rcen tage
Amount of cap i tal

( $ mill ions) %

Long-term debt 273.996 56.1

Preference stock 74.436 15.2

Common equity 139.932 28.7

$488.364 100.0

Short-term debt 85.478

De ferred Taxes 76.750

$650.592

Mr. Leach and Board counsel in argument accepted

wi th some reservation Union's cost rate for long-term

debt and pre ference share capi tal. Ne i ther agreed wi th

Union on the appropriate cost rate for common equity. In

Exh ibi t 70, Mr. Leach descr ibed in deta il how he arr i ved

at his recommended rate. Very briefy stated, by using

the comparable earnings test, he found a range of equi ty
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returns from 13.90 percen t for year-end equi ty to

14.60 percent for mid-year equi ty. After applying a

number of other tests, all of which are deta i led in
Exhibit 70 and Exhibit 70A, tests which Mr. Leach

categorized as "fine tuning", he recommended a rate of

ret urn on common equi ty for Un ion of 14.15 percent.

5. Findings of the Board

As in the prev ious two hear ing s, the ques tions of

whether and how much short-term debt should be included

in the capital structure of a utility for purposes of

determin ing a fa i r ra te of ret urn con tinued to be major

issues. As prev iously noted the total short-term debt

for Union at the close of its test year is estimated at

$82.3 million of which Union allocated $31.6 million to

the utility operations, Mr. Thompson $57.6 million and

Mr. Leach $85.5 million. Regardless of which figure is

used, these funds have become significant in Union's

money requirements. Union excluded short-term debt from

its capi tal structure relying on the Board's earl ier

decis ions wherein the Board had determined Un ion's

capi tal structure on the basis of permanent capi tal.

Mr. Jolley in hi s reply argument sa id:

"wi th the except ion of its investment in the
shares of Major Holdings, Union attributed all
of its permanent capi tal to the ut il i ty rate
base, and treated only the excess of rate base
over permanent capi tal as having been financed
by short-term debt. Th is is cons i sten t wi th
the Board's numerous pronouncements in past
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proceed ings that ut i 1 i ty assets should be
viewed as having been financed primarily by
permanent capital."

Board counsel argued that the Board should

re-examine the issue both because of the magnitude of the

short-term debt and the "permanency" which now seems to

characterize the use of short-term debt to finance

capi tal assets. In this he was strongly supported by

both Mr. Thompson and Mr. Ryder.

In the Board's last decision on this matter,

E . B. R. 0 . 3 6 7 - I, the Bo a r d con tin u e d its p r act ice 0 f

excluding short-term debt from the capi tal structure of

Union, but at the same time it said that:

" . the important consequences of continuing
large scale use by the Appl ican t of short-term
debt financing will therefore be kept in mind
by the Board in determining the fair rate of
ret urn to al low on common equi ty capi tal when
developing the overall fair rate of return on
rate base."

In another context in the same decision, the Board

also observed that while the year-end value of long-term

debt represents ongoing val ue, the year-end val ue of

short-term debt does not. The figure of $31.6 million

used by Dr. Sherwin is a residual figure which was used

to reconcile the capi tal structure wi th Union i s proposed

rate base. Presumably as the rate base is varied, the

short-term component varies in concert. In any event,

the value of this component has 1 ittle relationship to

the actual amount of short-term debt outstanding at the

close of test year or for that matter with the monthly

average short-term debt.
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The Board has considered this issue very carefully

in this hearing, and while there is much to be said in

favour of includ ing short-term debt in the capi tal struc-

ture, the Board is of the opinion that it would be

inopportune to reverse its pre v ious dec is ions at th i s

time. For purposes of this decision, the short-term debt

component will not be included in the capi tal structure

but the Board will accept the amount of $85.478 million

of short- term debt al loca ted by Mr. Leach to uti 1 i ty

operations but reduced in proportion to the Board's

determination of rate base to $83.021 million.

The Board an_al'yzed th~...~r:ea tment of def~rr:~9 taxes- ,." ~
on pages 48-49 of the Reasons for D~ci~lon,

.a . .",,~~,~,~_._,___"""=""="",,,""''¡'''''-=Y',,',_," '_~'.''''''''''._,., ~",..,,~=~'" ,..,.~.. ....'N.. ,.,,,~

E.B.R.O. 367-1, and it does not think it necessary to
. 0'~,=~.=-"=--~~è"ÕÓ"""'=''~A:=~=~",...",i;'''7~'~~''~' _ .,.=~_,. ~"".,~.,,,~....,,.,_.M''':''~''''~''-~''"'''~'''~'"'''''''''

repea t the analys is in the se Re asons for De cis ion.
'~'_.'- ..'_,,,.'_ .__.__,_.__.__._.._...~__.._~...~'_..-.. ---..- :.r~

Al though the Board has some concern as to the amount of

deferred taxes which are properly attributable to the

ut ili ty operation, for purposes of this dec is ion its
treatme\t of deferred taxes will not depart from the

established practice and it will accept the amount of

$76.750 million as allocated by Mr. Leach but reduced in

proportion to the Board's determination of rate base to

$74.544 million.

In summary, the Board concludes that the fair rate

of return should be determined as in the past from the

analysi s of the cos t of long-term debt, pre ference shares

and common equi ty and the weighting to be given to each.
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Union stated that its submission as to the company's

capi tal structure re flects the Board's la test dec i s ion in

t his i s sue, E. B . R. 0 . 3 6 7 - i. Th e m a j 0 r ad jus t men t s tot h e

consol ida ted capi tal structure resul t from the

substantial allocations of deferred taxes and short-term

debt to non-utility investment. Another adjustment

reflects the restatement in the investment in Major

Holdings Limited ("Major Holdings"). The Board accepts

Union's restatement of its investment in Major Holdings

as a more realistic reflection of the transaction.

Union has included in the debt component a prospec-

tive debt issue of $60 million. Initially, according to

Dr. Sherwin's evidence, this issue was scheduled for

October 1979. At the conclusion of the hearing no debt
had been i ss ued, but a t the time 0 f wr i t i ng these Re asons

for Decision, the Board understands that Union has raised

$60 million through the sale of debentures.

Al though the Board was urged by some to excl ude the

prospec ti ve debt issue, since it had not taken place at
the time of completion of the hearing, the Board is of

the opinion that, in the circumstances prevailing, it

ought to include the $60 million issue as part of the

debt componen t. The Board recogni zes, as did Mr. Leach

himself, that his modifications to the capital structure

were arbitrary and 1 imi ted. However in the Board i s

opinion, his approach to this problem is more realistic

than that of Union and, lacking a more comprehensive
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allocation for the purpose of determining the ratios of

the capi tal components in th is proceed i ng, the Board

accepts the capi tal struc ture proposed by Mr. Leach as

adjusted by the Board in this decision:

TAB LE D

Le a c h As Adj usted Percen tage
Proposal by the Board of Capi tal

($ millions) ( $ millions) %

Long-term debt 273.966 266.l22 56. 1

Pre ference shares 74.436 72.297 15.2
Common equ i ty 139.932 l35.9l1 28.7

lOO.O

The Board accepts Union's costs for the first two

components, nanely, 9.83 percent for long-term debt and

7.40 percent for preference shares.

The major question remaining is what rate to allow

for a fa ir return on equi ty. In E.B.R.O. 367-I, the

Board commented that Union had given too little weight to

the comparable earnings test in support of its proposed

rate of return on equity. In this hearing, Union's

submission on this issue has followed the principles

previously accepted by the Board.

As was pointed out by Board counsel in argument,

after the comparable earnings test is applied by

Dr. Sherwin and Mr. Leach, the d i f ference in the ir
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recommenda t ion is srnall -- Dr. Sherwin find ing a re turn

on equity in the range of 14.5 to 15.0 percent, while

Mr. Le a c h fin d s a ran g e 0 f 1 3 . 9 to 1 4 . 6 per c e n t . Th e

spread between the final recommendations increases

slightly when further judgment is applied by each

wi tnes s. Dr. Sherwin supports the upper range because of

Union's low equity component, its inability to earn the

allowable return on rate base, its marketing difficulties

and the effect of inflation on earnings. On the other

hand, Mr. Leach red uced the upper range for a reasonable

return on common equi ty for Union because of the use of a

year-end rate base, the adequacy of the interest coverage

of 2.8 to 2.9 in present circwnstances, improved

marketing condi tions and the forward-looking

characteristics of the test year. Based on these

judgments Mr. Leach's final conclusions is that "the

Board ser iously cons ider award ing a return in the reg ion

of 14.15 percent on common share equity."

The Board is aware tha t Un ion has not been able to

earn the rate of return on rate base approved by it in

E.B.R.O. 367-I, however, the Board cannot on the evidence

before it quantify the impact of Union's non-utility

investments on its ability to either attract capital or

earn its allowed return. Certainly the performance

to date of Major Holdings must have a negative effect.

(Union estimates earnings of $1.57 million for the test

year, however Exhib it 45 ind ica tes a loss of $ 67 l, 000 for
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the first half of the yr~ar.) ßr)th Mr. Arndt and
Dr. Sherwin stated that shi:rehnl.rJ(!t-(; '-c~re at cisk. because

of Union's heavy celiancr~ ()n "h()r~_-t-J~r,~ boccowing.

According to Union's (~'lidencr! ¿¡ najr)r v)rtion of

short-term dent is IjS(~rJ tr) fin,;n(:c~ i.f::: ..ir~(;tc~cn Canadia:î

venture. Al tho ugh Mr. U n t a nrJ Dr. :ì h c~ n.¡ ins aid t h.: t

these dilJersifications int0 non-utility .:cti'/ities ha\lC~

had a positive effect on Union's .:hility to .:ttract
capital, the Boac~ is not yet f0llY convin2ed that this

i s so.

As to rnacketing difficulties, ;'Ír. Shillinjt0n in his

evidence indicated that "there is less price conpetition

or slightly less price cOMpetition in the nacket than

there was . . a yeac and a half ago". ~'L r . S h ill i n 9 ton

went on to say that there ace other forns of conpetition

than price, but the Board takes fro~ his e'/idence that

overall the market conditions are inprolJing.

Of the three major gas ~tilities reglJlated by this

Board, Union has the lowest equity component. At

pages 52-53 of Exhibit 13, Dr. Sherwin stated:

"Financial theocy as well as regulatory prac-
t ice, ha s recogn i zed tha t lower equ i ty ca t ios
call for higher rates of return on eq~itj.
Although one cannot pinpoint the precise incre-
men t 0 f equ i ty re tu rn requ i red to cornpensa te
for the increased financial risks of a decline
in the equity ratio I sJggest the following
constitutes a reasonable approxination:

" S tar tin 9 wit h a 3 2 . 5 % e qui t j rat i 0 (m i d - po i n t
between 30% to 35% range) every five
percentage-point decline in the equity ratio
cal 1 s for an i nc rease 0 f one percen tage-po i n t
i nth e e qui t y c e t urn r e qui r e ~ en t . Ao 0 v e a 3 5 %
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equi ty ratio, I would reduce the equi ty return
by 0.5 percentage-point for every five
percentage-point increase in the equ i ty rat io."

The Board has doubts that the relationship between

the ratios of the equi ty component to the total capi tal

of the company and the return on equi ty can be or should

be reduced to such a fine science as that described by

Dr. Sherwin in his testimony. It can be inferred from

Exhib i ts 43 and 44 tha t investors, when looking a t the

return on capital for Union, do take into account the

fact that the Board uses the year-end capi tal structure

and allows a return on accumulated deferred taxes. It

appears to the Board that these factors may mitigate the

effect of the thinner equi ty. The Board does not find

Dr. Sherwin's reasons for increas ing hi s return on common

equi ty to a range of l5. 0 percent to 15.5 percent to be

supported by the evidence in this hearing.

The Board finds Mr. Leach's approach to the compa r-

able earnings test to be more reasonable than that used

by Dr. Sherwin. As prev iously noted, the range of return
on common equi ty was found by Mr. Leach using this test

to be 13.9 percent to 14.6 percent. After he applied his

financial integrity test to the range, he said that

14.25 percen t appeared to be closer to a rea son able

return ra ther than the lower end of the range. Th is ra te

was conf i rmed by Mr. Leach when he appl ied the capi tal

attraction test as well. Although Mr. Leach categorized

the final "fine tuning" as having, in his opinion, a
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neutral effect, nevertheless it lead him to the concl u-

sion that a return of l4.15 percent was appropriate.

The Board does not find the different results using

the comparable earnings test to be disconcerting or

indeed unexpected. Based on the evidence of both

witnesses, the Board is of the opinion, that, using this

test, rate of return on common equity in the range of

14.0 percent to 14.6 percent is reasonable. The Board

does not give much weight to either the capital attrac-

tion test (which relied on U.S. data) or to Mr. Leach's

fine tuning. However, taking in to account the ev idence

on the e f fec t of the preva il ing and expected cond i t ions

affecting Union, the Board finds that a rate of return of

l4. 50 percent on common equi ty is reasonable.

The fair rate of return on rate base is therefore

calcula ted as follows:

TABLE E

Percen tage Cost Re t urn
Amo u n t of Capi tal Rate Component

( $ mill ions) % % %

Long term
debt 266.122 56.1 9.83 % 5.51

Preference
shares 72.297 1 5.2 7.40 1. l2

Common
equi ty 135.911 28. 7 l4.50 4.16--

100.0 10.79
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Applying the rate of 10.79 percent to the rate base

of $63l.895 million and deducting imputed interest on

deferred income taxes resul ts in a fair return of

$60.853 million as shown in Appendix 'B'.

The Board has also considered the arguments of

various counsel for the need of a capi tal study to be
made with respect to Union. The Board thinks there is

need to clarify and quantify the impact of Union's

diversification on the utility operations and to review

and refine the method of allocating capital to utility

and non-utility activities. In the Board's opinion, both

Union's customers and shareholders would be better served

by a study of these aspects. Furthermore, the Board

bel ieves tha tits del ibera tions in future will be

assisted by such a study. The Board therefore requires

Union to retain the services of an independant expert to

undertake a study for purposes of its nex t Phase I

hearing, which study will allocate all of Union's funding

between utility and non-utility activities and will

determine the costs pertaining to long-term debt,

short-term debt and preference shares. The study shall

also address the appropria teness of incl ud ing other

components in Union's capital structure. The terms of

re ference for the capi tal study are to be approved by the

Energy Re turns Of f icer of the Board pr ior to its

commencemen t.
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D. REASONABLE RETURN

Introduction

The primary responsibility of the Board under the

Act is to fix just and reasonable rates and other

charges for the sale of gas. In achieving this object-

ive, the Board is required to determine the rate base for

the util i ty operation and this has been done in the
preceding section of these Reasons for Decision. The

cost of the capi tal employed in financing the rate base

is a key element in the determination of the total

revenues to be derived from the rates and other charges.

There was considerable time dedicated during the hearing

to discussion on the nature of the capital employed in

financing the utility rate base.

The quanti fica tion of the components of capi tal

employed in the utility operation has become increasingly

difficult as a result of the Applicant's continued diver-

sification program that now involves substantial non-

utility and therefore unregulated activities. In recog-

nition of this problem, the Board in its most recent

decision requested that a study be undertaken in an

effort to ascertain the appropriate components of the

capital to be dedicated to utility financing. In

response to that request, Union commissioned

Mr. R. W. Scott to undertake a study in which he would
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segregate, by an allocation process, capital into utility

and non-utility. In addition the Applicant called other

wi tnesses who addressed the problem of capi tal structure.

Mr. Parcell, on behalf of Board staff, al so prov ided

evidence on appropriate components of capital.

The Hypothetical eapital Structure

Mr. Scott, after receiving instructions from Board

staff and the Applicant, prepared and filed a study in

which he attempted to ascertain the source of capi tal

funds and to allocate these funds between utility and

non-utility. He cautioned, however, that the study

contains "a potential for providing mis-leading indica-

tions of the basis upon which a judgment respecting a

fair return may be developed". Nevertheless, the Board

found the conclusions of the study with respect to

capital components to be useful in providing a basis for

comparison and for assessing the reasonableness of the

Appl ican tIs proposals.

The Applicant did not accept the findings of

Mr. Scott, or that attempting to track funds was

practical. Instead the Applicant proposed a redefined

capital structure as being more appropriate for its

utility operations. Dr. Sherwin testified that the

synthesizing of a hypothetical capital structure should

beg in with the equity component, which he claimed should

be at least 30 percent for Union. He proposed that the
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capi tal structure should also contain all of the out-

stand ing long-term debt, because such debt had been
incurred primarily for the capital intensive utility

operation. For similar reasons he allocated all of the
preferred stock to util i ty capi tal. The total of the
notionally assigned capi tal together wi th deferred taxes
was less than the claimed rate base and Dr _ Sherwin

submitted that the difference would be made up of short-

term borrowing which he designated as unfunded debt.

Mr. Parcell considered that an equity component in

the range of 25 to 30 percent would be reasonable in view

of the historl~-al and current level of equity financing._
'_._~___.".,_._ ~------"~'-"'~'" "'. '.-,- - .---.~- ~-"~",,__,"_'..~t"""_''''~''.' .!~:"~ ~;.".,"" ~'",~.'_" - . ¥"_ ". .'r~_

Mr. Rogers argued in favour of an equi ty component of

27.5 percent.

Mr. Scott's analysis indicated that the equity

component of the regulated utility, after netting out

deferred taxes, should be 25.55 percent, 29.04 percent

and 29.65 percent for the fiscal years ending March 31 in

1980, 1981, and 1982 respectively.

eounsel for IGUA pointed out that recalculating the

capi tal structures approved in recent Board decisions to

include unfunded debt produced equity ratios of 24 to

26 percent. He recommended a 25.0 percent equity

component, pointing out that Union's non-jurisdictional

activities, were they standing alone, would require a

substantial common equi ty thereby reducing the equity

capital assignable to the utility operation.
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Mr. Ryder der i ved a mid-year average from

Mr. Scott's analysis and on this basis considered

29.36 percent an appropriate equity ratio.

The proposed assignment of all of the long-term debt

to the hypothetical capital structure was regarded as an

enti tlement of the gas utili ty operation by Dr. Sherwin.

Since this capi tal is of lower than average cost it

represents a benefit that would flow through to utility

customers.

Mr. Thompson concluded that the long-term debt com-

ponent should represent 48.9 percent of the capital

structure, whereas Mr. Rogers and Mr. Ryder recommended

47.0 percent and 46.1 percent respectively. The

Appl icant i s request was for a 48.6 percent long-term debt

component.

The findings of Mr. Scott, incorporating as it does

some allocation of capi tal to non-utility, ind icates

lower long-term debt and preferred stock capi tal compo-

nen ts than those proposed by the Appl ican t .

The preferred stock component of capi tal recommended

by the participants ranged from IGUA' s 14.4 percent to

Board counsel's 12.0 percent. The recommendations with

respect to unfunded debt range from 7.1 percent proposed

by the Appl icant to 13.5 percent recommended by Board

counsel.

The Board has concluded that the consolidated

capi tal structure, supporting as it does substantial

non-util i ty assets, is inappropr ia te for the util i ty
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portion of the operation and agrees that a hypothetical

ii
capital structure is a reasonable alternative. All

participants in the proceeding, except for the Applicant,

in developing a hypothetical capi tal structure seem to

have invested some confidence in the Scott study in that

the components of capital recommended by each have been

predicated substantially on that study. The Board is

satisfied from Mr. Scott's evidence that his tracing or

allocation process can not be relied on completely, but

it does prov ide rough directional ind ica tors.
The Board has considered each of the components of

capi tal separately in arriv ing at the capi tal structure

it considers appropriate for the utility operations of

Un ion.

In reaching its concl us ion wi th respect to the

appropr ia te equi ty component, the Board has cons idered

the recommendations of the intervenors and Board counsel

and notes that they fall within a range of 25 percent to

29.36 percent. Union relied on Dr. Sherwin's recommenda-

tion of 30 percent. The Board has also noted that by

recasting its three most recent decisions to show equity

as a percentage of rate base the equity ratios become 25,

26 and 24 percent. The ratios have apparently not caused

investors undue concern.

The Board has also noted the relationship of the

consolidated capi talization to that requested by Union

and has considered the relative risks associated with the

non-utility versus the utility operations.
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On the basis of the foregoing the Board has con-

cluded that the equity component can be lower than that

recommended by Dr. Sherwin without affecting investor

conf idence, but that a level towards the upper end of the

range of the other recommendations has been justified.

The Board will, therefore, approve an equi ty component of

28.0 percent for purposes of this proceed ing.

The Board notes that the level of equity, and in fact

the levels of all components of the captial structure,

are subject to change according to the circumstances

prevail ing at the time of future proceed ing s.

In its final submission the Applicant proposed that

long-term debt be set at $316,200,000 in the capital

structure, this being the average of the expected long-

term debt outstanding at fiscal years ending in 1981 and

1982 less unamortized long-term debt discount and

expenses. As noted earlier, the Board considers that

Mr. Scott1s study has been helpful, but in view of the

author's caution that it should not be relied upon and

since others would assign relatively small amounts to

non-util i ty operations, it appears reasonable to assign
all long-term debt to utility operations. The Board

would stress, however, that the assignment or allocation

of future issues of debt should be based on the circum-

stances at that time and the extent to which Union

continues expansion into non-utility activities.

The Board accepts the Applicant's determination of

long-term debt and will include $316,200,000 for long-

term âeot in the capital structure_
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The Appl icant also included the value of all prefer-

ence shares as part of utility capital. The amount

included for preference shares was $ 93,108,000.

Some in tervenors would assign a portion of these

funds to non-utility operations but, for the same reasons

given for long-term debt, the Board has concluded that it

is reasonable to assign the outstanding preference shares

to util i ty operations. Treatment of future issues should
be based on an evaluation of circumstances existing at

that time including the exp~nsion of Union1s non-utility

activities.
The pr inciple of incl uding an "unfunded debt"

component in capi tal structure has been endorsed by the

Board for the eons Ufers i Gas eompany Limi ted. Further-

more, the proposed technique of employing an unfunded

debt component to equate total capi tal and rate base was

not seriously questioned by any of the intervenors.

Board counsel, however, preferred not to use the term

unfunded debt, or to use any of the components of the

capital structure as a "balancing" item with rate base.

Instead he proposed that appropriate percentages be

developed for each component including short-term debt,

wi th the percentages being applied to net rate base to

determine the value of each component of capital.

Mr. Rogers was concerned that the level s of short-

term debt would be grossly understated and he argued that

in fiscal 1982 short-term debt for Union could be in

excess of $LOO million. He noted that the Board, in
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E.B.R.O. 37l-l had excluded short-term debt from the

capital structure but that it had assumed $83 million of

such debt for income tax purposes. He did not advise the

continuation of that treatment for this proceeding. He

advocated that short-term debt should be 13.5 percent

and, when appl ied to the rate base found reasonable by

the Board, amounts to $87 million.

The Board is cognizant of the change in philosophy

on the part of the utilities under its jurisdiction with

respect to short-term debt. In earlier proceedings the

utilities maintained that short-term debt should be

excluded from capi tal structure for several reasons. At

that time the cost of short-term debt was lower than the

overall or authorized cost of capi tal and, under those

circumstances, it was to the shareholders' advantage that

the difference between total capital and rate base be

valued at the authorized rate of return rather than as

short-term debt. Since the cost of short-term debt is
now considerably above the allowed rate of return it is

in the shareholders' interest to claim the higher cost on

the difference between capitòl and rate base.

The Board considers that Mr. Rogers' approach

produces a resul t which may be considered reasonable

under circumstances where long-term debt and preference

share value can not be determined. In this case,
however, since the Board has already found reasonable

levels for equity, long-term debt and preference shares,

it would be appropriate to adopt the Applicant's method
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and allow unfunded debt as the balancing item between.

capi tal and rate base. The hypothet ical capi tal

structure will, therefore, include unfunded dcbt as a

balancing item and total capi tal will equate wi th rate
base i i.e. total rate base reduced by the amount of

accumulated deferred taxes. Accord ingly, the unfunded

debt component will amount to $56,443,000 or 8.7 percent

of rate base.

The components of capi tal making up a hypothetical

capi tal structure acceptable to the Board are summarized

as follows:

Rate Base Amo un t Ratio

millions of $ %

To tal 751. 477

De ferred
taxes 104.600

Rate base 646.877

eapital eomponents

Equi ty 181.l26 28. a

Long-term debt 316.200 48.9

Preferred Stock 93.108 14.4

Unfunded debt 56.443 8.7

Total 646.877 100.0
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Deferred Tax Treatment

The practice of allowing a return on accumulated

deferred taxes was debated and, before any resolution can

be made with respect to rate of return on rate base, it

must be decided if the current practice, or an al terna-
tive method, is appropriate.

The present procedure allows the authorized rate of

return to be applied to total rate base, including those

assets notionally financed by deferred. income taxes.

However, interest income is deemed to have been received

by the company, which is calculated by applying the cost

of imbedded debt to the balance in the deferred income

tax account. The effect of this is that the actual
return on deferred taxes is substantially reduced and it

effectively amounts to a return on deferred taxes equal

to the difference between the authorized return and the

cost of imbedded debt.

Mr. Kellock defended the present treatment largely

on the basis that there has been a consistent juris-

prudence with respect to deferred income tax for

19 years; that assets financeJ by deferred taxes are at

risk and therefore merit a return; that other major

regulated distributors in Ontario receive a return and

that the method of providing an allowance for return on

deferred taxes is not so excessively complicated as to

confound analysts and investors. The Applicant's
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wi tnesses and Mr. Scott considered the assets supported

by capi tal accumulated through deferred taxes as being at

risk and that therefore a return should be awarded on

de ferred taxes.

Mr. Thompson, as in previous hearings, argued

against the awarding of a return on deferred taxes. He

ci ted several changes in circumstances and recommended

that no allowance be made for return on deferred taxes i
that the rate base should be reduced by an amount equiva-

lent to the accumulated deferred taxes and that any such

award to shareholders should be made in the return

awarded to the equi ty component of capi tal.

Board counsel appealed for a reconsideration of the

current practices with respect to deferred taxes with

recommendations similar to those of IGUA. He recommended

the proposals put forth by Mr. Parcell, which would

reduce rate base by the amount of accumulated deferred

taxes and provide no return directly. He suggested that

if such funds are considered to be at risk, then a prov i-

sion may be made in the equi ty return and thereby

eliminate the need for drawing comparisons between the

nominal and the effective returns on equity.

Mr. Ryder also endorsed the proposals put forth by

Mr. Parcell.

The Board realizes that during several hearings

there has been a good deal of contention associated with

the current procedures with respect to deferred taxes, a

process approved by this Board in 1962. The Board does
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not consider Mr. Kellock' s argument with respect to the

longevi ty of the jurisprudence to be particularly mer i-

tor ious . The Board is of the opinion that prevail ing

circumstances are quite different from the circumstances

of the early 1960' s in that it is conceivable that

deferred tax allowances are now permanent in nature and

their significance will continue to increase with

inflation. Furthermore, other tax changes in the

interim, relating to interest and dividend income in the

hands of investors, may have distorted the basis upon

which the award was originally derived.

The Board recognizes that as a resul t of this

current procedure its decisions must be analyzed and

calculations made to determine the effective return as

compared to the actual return awarded. It considers this

to be a rather complex method of achieving a return on

the accumulated deferred income taxes and it also

considers that this could well be a unique opportunity to

modify the procedure coincident with significant modifi-

cations in the capi tal structure. The Board bel ieves

that the treatment can be simplified with minimum impact

on customers or shareholders.
For purposes of this proceeding, therefore, the

capital structure will be as shown on Page 59. Deferred

income taxes will not be included in the capi tal

structure used to determine the cost of capi tal, and no

direct return will be allowed on these funds.
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eost of eapital

The Applicant submitted a determination of the cost

of long-term debt and preference stock and, since the

Board is accepting the total capi tal represented by these

securi ties as components of the capi tal structure, then

the associated costs of each, as calculated by Union are

also accepted. The costs were found to be 10.62 percent

for long-term debt and 7.84 percent for outstanding

pre ference share capi tal.
Unfunded debt is conceptually comprised of short-

term borrowing. wi tnesses addressing the economic

env ironmen t he Id out very 1 i t tle hope of any change from

the current high interest rates. Mr. Kierans in an

.addendum to his evidence indicated that McLeod Yòung Weir

now forecast that interest rates are expected to decline

slightly in mid-1981, but then continue to increase into

1982. Mr. Kierans testified that ". . . it is highly

unl ikely that the cost of Union's short-term borrowing

will average less than 15.50 percent over the test

period;" He also said that". . . it is highly unlikely

that the Union shall be able to raise long-term debt

capi tal at a nominal rate less than 15.25 percent in the

test period." Dr. Sherwin in addressing the cost of the

notional unfunded debt said ". . . the residual should be

treated as being financed by new debt, at whatever is the

prospective cost of long-term debt."

The Appl icant, Board counsel and Mr. Thompson al 1

recommended that the Board accept a cost factor of
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15.0 percent in determining the cost of the notional

unfunded debt component.

The Board realizes that short-term interest rates

are volatile at the present time and may remain so in the

short-run and that the expectations of Mr. Kierans with

respect to short-term rates may well be fulfilled.

However, the Board would regard it as somewhat perverse,

if a situation existed where an allowance for unfunded

debt exceeded the return on equi ty. In view of the

currently prevailing cost of short-term borrowing and,

concious of the degree of unanimity between counsel with

respect to the allowance for costs on unfunded debt, the

Board will accept a cost factor of 15.0 percent on the

unfunded debt component of capi tal.

Return on Equi ty

Dr. Sherwin and Mr. Kierans as wi tnesses for the

Applicant, testified as to return on equity, as did

Mr. Parcell as a witness for Board staff.

Mr. Kierans determined what he called a comparable

earnings measure after examining what he said was a

sample of unregulated companies bear ing similar composi te

risk characteristics to Union. He recommended a return

of l5.75 percent on common equi ty. A second test by

Mr. Kierans, which he referred to as investors required

return measure, led him to the same conclusion regarding

an appropr ia te return on equity.
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Dr. Sherwin prepared a comparable earnings test and,

in an effort to obtain sample companies comparable to

Union, a suggestion previously made by the Board,

selected 14 high grade and 14 medium grade eanadian

industrial companies. The med ian return on equity for

the entire group of 28 was found to be 15.8 percent for

the three year period 1977-1979. This, together with a

comparable earnings test done on larger samples drawn

from eanadian and American statistics, brought

Dr. Sherwin to the concl usion that a reasonable equi ty

return based on a 30 percent equity ratio was in the

range of 15.5 to 16.0 percent.

Dr. Sherwin also prepared a capi tal attraction test,

a test in which he professes to have little faith, for

purposes of determining a reasonable return on equi ty

under the prevailing circumstances. This test indicated

a reasonable return to be 15.6 percent which is at the

lower end of h is recommended range. He concl uded that

the capi tal attraction test nevertheless supported the

comparable earnings test and he recommended a return of

15.75 percent as being reasonable. The Applicant adopted

Dr. Sherwin i s recommendation as being an appropriate

return on equi ty to be used in the determination of an

overall rate of return on rate base.

Mr. Parcell also utilized the comparable earnings

approach and the discounted cash flow method of deriving

a reasonable return on equity. Working with a larger

sample and from statistics generally covering longer
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periods, he recommended an equi ty return in the range of

l4.0 to l4.5 percent as a result of his comparable

earnings analysis. His discounted cash flow analysis

resulted in an indicated equity return requirement of

14.3 percent.

Rely ing on Mr. Parcell' s ev idence, Mr. Rogers argued

that Union's financial and business risk had not

increased since the last case. He also argued that the

inclusion of short-term debt in the capi tal structure
reduced the need for an increase in return on equi ty and

that a fair and appropriate return on equity is 14.0 to

14.5 percent.

Mr. Kawalec submitted that the rate of return on

equi ty should not exceed the 14.5 percent determined by

Mr. Parcell. He sa id, ". . . an excessive rate of

return, such as proposed by Dr. Sherwin, would trigger an

over-stimulation of the growth of the utility by encour-

ag ing the util ity to take greater risks in expand ing."

IGUA recommended a return of 14.5 percent on equi ty

whereas Mr. Ryder recommended 14.25 percent. Mr. Ryder

also recommended that providing there was no other award

based on de ferred taxes, then the return on equity should

be set at 14.5 percent. All other recommendations with

respect to return on equi ty are without regard to a

return on deferred taxes. Mr. Ryder therefore is the

only intervenor who has attempted to quantify return on

deferred taxes in terms of return on equi ty and he places

this atone quarter of one percent.
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The Board notes again the somewhat bewildering array

of results that arise out of the application of similar

analytical techniques to common data resources. The

Board in arriving at a decision with respect to return on

equi ty has attempted to incorporate all of the relevant

factors and has subjectively weighted these in coming to

its conclusion.

The Board begins with the realization that the adop-

tion of a forward test year and a hypothetical capi tal
structure, wi th an associated unfunded debt component and

a reasonable cost allowance attached thereto, may be

regarded as reducing financial risk. It notes that there

has been no deterioration of business risk but more

probably an improvement.

The Board also realizes that equi ty capi tal is in
competi tion wi th funded debt, that interest rates are

unusually high and they may go higher, therefore, the

usual risk premium prov ided for equity may be unreal-

i stic.

The Board agrees wi th Mr. Parcell that Union's expo-

sure to risk is currently less than at the time of the

last proceeding, however, in view of the current economic

conditions and the continuing high interest rates, his

recommended range of 14.0 to 14.5 percent return is

regarded as too low. On the other hand, the Board is of

the opinion that Dr. Sherwin's recornenda tion of

15.75 percent return, based upon a selective sample, is

too high.
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The Board; after considering all of the above ¡the

evidence and the recommendations of all participants ¡the

elimination of a direct return on deferred taxes, and

externali ties exerting pressures on the the Applicant,

the Board concludes that a 15.1 percent return on equity

is appropriate.

The Overall eost of eapi tal

The following table summarizes the findings of the

Board with respect to rate base, components of capi tal,

cost of capital and return on rate base.

Amo un t

millions of $

eapi tal
eontr ibuted

%

eost
Rate

%

Return
eomponent

%

Ra te Base

To tal 751.477

De ferred
taxes

Rate Base

(104.600)

646.877

eapi tal

Equi ty 181.126 28.0 15.10 4.23

Long-term
debt 316.200 48.9 lO.62 5.19

Preference
stock 93.108 14.4 7.84 1.l3

Unfunded
debt 56.443 8.7 15.00 1.31

Total 646.877 lOO.O 11. 86

The Board concludes that a reasonable rate of return

on rate base is ll.86 percent.
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and so are read ily avai 1 able, di rects Un ion to file them

wi tp the Board Secretary each quarter as soon as they

becõme available.

Income Taxes

The Applicant during the hearing revised the basis

on wh i ch it imputed income tax to the ut il i ty operations

to reflect recent changes to income tax legislation

proposed but not yet enacted.

Board counsel, noting that the Board in its decision

in E.B.R.O. 381 disallowed inclusion of the unenacted

Federal budget provisions in the income tax calculation

of eonsumersl, submitted that, because of the uncertain-

ties presently surrounding the implementation of the

budg et prov is ion, the in come tax calcula t ion in th is case

should be treated in the same manner.

Un ion i s counsel pointed out that the Board IS

decision in E.B.R.O. 381 was for different reasons not

applicable to this case and submitted that Union, like

other businesses and individuals, is required to conduct

its affairs as though the proposals were enacted into law

and that, therefore, the Board should accept as law the

proposals submitted to Parliament by the majority Federal

Government, notwi thstanding that they have not yet been

enacted.
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The Board is of the opinion that in the particular

circ~mstances of this case rates should be set on an

expectation of legislative action and accepts Unionls

ad j us tment to its income tax calculation.

Mr. Thompson was concerned about the allocation of

deferred income taxes between utility and non-utility.

He observed:

"It appears to IGUA that virtually all of the
income of Union Gas Limi ted subject to tax, is
income generated by the utility business. It
is true that many of the deductions from
taxable income which contribute to the large
component of deferred income taxes for the
corporation may relate to Unionls involvement
in the non-ut il i ty bus iness. However wi thout
the income from the ut il i ty bus iness, the level
of deferred income taxes would be dramatically
red uced .

"It is clear from the evidence of Mr. Kierans
that Union relies on the deferred taxes to fund
its investment in these non-utility ventures.
Whether the allocation of the deferred taxes
proposed by Union achieves a fair sharing of
those bene fits is an i ss ue that is not easy to
resolve. . . .

"IGUA bel ieves that support could be found for
a recommendation that a greater sum of deferred
taxes . . . ought to be allocated to utility
activities with the result that Unionls utility
rate base net of deferred taxes would reduce."

Notwi thstand ing these observations, Mr. Thompson,

for the purposes of this proceeding, accepted Union i s

approach to the allocation of income taxes.

The Board notes that real1ocation of deferred income

taxes would also affect the allocation of current income

taxes. The Board sees sufficient merit in Mr. Thompson's
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proposal to encourage its further investigation, and

directs Union to address this issue in the fiscal 1984

test year hearing.

eosting of Petrosar Gas

Union proposed that the portion of the cost of

Petrosar gas to be charged through inventory into cost of

service, should be valued equivalent to the cost of gas

from all other sources after adjustment for the heat

content of the Petrosar gas, or, in other words, the

'equivalent cost per unit of heat content.

In view, however, of the Boardls decision in

E. B. R. o. 377-1 that the costing of Petrosar gas through

inventory into cost of service should be on the same

basis as the costing of gas on which the rates were set

in E.B.R.O. 380 (namely, the cost of gas from all other

sources per unit of volume without adjustment for the

lower heat content of the Petrosar gas) and the Board IS

concerns expressed in this hearing as to the compli-

cations attending the adjustment for heat content,

Mr. Freeland increased the cost of service by $216, 000 to

reflect the higher cost of Petrosar gas on a volumetric

basis rather than on a heat content basis.

He subsequently commented in respect to the choice

of costing method impl ied by such adj ustrnen t:
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D. REASONAB LE RETURN

Introduction

This section is dedicated to the determination of a

reasonable rate of return. In making that determination

the Board realizes that there are a number of circum-

stances which may be peculiar to this proceeding, and

these are briefly summarized in this introduction.

This application is being processed during a time

and wi thin an economic environment that may be euphemis-

tically described as unusual. Inflation is high and

persistent, interest rates are high and erratic, and

financial markets are reacting in a manner that makes

long-term comparisons difficult.

Mr. Kierans has reported that long-term bond markets

are closed to Union. This would seem to translate

generally into an observation that there is an acute

rel uctance on the part of lenders to commit capi tal for

15 or 20 years and long-term bonds are to be regarded as

a 5 to 8-year commi tment. It might also be reasonably

observed that there are considerable inconsistencies in

the prognostications of the several expert wi tnesses as

to what might happen in the short-run vis-a-vis the cost

of financ ing. This should not be regarded as a pejora-

tive statement but rather, should be regarded as a
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natural consequence when the inter-relationships of

economic indicators are inconsistent with historical

relationships, to wi t: inflation and interest rates that

are very high whereas GNP is very low and unemployment is

very high.

Gi ven the economic ci rcumstances expected to preva il

during the Applicantls test year, the Board must view

with some skepticism the ambitious utility and non-

ut il i ty capi tal prog rams planned by Un ion, pa rticularly

when the utili ty portion of the plan appears to be

predicated on a perceived obligation by Union to extend

its services - an obligation that Mr. Macaulay refutes.

Notwi thstand ing the fact that the Board has been

receptive to a stand-alone concept and the hypothetical

capi tal structure for purposes of determining a return on

utility rate base, Union must compete as a consolidated

entity in the money markets. The non-utility interests

of the Applicant are undeniably and inextricably inter-

woven with the utility operations. The investor must

consider and evaluate all the component parts and no

amount of conceptualizing and hypothesizing will insulate

the Applicant and its utility operations from this

reality.
The utilization of the fully prospective test year

is expected to eliminate regulatory lag. Some witnesses

seem to regard the use of a prospective test year as a
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vi rtual panacea insofar as regulatory lag and achievement

of an authorized rate of return are concerned. The Board

feels obliged to point out that the process, being of a

quas i-j ud icial nature, does not lend i tsel f read ily to

rig id time constraints. Furthermore, it seems to the

Board that the various prognostications of significant

elements of the rate of return equation, sensitive as it

is to changes and errors in its elements, could conceiv-

ably, and just as easily, be detrimental rather than

advan tageous to the Appl icant.

The Board has al so been presented wi th concepts

of ever increasing complexity, all of which are intended

to assist in the determination of the cost of capi tal.

Indeed, Board counsel has recommended an accounting

procedure which would, by retroactive adjustment,

insulate the Applicant from fluctuations in interest

rates (a manoeuvre apparently intended to protect against

widely fluctuating and presumably unpredictable interest

rates).
For all of these reasons the economic and regulatory

environment is p~rceived to be rather unusual. It is,

however, the ambiance within which this Board must

derive, in the final analysis, just and reasonable rates

that will enable the Applicant to maintain itself in what

is commonly regarded as a state of financial integrity.



- 54 -

Stand-Alone eoncept and The Hypothetical
eapital Structure

~he concept of a hypothetical capi tal structure was

presented to the Board by Dr. Sherwin during the previous

hearing, E.B.R.O. 380.

As in that decision, the hypothetical capital

structure proposed by Union excludes accumulated deferred

income taxes as a source of capi tal and the accumulated

deferred income taxes allocated to the utili ty are

deducted from the rate base. As an al ternative, accumu-

lated deferred income taxes were previously taken to be a

componen t of capi tal wi th an attendant return thereon,

offset by an imputed income. In the E. B . R. 0 . 3 8 0

dec i s ion, the Boa rd chose instead to ded uct accumulated

deferred income taxes from rate base. eonceptually, it

is this net rate base which must be supported by the

hypothetical capi tal structure devoid of accumulated

deferred income taxes.

The Board is of the opinion that circumstances are

sufficiently similar to those prevailing during the

E.B.R.O. 380 hearing, that the net rate base concept can

be adopted for this proceeding. The Board therefore

approves of the deduction of accumulated deferred income

taxes from rate base and their elimination from the

hypothetical capi tal structure as proposed by Union.
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The hypothetical ut i 1 i ty capi tal st ructure is

comprised of long-te.rm debt, preferred shares, common

eq~ ty and unfunded debt. Un ion proposed, as in the

previous hearing that all of Union IS long-term debt and

pre ferred shares should be ass igned to the uti 1 i ty.

Since there is to be no change from what was done in the

previous case, the Board accepts the proposal. There

remains to be determined the portions of Unionls common

equ i ty and un funded debt to be incl uded in the total

capi tal to fund the net ra te base.
The stand-alone principle was examined by several

of the wi tnesses. The capi tal remaining to support

not ionally the unregula ted ac ti v it ies of the Appl icant

was of particular concern. Dr. Sherwin and Mr. Kierans

took the posi tion that the Board need not examine the

reasonableness of the capi tal structure supporting the

non-ut il i ty operations and that only the reasonableness

of the hypothetical capi tal structure of the utili ty was

of any importance.

Mr. Parcell and others were not in agreement with

the pos i t ion taken by the witnesses for the Appl icant .

Mr. Ryder urged the Board to examine the reasonable-

ness of the capi tal st ructure remaining to support non-

utility operations. Mr. Thompson and Mr. Macaulay drew

the Board i s attention to the erosion of the value of
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non-utility assets. They argued that a 50/50, debt/equity

ratio for the non-utility, would result if the utility

equi Ly was deemed to be 32 percent, and that would be

unreasonable for the non-ut il i ty act i vi ties, which should
require a higher equity component, if standing alone.

Because of this, it was argued that, even wi th the

contempla ted $ 50 million equi ty issue early in 1982, the

raising of the deemed equi ty component of the hypothe-

tical capi tal st ructure of the ut il i ty above the

28 pe rcent level, approved in the last Union decis ion,

could not be justified.
Mr. Macaulay also argued that cash flow from non-

ut il i ty investments is inadequate to support the large

debt notionally assigned to those operations and that

consequently ut i 1 i ty ope rat ions are currently subs id i zing

the non-utility operations. In addition, he observed

tha t the non-ut i 1 i ty segment, because of some financ ial

rearrangements, had "become in essence a stock portfol io

requiring significant equity support".

Mr. Thompson, Mr. Ryder and Mr. Macaulay urged the

Board to reject the Applicant i s proposal of a 32 percent

equi ty component in the hypothetical capital structure

and to retain the 28 percent equity as determined in the

previous rate proceeding.

Dr. Sherwin and Mr. Kierans submitted that a

32 percent equity component for the hypothetical capital
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structure of the utility was not only reasonable but

requi red in order that Union might be able to finance its

capital expend i ture program. It was thei r contention
tha t in accordance wi th the stand-alone concept, the
capi tal components of the util i ty, maintained in a

reasonable balance, were of primary importance and that

the capi tal components for non-utili ty operations need

only fall wi thin a very broad and loosely defined range

of reasonableness.

The Board is of the opinion that any investor in

arri ving at an investment decision, in a consol idated

company such as Union, must assess the earnings potential

and hence the value, of all the segments of the consoli-

dated operation. Some participants were of the opinion

tha t the non-ut il i ty act i v it ies should for all in tents

and purposes, be able to seand alone wi th a notional

capi tal structure appropriate to such ventures.

In the opinion of the Board there is considerable

ev id ence to ind ica te the need, in d i vid ing the consol i-

dated operation into utility and non-utility segments, to

test in some manner such division by assessing the

reasonableness of components of capi tal le ft to support
the non-ut i 1 i ty acti v i ties. The Board th inks there is

insufficient evidence in this proceeding to support

conclusively such division but the Board is satisfied

that, even though its statutory mandate is to the utility
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operation only, it cannot completely abandon reality by

regarding only the hypothetical utility capital structure

whi~e disregarding the complementary non-utility portion.

The Applicant has made significant investment

commitments in its non-utility operations which, in the

opinion of the Board, if standing alone, would have to

be, to a large extent, financed by equity. The Board is

of the opinion that changes in circumstances have not

been such as to jus t i fy any more than a sl ight increase

in the ra tio of the ut il i ty iS equi ty to its total

capital.
The Board is rel uctant to accept the princ iple of

the above concept for the ut i 1 i ty operations as the

utility operations do not appear to be independent of the

non-ut il i ty acti vi ties. The Board cannot ignore the very
cons iderable demand for equity capi tal arising from the

non-utility ventures, nor the unrealistically low

residual assignment of unfunded debt to the utili ty
proposed by Union in comparison to the utilityls actual

use of unfunded debt.

In these circumstances the Board has concluded that

the appropriate allocation of the balance of the net rate

base fund ing is 29. a percent equi ty and 5. a 5 percent

unfunded debt.
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The components of capi tal making up the hypothetical

capi tal structu re acceptable to the Boa rd a re summarized
-

as .follows:

Rate Base Amo un t

(millions of $)
Ratio

(Percent)
Total Ra te Base 825.994

De fe rred Income Taxes (112.644)

713.350Ne t Ra te Base

Capi tal eomponents

Equ i ty 206.871 29.00

Long-term Debt 380.847 53.39

Preferred Stock 89.568 12.56

Un funded Debt 36.064 5.05

Total eapi tal 713.350 100.00

eost Rates of eapi tal

Long-Term Debt

The Applicant has claimed that the cost rate for

the long-term debt component of the capi tal structure,

based on the average of the debt expected to be out-

stand ing at the beg inning and end of the test year, will

be 1 l. 8 5 percent. This was generally accepted by

participants, but Mr. Thompson argued that the capital
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requi remen ts of the non-ut il i ty acti vi ties and the lack

of cash flow therefrom may have increased the need for

higfl cost capi tal. He said in argument that:
"IGUA proposes that the Board accept the cost
of long-term debt proposed by Union but submi ts
that the Board should bear in mind the probable
impact of Unionls non-utility activities on the
magnitude of this cost rate when it considers
the appropriate return to be allowed on the
common equi ty component of util i ty capi tal iza-
t ion. "

The Board accepts 11.85 percent as the cost rate of

the long-term debt in the test year. A tabulation

s ubmi t ted by the Appl icant ind ica tes that the average

long-term debt capital outstanding during fiscal 1983

will be $380,847,000.

Preference Shares

A tabulation of outstanding preference shares was

also submitted showing the expected average cost during

the 1983 fiscal yea r. There are no new issues planned

but there are some redemptions expected to be made. The

ga in on redempt ions has been cons idered in arriving at an

average cost rate of 7.83 percent during the test year.

The average amount forecast to be outstand ing during that

year was $89,568,000.

The cost rate of preference share capi tal as
submi tted by the Appl icant was acceptable to partic i-

pants. The Board accepts the 7.83 percent rate of the

preference share capital in the test year.
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Unfunded Debt

-The unfunded debt component of the hypothetical

capi tal structure is the capi tal required to balance the

total capital with net rate base. This unfunded debt is

assumed to be at a cost approximating the bank rate

expected to prevail during the test year for short-term

borrowings.

Union has applied for a cost rate of 18. a percent to

be appl ied to unfunded debt even though it was

Mr. Kierans i expectation that interest rates would exceed

20 percent in the first quarter of 1983.

Mr. Mceracken, called by Board counsel, forecasted

the prime rate to fall within a range of 14.5 to

16.9 percent during the test year. Mr. Macaulay said

that since "Union borrows at one-half percent below
ç

prime", a rate of 16.5 percent for short-term borrowings

should be set by the Board.

Mr. Thompson pointed out that this Board had

recently approved a short-term rate of l8. 25 percent in
establ ishing a cost of unfunded debt for Consumers i Gas

and that the Applicant would be treated unfairly if it

were denied the l8 percent cost provision applied for.

The level of short-term interest rates during

the test year is difficul t to forecast as wi tnessed by

the range of estimates submitted in evidence. After
consideration of the various recommendations of the
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participants and their general expectation of an upward

trend in interest rates the Board concludes that the

appropriate cost rate of unfunded debt for the test year

is 18.0 percent.

Interest Variation Account

Mr. Kierans gave evidence that "the previous appli-

cation and hearing took place within unstable financial

market cond itions similar to those which prevail al though

conditions today are even more volatile and oppressive."

Because of the perceived volatile and chaotic money

market, Mr. Macaulay recommended in argument that an

interest variation account should be established "for

this eompany" which would retroactively adjust interest

costs should they deviate from those provided for in the

cost of service and contained in the composi te rate of

return. Mr. Macaulay argued that a fully prospective

test year required the forecasting of interest rates and

since these are, in the prevail ing circumstances, d iff i-

cult to predict, then it would be appropriate to set up

an interest variation account, not unlike a heat content

account that might be used to offset variations in

calori f ic val ue of the gas supply.

Mr. Ryder had reservations about Mr. Macaulayl s

proposal and suggested that the alternative is for the

Board to set the short-term interest rate and "let Union

take the good years with the bad."
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Mr. Kellock, on behalf of Union, was prepared to

accept the interest variation account proposal providing,

however, that it "is seen as a temporary measure and

should not be considered to have affected a reduction

in risk or to have any impact on the appropriate return

on common equity". Mr. Macaulay IS conceptualization

of a variation account appears to include an assumption

of lower risk and consequently a lower return on equi ty
which obviously is basically incompatible with

Mr. Kellock iS cond i t ional acceptance.

The Board cannot find sufficient evidence to support

or justify an interest variation account or to explain

how it would work. The concept is more thoroughly

developed in argument. The Board would have to regard

the proposal as prov id ing a red uct ion in fi nanc ial risk,
which in turn would warrant consideration in arriving at

a reasonable return on equi ty. Under the ci rcumstances

the Board rejects the proposal put forth by its counsel.

Return on Equity

The Board had the benefit of evidence from three

expert wi tnesses on the cost of capital and particularly

the cost of equi ty capi tal. Dr. Sherwin and Mr. Kierans

testified on behalf of the Applicant, and Board counsel

presented Mr. Pa rcell. Board counsel al so adduced

ev idence on economic forecasts through Mr. Mceracken.
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Dr. eannon and Mr. Tattersall were called by Board

counêel and gave evidence on techniques related to

estimating cost of capi tal and on the investors i
perspect i ve.

Dr. Sherwin and Mr. Kierans recommended 17. a percent

return on an equity ratio of 32 percent, whereas

Mr. Parcell recommended 15.1 percent on an equity ratio

of 28 percent. Each provided a rationale for his recom-

mendation based on statistical analysis.

Dr. Sherwinls return on equity evidence indicated

that 32 h igh- and med ium-grade ind ustrial s during the

five-year period 1977-81 provided a return of 17.8 per-

cen t. Si xteen investmen t grade eanad ian ind us trial s

selected on the basis of their stability of return showed

an average return on average equity of 16.5 percent

during the same period. He also submitted that long-term

eanadian Government bonds yield 13.5 to 14.5 percent and

that a risk premium conservatively set at 3. a percent

would indicate a return requirement of 16.5 to 17.5

percent. A discounted cash flow analysis performed by

Dr. Sherwin verified his other findings and led him to

conclude that a 17.0 percent return on equity was

appropriate.
Mr. Kierans, from a sample of 1 8 unregulated

companies, found an average return of l6.95 percent on

book equity over the five-year period ending in 1980,
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whereas over the last three years the indicated return

was 17.4 percent.. He submitted that:

~Book equi ty returns for unregulated companies,
. . . should be higher in 1982 than in 1980 or
1981 and should, by some point in 1983, have
re-establ ished the level s real i zed in the late
seventies. II

Mr. Parcell was skeptical of the comparable earnings

test in that companies of comparable risk are most diffi-

cult to identify. When asked by Mr. Macaulay to elabo-

rate on his pre-filed evidence, he said that:

". . . risks playa large role in a comparable
earnings analysis. I maintain that you cannot
find companies, especially unregulated
companies of identical or even similar risk to
Union Gas. In the absence of this, what you
must do is assess the relative risk levels of
Union in the unregulated firms and after deter-
mining the relative risk levels, then make an
adjustment to the return on equity earned by
these firms to account for the lower risk which
Un ion has and, as a resul t, Un ion should be
afforded a lower return on equi ty than these
unregulated util ities. II
Mr. Parcell i s submission in pre-filed evidence was

to the effect that, because of a lower perce i ved bus iness

risk, the improved gas supply, the low earning varia-

bility, the resolution of the Petrosar situation, the

fully prospective test year, and since gas costs are the

dominant cost and are passed on i~mediately, there is

reduced business and financial risk. He recommended the

continuation of a 15.1 percent return and the maintenance

of a 28.0 percent equity component in the hypothetical

capi tal structure.
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Dr. eannon prov ided the Board with new concepts

regaEding the derivation of the cost of equity capital.

He suòmi t ted that the return on preferred share capi tal

serves as a guide in determining an appropriate return

on equ i ty. He cons idered the risk assoc iated wi th

preference shares to be equal to the risk associated with

equi ty capi tal and therefore the return on equity and

preferreds should be approximately equal.

Dr. eannon also submitted an alternative methodology

for assessing the appropriateness of return on equity.

His iieomparable Investment Risk - eomparable Investment

Return" method involves selection of a sample, the popu-

lation of which must contain many similar characteris-

tics. The sampling technique is very selective and makes

obta in ing a sample of signi f icant si ze exceed ing ly

ç
difficult. He suggested that another approach would be

to analyze the investors hold ing the various securities

in Union. A motion to have the Applicant supply such

detail was denied by the Board.

Mr. Tattersall provided the Board with some insights

into money markets generally. He pointed out that the

margin between bond yields and equity yields has been

red uc ing. He said:

"There are, however, a number of reasons why a
narrower differential between stock and bond
returns can be expected in the future. A
combination of these factors may explain why
eanad ian investors appear to be will ing to
accept a prospective total return of not much
more than 16 percent when bonds are available
on that same yield basis."
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Mr. Tattersall listed the factors which tend to

culminate in this apparent anomaly. He submitted that

bond yields are at an historically high level; long-term

bonds are considered risky and, investors therefore

demand a premium. He also noted that tax advantages to

stockholders tend to make equi ty and preference shares

relatively more attractive. He concluded that "the

return on equity cannot be persistently below the

prevail ing yield of i A i corporate bonds if the stock is
to trade at or above book value. II

The Board found Mr. Tattersallls evidence of some

value in understanding the aberrations of the money

markets, although this witness did not make any specific

recommendation wi th respect to the rate of return.

Mr. Ryder was of the opinion that there were no

significant changes since the previous hearing that would

jus t i fy a change in the rate of return on equi ty.
Mr. Thompson in argument recommended a return on

equity of l5.6 percent -- an increase of 0.5 percent. He

pointed out, however, that the Board had recently

approved a return on equi ty of 16.25 percent for another

gas utili ty and that award cannot now be ignored when

deal ing with this Appl icant. However, he sa id that:

n In IGUA i s view the award to eonsumers' was
unduly generous. IGUA does not and cannot
recommend or support a return of 16.25 percent
for Union."



- 68 -

The desi rabil i ty of maintaining a market-to-book

ratio greater than one, on both a consolidated and a

stanrr-alone basis, was discussed by several witnesses.
For this to be meaningful it is necessary to split both

market and book values of Union's shares into "utility"

and IInon-utility". The Board is of the opinion that such

an analysis contains an inordinate number of assumptions

and, at least at th is stage of its development, the Boa rd

hesitates to use market-to-book ratios as a guide or

target and therefore gives very little weight to such

ev idence.

In arriving at its conclusions the Board begins

with the realization that this Application must be

resolved during a period of unstable economic inter-

relationships. In the Board i s view, circumstances are

unusual and are changing rapiDly which requires not only

a high degree of currency of data but challenges the

soundness of conclusions drawn from analytical processes

appl ied to data al ready several years old. Furthermore,

as Mr. Ta t tersall points out, rela tionships between the

variety of stocks and bonds have changed, and presumably

will continue to change.

Mr. Macaulay recommended a range of 15.0-16. a per-

cent return on equi ty depending upon whether or not the

Board accepts his proposed interest variation account.
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Mr. Ryder in his recommendation relied to a consi-

deragle degree on the Decision, in E.B.R.O. 380 and

argued that the Appl icant had not made a case for

increasing the 15.1 percent return on equity found in

tha t proceed ing.

There are a number of imponderables involved when

a t tempt ing to ut il i ze a fully prospective test year. The

Board is of the opinion that in arriving at a proposed

return on equi ty the Applicant has under-assessed the

bene f ic ial impact of several factors: the resol ution to
the Petrosa r si tUa t ion, totally adequate gas supply and

the fully prospective test year. The weighting of all

of these factors leads the Board to conclude that a

17. a percent return on equi ty, as requested by the
Applicant, is too much under the circumstances.

ç
After considering all of the above the Board finds

16.75 percent return on equity to be appropriate for the

test year.

The Overall eost of eapi tal

The following table summarizes the findings of the

Board with respect to rate base, components of capital,

cost of capital and return on rate base.
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Amount
($OOOIS)

Rate Base

Total
Rate Base 825,994

Deferred
Income Taxes (112,644)

Net Rate
Base 713,350

eapi tal eost Re turn
eapi tal eontributed Rate eomponent

% ~ %

Eq u i t Y 206,871 29.00 16.75 4.86

Long-Term
Debt 380,847 53.39 11. 85 6.33

Preference
Stock 89,568 12. 56 7.83 .98

Unfunded
Debt 36, 064 5. as 18.00 .91

Total eapi tal 713,350 100.00 13.08

The Board concludes that a reasonable rate of

return, after tax, on net rate base is 13.08 percent for

the test year.
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RATE BASE

Introduction

Union submitted that its test year average rate

base would be $832.8 million, made up as follows:

Table 1

Test, Year Average Rate Base

Gas Utility Plant ($ thousands)

Net utility plant

951,276
204,835

746,441

Gross plant at cost
Less accumulated depreciation

Working Capjtal and Other Component~

Gas in storage and line pack gas
Inventory of stores spare equipment
merchandise and materials for resale

Merchandise accounts receivable and
mortgages receivable

Cash working capital
Other prepaid and deferred expenses

161,926

11,746

9,890
34,733

795

Total working capital and other components 219,090

Total Rate Base Before Deduction of
Accumulated Deferred Income Taxes 965,531

Less Accumulated Deferred Income Taxes 132,750

Total Rate Base 832,781

Source: Exhibit 3A, Tab C1, Schedule 1 (Revised)

The Board accepts Union's proposal for the test

year rate base as submitted except insofar as that proposal

is amended herein.
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CAPITALIZATION AND RATE OF RETURN

Introduction..

In order to arrive at a reasonable return on rate

base for Union the appropriate capital structure for its

utility operations must be determined, also the cost rate

that should be applied to each component of capital for the

test year.

Since Union is involved in both utility and

non-utility activities, it has been the practice in recent

proceedings to develop a hypothetical capital structure for

its utility operations. All long-term debt and almost all

preference stock are considered to be utility. The level of

common equity reflects the circumstances and risks

associated with the utility operations and short-term debt

is the balancing item that equates capital with rate base.

The following table outlines the Applicant's final

submission for the test year based on a claimed rate base of

$832.781 million:

Co st WeightedCapital Structure Amount Ratio Rate Cost.

($000) un nn ( %)

Lo ng Te rm Deb t 456,629 54.83 12.01 6.59
Sh 0 r t Term Debt 10,056 1 .21 11.10 0.1 3
Preference Stock 116,262 13.96 10.05 1 .40
Common Equity 249,834 30.00 16.25 4.88_....- ---

832,781 100.00 13.00------- ----- ----------- ----- ----
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Messrs. Kierans and Carmichael and Dr. Sherwin

testified on behalf of Union as to the economic prospects

for the test year, the probable impact on Union and also in

-

support of the proposed capital structure and cost rates.

Board staff called Dr. de Bever to testify on the economy

and Mr. Parcell to testify as to the appropriate capital

structure and cost of equity.

Messrs. Kierans and Carmichael forecast that the

average rate of inflation over 1984 will be approximately

6.5 to 7.0 percent, increasing to about 7.5 percent for"the

first quarter of 1985. They forecast the bank prime rate to

average 12.5 percent during 1984 and 13.5 percent in the

fir s t qua r t e r 0 f 1 985 wit h Ion g- t e r m bon d s be i n g

proportionately higher. They also suggested that pre-tax

cor p 0 rat e pro fit s w ere 'i sur gin g" and t hat the y w 0 u 1 d

continue to improve throughout 1984.

Dr. Sherwin regarded a forecast of 5.4 percent for

inflation in 1984 as reasonable, but considered that high

interest rates suggested that the financial markets expect

long-term core inflation will be above 6 percent.

Dr. Sherwin also cautioned that prospective Canadian

Government deficits could cause the rate of inflation to

reach the double digit level within the next two to three

years. He forecast long-term Canada bonds to yield some

11.75 to 12 percent as an average for 1984. Corporate

profits were forecast by Dr. Sherwin to increase in 1984 by

about 35 percent.
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Union however modified the forecasts of its

witnesses and based its submission on a rate of inflation of

4.8 percent in the test year, a bank prime rate average of

11.5 percent and a long-term debt yield of 13.75 percent.

Dr. de Bever forecast for the test year a rate of

inflation of approximately 5.7 percent, average bank prime

rate of 11.5 percent and a long-term Government of Canada

rate of 11.95 percent. He suggested that the current

interest rates, being at such a large premium over

inflation, have already discounted the future demands that

will be placed on the system.

The Board accepts that the continuing high real

interest rate levels suggest that the economic recovery may

not be as strong as had been forecast. There is also some

uncertainty as to the degree to which current interest rates

discount the future demands which are expected to be placed

on the money markets. Nevertheless the economic indicators

that are forecast by the witnesses in this proceeding

indicate reasonably stable conditions with only relatively

minor changes occurring during the test year.

Long-Term Debt

The amount of long-term debt expected to be

outstanding during the test year was not disputed and the

Board accepts that the evidence supports the Applicant's

submission.
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Board Counsel offered the only challenge to the

cost rate used by Union for long-term debt. He considered

that the rate assumed for the $50 million debt expected to

be issued in the test year was too high. He claimed that

had Dr. de Bever's forecasts been used, the embedded cost

rate for long-term debt would be 11.98 percent rather than

the 12.01 percent used by Union. He also rejected the

Applicant's revised accounting treatment of foreign currency

transactions, arguing that the previous method should be

retained which would further reduce the cost rate to

approximately 11.92 percent.

The Board is satisfied that both Union's and

Dr. de Bever's forecasts of cost rates at the time that

Union is expected to raise capital are reasonable and that

either one may prove to be correct. Since the adjustment

recommended is relatively insignificant the Board will make

no change to Union's submission.

With respect to Union's proposal to change its

accounting treatment of foreign currency transactions the

Board is satisfied that the change should be made in order

to comply with the Canadian Institute of Chartered

Accountants ("CICA") recommendations and with the currently

accepted accounting principles.

Short-Term Debt
.

The amount of short-term debt is the balancing

item in equating capital structure with rate base and is
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therefore a function of the Boardls findings as to total

rate base and the amount of each of the other components in

the hypothetical capital structure.

Board Counsel considered that the average cost of

short-term funds should be set at 1 percentage point below

the bank prime rate of 11.5 percent forecast by Union.

In reply argument the Applicant claimed that

interest rates on actual short-term borrowings for 1980

through to September 1983 disclosed that on average Union

borrowed such funds some 58 basis points below bank prime.

The Board is concerned that the period covered in

the actual figures filed by Union may not be a realistic

indication of rates that will be experienced in the test

year. Throughout the period covered by the actual figures

there were only two periods, four months in 1980 and six

months in 1983, where bank prime rates were stable and

therefore comparable to the forecast for the test year.

During each of those periods the average difference of

short-term debt below prime was over 1.0 percent.

The Board has concluded that the probability is

that the difference between bank prime rate of 11.5 percent

and the short-term debt rate will average close to

1.0 percent during the stable period expected for the test
year and therefore the Board will set the cost rate at

10.5 percent.



- 24 -

Preference Stock

There were no objections to either the amount or

the cost rate for the preference stock applicable to the

utility. The Board is satisfied that both have been

supported by the evidence and accepts the Applicantls

submission.

Com m 0 n E qui ~y

The level of common equity for Union approved most

recently by the Board was 29 percent and as indicated the

Applicant proposed that it should be increased to

30 percent. The current rate of return on common equity

approved by the Board is 15.6 percent but Union claimed

that changes in circumstances are such that this should be

increased to 16.25 percent for the test year.

Messrs. Kierans and Carmichael were of the opinion

that total risk, the sum of both the business and financial

risks of the utility, must be assessed in the determination

of the appropriate returns to which shareholders should be

entitled in the future.

They identified several areas which they

considered had increased Unionls risk but in updating their

evidence they emphasized the recent decision of the

Divisional Court which upheld the Board IS decision in

E.B.R.O. 388 to disallow $8.7 million in gas costs. They

claimed this introduced a new and unanticipated business

risk for the shareholders of the utility. It was their
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opinion that the Board "must be prepared to accept a higher

de e m e d com m 0 n e qui t y bas e for the s tan d a Ion e uti lit y" a s a

result of this. Although they believed 34 percent common

equity would be reasonable, they considered it unlikely the

Board would accept a significant increase in the deemed

common equity base, and they therefore adopted Union's

proposed 30 percent equity level and recommended that the

higher compensation be accomplished through an increase in

the rate of return.

Dr. Sherwin reviewed the risks Union was facing in

the future and concluded that it should be ranked as a high

risk utility probably incurring a greater relative risk than

any of the 20 major utilities he reviewed. He also

considered Unionls risk had increased since E.B.R.O. 388.

In updating his evidence he noted a substantial increase in

the equity component of the consolidated company, which he

believed could justify a recommendation of approximately

32 percent equity for the utility operations. However, he

also elected not to alter the 30 percent common equity level

he had earlier accepted but urged that a higher rate of

return on equity be approved. His recommendation of

30 percent was based on his valuation of financial risk that

Union is exposed to under the present circumstances, the

changes in the capital structure of the utility and

non-utility portions of Union, and a comparison of the

capital structures maintained by other utilities.
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None of the other participants supported Union's

proposal that the equity component should be increased from

29 percent. Counsel for IGUA, Kitchener, C-I-L, and Board

Counsel, all argued that the equity component of capital

structure should remain at 29 percent. There was general

agreement among those opposed to the increase that the risk

faced by Union had not increased and it was argued that the

other reasons put forward by witnesses for the Applicant

were not compelling.

Board Counsel analyzed each component of increased

risk that had been put forward by either Mr. Kierans,

Mr. Carmichael or Dr. Sherwin to demonstrate that no

increased risk had been incurred. He considered that the

equity component attributable to the utility is sufficient

in light of the amount of equity attributed to the

non-utility. Board Counsel also pointed to Mr. Parcell's

risk analysis which, he claimed, demonstrated that Union's

utility operations remained less risky than unregulated

industry and that the relative risks faced by Unionls

utility operations have not increased since E.B.R.O. 388.

The Board has reviewed the evidence with respect

to the proposed increase in the common equity and is

satisfied that:

the overall risks faced by Union have not increased

materially since the hearing of E.B.R.O. 388. The

general perception of regulatory risk may be that it

has increased slightly but business risk and financial
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risk have been reduced by an improved business climate

and a more stable financial environment;

the comparison with other utilities should be given

little weight because of the circularity involved and

because each of the utilities included in the sample

differs significantly. Without a detailed examination

of each, any realistic comparison is difficult;

the relationship between the equity allocated to the

utility and the balance, which is presumed to be

non-utility, is recognized as an important

consideration. In this case a utility equity component

of 29 percent would produce a non-utility component

of 49.8 percent compared to 45.9 percent if the utility

equity component were 30 percent. The Board is

sat is fie d t hat bot hIe vel s 0 f no n- uti 1 it Y e qui t Y w 0 u 1 d

be within the range of reasonableness and therefore not

a factor in deciding the appropriate level of equity

for the utility.

The Board agrees with Dr. Sherwin that the

collection of deferred taxes permits a lower equity level

for a company such as Union. In view of the decision herein

with respect to deferred taxes and the above comments the

Board finds that the evidence disclosed no change in

circumstances that would cause it to alter the equity

component from the current level of 29 percent.

In deciding the appropriate rate of return on

common equity the Board is required to assess all of the
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rate of return evidence before it and to apply its judgement

to decide the level that would be reasonable for Union. The

evidence of Dr. Sherwin and Messrs. Kierans and Carmichael

supported Union's proposal for an increase in rate of

return, while Mr. Parcell advocated a range for the rate of

return that encompassed the 15.6 percent allowed in

E.B.R.O. 388. The recommendations by these experts varied

from 15.00 percent to 17 percent, all based on analysis and

interpretation using essentially the same data. The

following summary of the methods used by the expert

witnesses and the interpretation in argument by counsel of

the results demonstrates the variance in opinion as to the

rate of return that should be allowed.

Messrs. Kierans and Carmichael, after considering

the current and prospective economic conditions, the

earnings of comparable industrial companies and the

investor required return ("IRR") using both discounted cash

flow ("DCF") analyses and equity risk premium analyses,

concluded that the rate of return on common equity should be

not less than 16.25 percent. In updating their testimony

during the hearing they revised this position indicating

that the change in risk resulting from the decision of the

appeal of the Board's decision in E.B.R.O. 388 to the

Divisional Court was such that they now considered that the

rate of return on common equity should lie in the range of

16.5 to 16.75 percent.
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Dr. Sherwin based his recommendation on the

comparable earnings test applied to industrials, the risk

premium approach (for which he used three techniques of

measurement) and a DCF analysis referring to groups of

industrials and utilities. He recommended that the rate of

return on common equity should be in the range of 16.25 to

16.5 percent. In updating his evidence at the commencement

of the hearing he indicated the changes in risk faced by

Union were such that he believed the rate of return should

be no less than 17 percent on common equity.

Mr. Parcell employed a comparable earnings

analysis using groups of industrial companies. He also used

an equity risk premium analysis and on the basis of these

tests recommended that the rate of return on common equity

be set between 15 and 16 percent.

Messrs. Kierans and Carmichael used two tests in

their determination of the rate of return on equity: the

comparable earnings approach and the current cost of common

equity capital measure, or the IRR. They accepted that a

measure of financial integrity would be the retention of

market-to-book between 115 percent and 120 percent and

concluded from their assessment of other utilities that

since Union must contend with higher risks, anything less

than 16.25 percent rate of return on book equity would be

inadequate to preserve financial integrity.

They examined median returns on book equity and

median market-to-book ratios of so called comparable
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Canadian companies for the periods commencing in 1975 or

1977 and ending in 1980, 1981 or 1982. Greater emphasis was

placed on the periods 1975 to 1981 and 1977 to 1981 which

produced a median return of 16.06 percent and 16.73 percent

and a median market-to-book of 135 percent and 117 percent

respectively. On this basis they claimed the comparable

earnings test supported a 16.25 percent rate of return on

equity.

Messrs. Kierans and Carmichael analyzed the IRR

requirements for a sample group of industrial companies they

considered to be comparable to Union and for a sample of

telephone utilities. They also examined the equity premiums

required over short and long-term debt instruments.

The IRR test for industrials produced a

recommendation that the rate of return on equity should lie

between 15.78 percent and 16.31 percent while the analysis

of telephone companies confirmed that return on book equity

for high quality utilities should lie between 15.5 and

16 percent with Union's greater risk justifying a higher

rate of return. They concluded that the risk premium

analysis, after adjustments suggested a range of

16.35 percent to 17.50 percent.

Dr. Sherwin indicated that his recommendation with

respect to the rate of return was anchored on the comparable

earnings test as applied to industrials. For the cost of

attracting capital he relied principally on the risk premium

approach which he determined using three different
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techniques. He also provided the results of DCF studies

using groups of industrials and utilities but indicated that

relatively little weight had been given to these results.

Dr. Sherwin expressed the opinion that undue weight should

not be given to industrial earnings in the test year but

that the average return over a business cycle should be the

base line for utility returns. Adjustments for test year

conditions should, he claimed, not exceed plus or minus

0.5 percentage points from that base line. He considered

that the last business cycle, 1976 to 1982, included an

unusual swing in 1982, and was of the opinion that

recognition of 1982 returns in a forecast of the next

business cycle may understate the probable profit rate.

As noted earlier Dr. Sherwin assessed Union as a

high risk utility. He also stated that a utility of average

risk should have a common equity return of 1 to 1.5 percent

above that of a low risk utility and the difference between

a low and high risk utility should be 2 percentage points.

He considered that Union should be permitted a rate of

return on equity about 75 basis points above that of the

average Canadian utility.

In his comparable earnings test Dr. Sherwin

considered that the most recent business cycle spans the

period mid-1975 through to 1982. He selected the 1976 to

1982 period as the benchmark for prospective returns on the

premise that industrial earnings in the next cycle will

approximate those of the last cycle. He recognized the
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difficulty in predicting whether the next cycle will equal

the last cycle. Through a review of the economic factors

likely to be encountered over the next business cycle, he

concluded that the achieved returns of the last busin~ss

cycle provide a reasonable proxy for prospective returns

even though the industrial returns in the test year may not

reach the average level projected for the next business

cycle.

With respect to the selection of industrial

samples Dr. Sherwin used two criteria: rankings by

investment advisory services and stability of returns. He

indicated that principal emphasis had been placed on those

selected by stability of returns since he considered the

advisory services selection involved an element of

circularity. He used the coefficient of variation ("COV")

to select four samples, each covering a seven and ten year

period ending in 1981 and 1982. On this basis he found that

the returns averaged 15.9 percent for the period ending 1981

and 1 6. 3 per c e n t for the per i 0 den din g 1 982. Mar k e t - t 0- boo k

for the eight samples averaged between 116 percent and

126 percent.

He ultimately concluded that the average returns

for stable industrials over the next business cycle would be

16.0 to 16.25 percent and that Union's somewhat greater risk

would be offset by the possibility that industrial earnings

in the test year may fall short of the projected return. On

this basis he claimed the comparable earnings-financial
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integrity test requires a return of no less than

16.25 percent for Union.

With respect to the regulated companies

Dr. Sherwin examined the return on equity and market-to-book

ratios and concluded that no reasonable inference could be

drawn from the information available.

Although giving less weight to the results,

Dr. Sherwin provided information on the DCF tests as applied

to four non-diversified gas-electric utilities, five

telephone companies, and two groups of stable Canadian

industrials. After adjusting for risk, Dr. Sherwin found

that the DCF analysis suggested the bare bones cost for

Union's utility operations should be 15.75 percent and,

after allowing for flotation costs, he concluded that the

rate of return should be no less than 16.5 percent.

Dr. Sherwin called the equity risk premium

an alternative technique for estimating the cost of

attracting capital which can be applied to either debt or

preference stocks. He used three techniques which produced

a range of 15.5 to 16.25 percent with a mid-point of

15.875 percent, excluding flotation costs. With flotation

costs added, he considered that the cost of capital would be

above 16.25 percent.

In estimating the rate of return on equity for

Union, Mr. Parcell used the comparable earnings approach and

an equity risk premium analysis. The latter considered both

the opportunity cost of equity and the market cost of

equity.
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Mr. Parcell's comparable earnings analysis

covered the period from 1973 to 1982. He claimed the longer

period was necessary in order to avoid undue influence by

unusual or abnormal conditions. In arriving at the current

cost of equity however he gave more weight to the last five

years' experience. He also analysed the seven year period

1976 to 1982 since this was used by Dr. Sherwin.

Mr. Parcell developed and analysed data for groups

of large U.S. and Canadian industrial companies and he also

analyzed the information which Dr. Sherwin, and Messrs.

Kierans and Carmichael presented for their selected groups

of industrials and utilities.

He found that the 29 largest Canadian companies as

listed in the Fortune 500 largest industrial firms outside

the U.S.A. had an average rate of return on equity of

14.3 percent over the past ten years and 13.7 percent over

the last five years, while market-to-book averaged

135 percent and 128 percent respectively. The group of

U.S. industrial companies listed in Standard and Poor's

400, had an average return of 14.5 percent over the last ten

years and 14.9 percent over the last five years. During

that period market-to-book averaged 133 percent and

120 percent respectively. On the basis of these results

Mr. Parcell concluded that since 1978 a return of

14.9 percent produced a market-to-book ratio slightly above

the level necessary to preserve financial integrity and

attract capital.
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Mr. Parcell reviewed Dr. Sherwin's tests and noted

that the average returns achieved by the companies selected

by Dr. Sherwin resulted in average market-to-book ratios in

excess of the levels considered necessary to attract capital

and maintain financial integrity. He also analyzed the

results obtained by Messrs. Kierans and Carmichael and

concluded that there has been no upward trend in the level

of return required to preserve financial integrity and for

capital attraction.

Mr. Parcell also examined the risks faced by Union

and concluded that the overall risk of Union's utility

operations remained less than that of an unregulated

industry. He noted that over the past five years Unionls

return on equity averaged 11.4 percent and its

market-to-book 122 percent. He noted that while Union's

unregulated activities make these figures less than totally

useful, Union as a whole provided a closer proxy for the

cost of capital to a gas utility than do groups of

unregulated industrials with no utility operations.

He reviewed the risks faced by Consumersl and

concluded that on a comparable basis Union remained slightly

more risky than Consumers'.

Based on his comparable earnings test and his

evaluation of the economic future Mr. Parcell concluded that

a range of 15 to 16 percent represents the cost of equity

capital for Union's utility operations. He also considered

that over the past two years the opportunity cost of capital
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has not increased but appears to have decreased. On this
basis he suggested that the fair cost of equity for Union is

no higher than it was in E.B.R.O. 388.

Mr. Parcell noted a number of significant problems

in the application of the risk premium technique. He

itemized criteria which he believed must be met to avoid

these problems and developed a method which, he claimed,

satisfied these criteria.

He concluded that the risk premium range is 3 to

4 percentage points which, when added to the prospective

yield on long~term Government of Canada bonds of

11.85 percent, produced a range of 14.85 to 15.85 percent.

He considered that this range required no adjustment for

flotation costs and since Union is less risky than

industrials, his equity risk premium method may produce an

overstatement of Union's cost of equity.

He also concluded that on the basis of his testing

the cost of equity should be set at 15 to 16 percent for

Union's utility operations.

Mr. Thompson argued that the regulatory risks have

not increased since E.B.R.O. 388 and that changes in

financial indicators since that time suggest that the

overall cost of capital expected to prevail during fiscal

1985 is less than was expected to prevail for fiscal 1984.

On this basis, and since the witnesses in this case

recommended a return lower than they recommended in

E.B.R.O. 388, he argued that the rate of return on equity
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should be lowered and should be no greater than

15.5 percent.

Mr. Ryder argued that the allowed return on equity

for the Applicant should be 14.75 percent. He interpreted

Mr. Parcell's evidence to indicate that a return of

14.75 percent would achieve a market-to-book of

115 percent. He noted that only one of the groups selected,
the 20 comparable Canadian companies chosen by

Messrs. Kierans and Carmichael, could not clearly be

demonstrated as supporting a market-to-book of 115 percent

if the return were at 14.75 percent. He claimed that the

three groups of utilities presented by Dr. Sherwin neither

conclusively supported or rejected his 14.75 percent

recommendat ion.

Mr. Ryder also questioned the need for a

market-to-book of 115 percent in order to maintain financial

integrity. He argued that flotation costs should apply only

to the amount of equity to be raised, not to the entire

equity component of capital. He also recommended that

market pressure and random market volatility should be

ignored in assessing the financial integrity standard. He

claimed that the margin above the 100 percent level of

market-to-book should not exceed 5 percent.

Mr. Ryder expressed concern with the manner in

which Union's witnesses applied their tests claiming that

carelessness can lead to serious distortion of the true

outcome. He then recalculated the various tests undertaken
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by the witnesses and produced considerably lower results.

Mr. Ryder concluded that the evidence supported a cost of

common equity between 13.84 and 14.11 percent. However, he

recommended 14.75 percent because the comparable earnings

test seemed to support a higher cost of equity, a small

margin of safety was required in favour of the Applicant and

as well, a reduction below 14.75 percent would be too

drastic in one year.

Mr. Kawalec submitted that the evidence did not

support any increase in the rate of return on equity above

the present approved level.

C-I-L submitted that the rate of return on equity

should be fixed by the Board between 15.3 and 15.6 percent.

It claimed that an allowed return within that range would be

consistent with recent decisions issued by the Board unless

the evidence disclosed significant changes in Union's

situation and that there was no such evidence.

C-I-L submitted that Messrs. Kierans and

Carmichael and Dr. Sherwin had placed too much emphasis on

negative factors and that the positive aspects of the

Companyls operations had been underplayed. It claimed that

Dr. Sherwinls assessment of risks facing Union was

incorrect, pointing out that neither the Company nor the

market place takes the position that Union is the riskiest

of the 20 major utilities in Canada. C-I-L considered that

had these witnesses taken a more balanced approach they

would have recommended a lower rate of return on equity.
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Board Counsel pointed out that although Union is

requesting a 16.25 percent return on equity, Dr. Sherwin and

Messrs. Kierans and Carmichael recommended returns in excess

of that level. In his argument Board Counsel concluded that

for a number of reasons Messrs. Kierans and Carmichael may

have overstated the required rate of return on equity for

Un ion. He argued that some of the tests used by Dr. Sherwin

produced results that were biased in an upward direction

whereas others should be ignored completely. He submitted

that the range of 15 to 16 percent proposed by Mr. Parcell

was appropriate. Since he found no compelling reason to

move to the top or bottom of the range he recommended a

15.5 percent return on common equity.

In assessing the evidence the Board has examined

the changes that have occurred since its most recent

decision for Union, E.B.R.O. 388. Messrs. Kierans and

Carmichael and Dr. Sherwin identi fy changes they consider

impact negatively on the risks faced by Union and thus on

the investor perception of the Company. The Board realizes

that these expert witnesses appear on behalf of the

Applicant and therefore can be expected to support an

increase in the allowed return. However, the Board is

concerned with what appears to be an excessive emphasis on

perceived negative impacts while positive changes have been

virtually ignored. As noted earlier the Board considers

that any negative impacts arising from changes since the

last decision have been more than offset by the positive
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impact of an improving economy and financial stability. The

Board assumes that Union shares this view since it chose not

to adopt the somewhat higher recommendations of its rate of

return wi tnesses.

The Board continues to hold the view that a

comparable earnings test provides useful information to be

used in deciding the appropriate rate of return on equity.

The Board is satisfied that Dr. Sherwin's adjustments for

risk result in a recommendation considerably higher than the

evidence supports. We consider his adjustment from

16.25 percent to 17.0 percent in the updated material to be

unwarranted and not supported by the comparable earnings

data submitted. The Board has some doubt that the next

business cycle will result in average returns for stable

industrials of 16.0 percent to 16.25 percent as suggested by

Dr. Sherwin, but accepts it as possible. We consider,

however, that Union is less risky than the stable

industrials so that the rate of return should be lower. A

further adjustment should also be made to recognize that the

industrials are not expected to reach the average return

during the test year and to reflect the fact that average

market-to-book ratios experienced in the last business cycle

were somewhat above the range considered appropriate for

maintenance of financial integrity.

The Board notes that by making similar adjustments

to the results of the tests by Messrs. Kierans and

Carmichael and to the other tests conducted by Dr. Sherwin,
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the range of reasonable rate of return appears to be

15.5 percent to 15.75 percent, which is in the upper portion

of the range recommended by Mr. Parcell. In reviewing all

of the relevant evidence the Board can find no reason to

select either the upper or the lower end of this range and

the Board will therefore retain the currently approved rate

of return on equity of 15.6 percent.

The utility capital structure approved by the Board is

as follows:

Cost/ WeightedCapital Structure Amount Ratio Rate Cost
$OUO 01 oÎ IV'" '" '"

Long-Term Debt 456,629 55.00 12.01 6.61Short-Term Debt 16,609 2.00 10.50 0.21Preference Stock 116,262 14.00 10.05 1. 41
Common Equity 240,781 29.00 15.60 4.52

A3å,281 17:
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ONTARIO UTILITY INCOME

Introduction

Without rate relief Union's utility operations

would generate an income of $95.9 million as summarized

below. The Board has only commented on issues it considered

important and accepts Union's forecasts except where varied

by these Reasons for Decision.

Summary of Utility Income
for the Test Year

Operating Revenues:
Gas Sales
Transportation and storage of gas
Other

($ thousands)

1,213,659
43,019
26,41?

1,283,097
Operating Expenses:

Cost of gas
Operating and maintenance costs
Depreciation amortization

and depletion
Property and capital taxes

994,764
110,855

31,081
J 3,944

1,150,644

Utility income before income taxes 132,453

Income taxes 36,583

95,870Total utility income

Source: Exhibit 3B, Tab 01, Schedule 1 (Revised), Exhibit
86 and adjusted to include the capitalization of
overheads as proposed by the Applicant.
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Each of the accounts is reduced by the refund

allocated to that account and the surplus in Account

Number 2 is to be credited to Account Number 3. Therefore,

as of March 31, 1984, Account Number 1 will have a balance

of $9.659 million. Account Number 2 will have a zero

balance and Account Number 3 will be the accrued total at

March 31, 1984, less $8.204 million, the balance of the tax

refund. Account Number 3 will be carried on Unionls books

as a deferred asset account. The $19.837 million plus

$0.716 million claimed by Union is reduced to $5.261 million

and the test year revenue deficiency is thereby reduced by a

total of $15.292 million.

Deferred Taxes

Union is the only major Ontario gas utility

collecting taxes on a deferred (or normalized) rather than a

flowthrough (or accrual) basis and it has been doing so

consistently since deferrals were introduced into Canadian

tax legislation almost 30 years ago. Changing from the

deferred to flowthrough method would reduce the revenue

deficiency forecast by Union by $17.5 million in the test

year.

The evidence of the various experts called by

Union advocated no change in the Companyls tax accounting

methods and this was supported by Board Counsel. The

flowthrough accounting method was supported by C-I-L and

other intervenors. All experts agreed however that both

deferred and flowthrough met the requirements of the
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Canadian Institute of Chartered Accounts ("CICA") but there

was some disagreement as to which was the preferred method.

The Board having examined the CICA Handbook and having heard

the evidence, is of the opinion that the collection of taxes

on a deferred basis is preferred by the CICA, but since this

preference is not mandated by the CICA, the Board feels free

to choose either method.

In advocating the change to flowthrough, counsel

for C-I-L pointed out that the whole question of deferred

taxes was not simply an accounting issue but was" . a

question of what are just and reasonable rates to be charged

to customers." IGUA supported C-I-L and pointed out that

" . marketing of natural gas is a far more severe and

difficult problem (now) than it was when Union first adopted

normalized tax accounting."

A perusal of regulatory decisions on this point
clearly shows that one of the most prominent reasons given

by tribunals for the change to flowthrough appears to be the

creation of lower rates in the short run.

Union argued that any move to flowthrough tax

accounting would have an adverse effect on its interest

coverage ratios and its concomitant ability to raise debt.

Mr. Kellock pointed out that all witnesses on rate of

return, including Mr. Parcell, testified that disallowance

of deferred tax accounting for the test year would

necessitate an increase in the deemed equity component or in

the return on equity or a combination of both. Although no
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precise studies were undertaken by any witness, Dr. Sherwin

and Mr. Miller testified that a 5 percentage point increase

in the deemed equity component would in their opinion, be

necessary to maintain the same coverage ratio and debt

issuing capacity. Mr. Kellock therefore submitted that:

"no reasons of substance that reflect Union's
specific history, current conditions or outlook
have been submitted as a basis for changing (a)
long standing and fundamentally correct account-
ing pract ice."

Proponents of the flowthrough method argued that

customers must now pay $2.00 in cost of service to provide

$1.00 of deferred tax, whereas with flowthrough accounting

the customers would pay only $0.20 for the $1.00 of debt

required to compensate the company's operations for the loss

of the extra income occasioned by flowthrough tax

accounting.

The Board is concerned that although a change to

flowthrough tax accounting may provide a benefit to

customers in the early years, that benefit may disappear

over time with higher customer costs. It is also clear that

as the flowthrough method would result in more corporate

borrowing, the Company would be more vulnerable to

fluctuating interest rates and availability of funds.

In reaching its conclusion as to the appropriate

tax treatment, the issue of aggregate cross-over (when the

accumulated deferred tax account ceases to increase and

draw-down commences) appears to be irrelevant because of the

uncertainty of when, if ever, it will occur.
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The Board also rejects the argument put forward by

C-I-L that Union's customers are being forced to invest in

the Company as a result of the Company's collecting taxes on

a deferred basis. The Board is satisfied that since it is

the government that foregoes payment, it is more accurate to

say that the government is investing its money at zero

return, not the customerls.

The Board is not satisfied that the customers"will

benefit in the long-run from a change to flowthrough, even

if it was decided that no changes were necessary to Union's

capital structure or rate of return. While a change would

decrease Unionls claimed revenue deficiency and provide a

short-run benefit to customers it could have a negative

impact on Unionls credit-worthiness. Having evaluated all

of the evidence the Board does not consider that a change is

warranted from the present long standing method employed by

Union for the treatment of income taxes.

In light of the extensive examination given to

deferred income taxes in this hearing the Board's decision

in E.B.R.O. 388 to impute revenue to the utility equal to

1 percent of the non-utility accumulated tax deferrals was

re-examined. As a result, the Board has concluded that no

revenue should be imputed to the utility as a result of the

non-utility accumulated tax deferrals and the effect on the

revenue requirement is shown in "other revenue" in

Appendix 'ct.
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UNION GAS LIMITED

UTILITY RATE BASE

For The Year Ending March 31, 1996

($ OOO's)

Utilty Plant

Gross Plant At Cost
Accumulated Depreciation

Net Utility Plant

Working Capital and Other Components

Cash Working Capital Allowance
Gas in Storage and Line Pack Gas
Inventory of Stores, Spare Equipment
Merchandise and Materials for Resale

Other Deferred

Merchandise Accounts Receivable
Stelco Loan
Prepaid and Deferred Expenses
Customer Security Deposits
Mercap Investment

Total Working Capital Allowance
and Other Components

Utility Rate Base Before Deduction of
Accumulated Deferred Taxes

Accumulated Deferred Income Taxes

Utility Rate Base

Per
Company(a)

ADR
Adi.

Board
Adi.

Appendix G
Page 1 of 1

Per
Board(b)

3,235 (2,157)(1) 2,865,507
697,033

.._----------- -----------_.. ------------_...
3,235 (2,157) 2,168,474

------------- ------------- --------------.

9,621
136,525
. 0
31 ,1 04

653
51,441

o
2,356

(6,809)
2',574

227,465

2,395,939
(307,180)

2,088,759

-- --_.... -_............ -_.......... -_........ -_.... -_.............. -_................ -_.... -- -_.... -_.. -_...... -_.. -- ----.... --- --.. _.. -- --- ---- -_.. ---- -_.. -- --- -_.... --- --_.... ---.... -- ~

----------------_.

2,864,429
697,033

2,167,396

9,621
134,751

31, 1 04
653

, 51,441
2,956
2,356

(6,809)
2,574

1,774 (2)

(2,956)(3)

(a) Final Company Request (Exhibit M.31.3) Less ADR Adjustments
(b) Does Not Reflect the Yet- To-Be Determined Impact of the Board Findings on the Distribution

Capital Budget and the Bright to Owen Sound Facilities

FOOTNOTES:

(1) Decrease in Sombra Pool Cushion Gas

(2) Increase in Sombra Pool Gas in Storage

(3) Removal of Steleo Loan from Rate Base

228,647 o (1 ,182)
-------..---_..

2,396,043
(307,180)

3,235 (3,339)
o

2,088,863 3,235 (3,339)-------_.---_____0 ------_.------_. ------_.------_.

(2,157)

1,774

(2,956)
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UNION GAS LIMITED

CAPITALIZATION AND COST OF CAPITAL

For The Year Ending March 31, 1996

($ OOO's)

PER COMPANY (a)
Capital Return

Structure Ratios Cost Rate Component Return

Long-Term Debt 1,267,271 60.67% 10.30% 6.25% 130,529

Short-Term Debt 17,886 0.85% 6.34% 0.05% 1,134

Preference Capital 197,936 9.48% 7.38% 0.70% 14,608

Common Equity 605,770 29.00% 13.00% 3.77% 78,750
--------------- --------------- ---------------_. -------------

Total 2,088,863 100.00% 1 0.77% 225,021--------.. -------_. ---------. ----------------. -------_. ---------- -------.
(a) Does Not Include ADR Adjustments
--------- ----- - -- - ----- - -- --- -- --- - -- - ---- - - -- --- --- --- -- - - -- --- - ----- ------------ ----- --- --- - ----- ----

PER BOARD

Capital Return
Structure Ratios Cost Rate Component Return

Long-Term Debt 1,267,271 60.67% 10.37% 6.29% 131,416

Short-Term Debt 17,812 0.85% 6.34% 0.05% 1,129

Preference Capital 197,936 9.48% 7.38% 0.70% 14,608

Common Equity 605,740 29.00% 11.75% 3.41% 71,174
--------------- ---------------

----------------. -------------

Total 2,088,759 100.00% 10.45% 218,327-------_. -------_.. ---------. ------_.--------. --------. ---------.. ------_.
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Table 7.1: Financial Forecasts of Companies' and Intervenors' Experts

Original Experts' Forecasts Updated Forecasts
Premed Evidence Requested by Board

Union Board Union Board
Centra Staff OCAP Centra Staff OCAP

Short Term Rates 5.25-5.50 4.60-5.45 nJa 4.00-4.50 3.30-3.50 nJa

90/91 T-Bils (%)

Long Term Rates 7.50-8.0 7.85-8.15 7.50-8.0 7.00-7.50 6.78-7.00 7.25-7.75
30 year Canadas (%)

Consensus Report 90-Day T-Bils: 5.50% 90-Day T-Bils: 3.60%

Long Canadas: 8.25% Long Canadas: 7.15%

7.2 UNION: CHANGE FROM NORMALIZED (DEFERRD) TO FLOW-THROUGH INCOME

TAX ACCOUNTING

7.2.1 In prior years Union's income taxes were calculated on the basis of normalized

(deferred) tax accounting.

7.2.2 In the E.B.R.O. 486 Decision, the Board noted that Union was one of the few

utilities in Canada that used deferred tax accounting. It also expressed the view
that waiting for a possible merger of Union and Centra could delay the resolution

of the issue; and that any change should only impact Union's customers and not

Centra's. In that Decision the Board directed Union to provide evidence in its next

main rates case both on a normalized (deferred) and flow-through tax basis and

to provide a proposal as to how already collected deferred taxes would be treated

under a flow-through option.

7.2.3 Union accordingly filed the requested evidence and proposed changing from

normalized to flow-through tax accounting staring in the test year.

7.2.4 The Companies' evidence was that the determination of taxable income requires

that book depreciation be added back to earings before tax and capital cost
allowances ("CCA") are deducted. Book depreciation and tax depreciation are

recognized at different rates and there is a timing difference.
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7.2.5 In general, the tax depreciation rate exceeds the book depreciation rate.

Consequently, taxable income and taxes payable tend to be lower in the earlier
years of the life of an asset such as utility plant and greater in the later years.
Under flow-through tax accounting the effective tax rate is lower than the
statutory tax rate in the early years of asset life and then reaches a cross over
point and becomes greater.

7.2.6 Normalized tax accounting smooths out the tax-related impacts on cost of service

and income by using a tax provision equivàlent to the book accounting income
which therefore includes a current tax portion and a deferred (future) tax
provision. The deferred tax provision recognizes that tax avoided in the earlier
years will have to be paid later. The deferred tax provisions over a number of
years result in accumulated deferred taxes that are offset by a deferred tax

liability. Following the cross over year the deferred taxes associated with an asset

are drawn down as the taxes become payable.

7.2.7 For the 1997 test year Union's original forecast was that if flow-through tax

accounting was adopted, income taxes payable would be reduced by about $9
million. The Company also projected that following the change to flow-through
tax accounting, the Company's capital expenditure program would still generate

tax deductions in excess of book depreciation.

7.2.8 The experts retained by OCAP and Board Staff accepted the proposed change

from normalized to flow-through tax accounting and the paries to the ADR
Settlement Agreement also supported the proposed change.

7.2.9 As noted previously in Chapter 3, the Companies originally proposed to maintain

their rental programs on deferred tax accounting in anticipation of the separation

of these ancilary programs from the regulated utility business in 1997. In the
ADR process the Companies agreed to retain the rental programs as par of the

1997 Utility business and to use flow-through tax accounting for the test year. The

rental programs added $81.4 million to Union's 1997 total capitalization as filed

and $24.2 million to Centra's 1997 capitalization.
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Board Findings

7.2.10 The Board's understanding of the Company's evidence is that the change to flow-

through tax accounting results in no significant impact on ratepayers in the test

year. The change is supported by both the Company's and intervenors' experts and

the unchallenged evidence is that the change wil bring Union in line with other

Canadian utilities and lead to a consistent approach with Centra.

7.2.11 The Board accordingly finds the change to flow-through tax accounting for Union

to be appropriate.

7.3 UNION: DEFERRD TAX DRAW DOWN AND ADJUSTMENTS TO CAPITAL

STRUCTURE

7.3.1 Union stated that the main consequences of the change to flow-through tax
accounting are:

· the need for transitional measures to deal with the existing accumulated

deferred tax balance of $262.2 million related to the regulated Utility,
exclusive of the rental program as of the end of 1996; and

· adjustments to the utility capital structure in order to maintain financial ratios
at acceptable levels.

7.3.2 Based on the recommendations of its experts, Union proposed to draw down the

deferred tax pool associated with its accumulated capital asset base using the
natural draw down method. As taxes resulting from depreciation of the assets
become payable, tax is drawn down from the deferred tax pool. Union's experts

indicated that natural draw down would ensure the maintenance of appropriate

interest coverage ratios and cash flow in future years.

7.3.3 Union proposed that the deferred tax balance be "frozen" at the end of 1996 and

the balance reduced over 17 years as the accumulated income taxes otherwise

become payable. According to Union's calculations, as filed in evidence, the use

of the 'natural draw down' method would mean no draw down in 1997, since
CCA income tax deductions exceed accounting deductions (depreciation) until a
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cross over occurs and draw down commences in 1998. The draw down of deferred

taxes is forecast to reduce the annual revenue requirement from 1998 until the
year 2013.

7.3.4 In future years, as the rate base increases and as the deferred tax balance is

reduced there is a need to attribute more debt and equity to the utility capital
structure. According to Union, the natural draw down method ensures that the

decline in the deferred tax balance matches the depreciation of the assets

associated with that balance and has the least impact on financial coverage ratios.

7.3.5 Union stated that it had examned other alternatives to the natural draw down

method including a lO-year straight line draw down, but its calculations showed

that interest coverage would decline by an average 0.22 times in the period 1997-

2001. The 'natural draw down' method proposed by Union provides benefits to
ratepayers without significantly eroding interest coverage ratios.

7.3.6 GeAP's experts, in supporting the natural draw down method proposed by the

Companies, characterized the methodology as tantamount to maintaining

normalized tax treatment for existing assets. Benefits to ratepayers result from the

ratepayers having already paid taxes under normalized (deferred) tax treatment and

nothing would change as a result of the switch to flow-through accounting on a

prospective basis.

7.3.7 In the ADR Settlement Agreement Union acknowledged that there may be issues

of intergenerational equity and fairness related to the disposal of the deferred tax

balance and undertook to file evidence on a proposed allocation methodology and

also to address intergenerational equity and fairness in the 1998 rates case.

Board Findings

7.3.8 The Board finds that Union's proposal to use the natural draw down method to be

the most practical alternative presented to it. However. the Board is concerned that

Union has not thought through the necessar accounting and audit trail for the

draw down of the estimated $262 million in deferred taxes over the period 1998

to 2013. The Board directs Union to establish the necessar accounting and audit
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system to ensure the deferred tax draw down and its allocation into rates is
tracked and reported in future rates cases.

7.3.9 The Board also directs the Company to ensure in its cost allocation and rate
design following the proposed amalgamation of Union and Centra that the benefits

and costs flow, to the extent possible, only to those customers who contributed to

the accumulated deferred tax pool. The Board understands these to be the

in-franchise and ex-franchise customers for S&T Assets and Union's in-franchise

customers or the equivalent successor customer grouping for Distribution Assets.,

7.4 UNION: CAPITAL STRUCTURE AND COST OF DEBT

Capital Structure

7.4.1 The Company proposed an Increase In the deemed utility common equity

component from 29.0% to 35.0%, based on its experts' and management's view
that following the change to flow-through taxes, 35.0% is compatible with Union's

business risks, comparable to equity ratios maintained by other gas distributors and

necessary to maintain coverage ratios and financing flexibility. Union's original
proposal included separation of the rental program with a deemed capital structure

of 29.0%, thus resulting in an average utility capital structure of 34.5% for 1997.

7.4.2 Another significant change to Union's capital structure resulted from

management's decision to replace $125 million of preference shares with a

combination of short-term debt and common equity. This move was prompted by

a change in the Canadian Institute of Charered Accountants (IClCA's") tax

accounting treatment which treats most preference share dividends as interest
expense and thus would negatively impact Union's interest coverage ratio. Union

indicated that it would be able to redeem all but $ 10.5 million of its outstanding

preference shares without penalty.

7.4.3 The Company's evidence was that these two changes resulted in a required equity

injection of $116.0 millon in 1997. Forecast growth in the rate base would add

a further $30 millon equity requirement for a total forecast equity increase of

$147 millon over the Board approved level for the 1995 test year.
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7.4.4 In the ADR Settlement Agreement the paries agreed to retain the rental program

in the utility capital strcture for the test year and to a deemed utility equity
component of 34.0%.

Union: Cost of Short and Long-Term Debt

7.4.5 Union's short-tenn debt cost is calculated based on the forecast requirement times

a blended cost rate. This blended rate is calculated based on bank loans at forecast

prime (6% weight) and the forecast 90 day T-Bil rate plus spread and cost (94%
weight). Union's updated evidence forecast $58.676 millon of short-tern debt at

a blended rate of 6.42% resulting in an annual cost of $3.767 millon. The ADR
Settlement Agreement resulted in short-term debt increasing, primarily as a result

of the recommendation to retain the rental equipment program in Rate Base for
1997, to a recommended amount of $121.718 million of short-term debt at a
blended rate of 5.45% and 1997 test year cost of $6.634 million.

7.4.6 Union does not pIan any long-tenn debt issues in 1997, so the proposed long and

medium term debt for the test year is the embedded $1,241.605 million In
outstanding debt at an actual average rate of 10.19% and test year cost of
$126.520 million.

7.5 CENTRA: CAPITAL STRUCTURE AND COST OF DEBT

Capital Structure

7.5.1 No major changes to Centra's capital strcture or common equity ratio of 36.0%

were proposed for 1997. Significant growth in the Rate Base from $669 million

to $772.5 millon between 1995 to 1997 required an injection of $115 milion in

long-term debt and increase in equity. As a result of the ADR Settlement

Agreement to retain the rental program within the Utility the proposed average test

year Rate Base increased to $792.1 million with a corresponding increase in
unfunded short-term debt from $15.077 million to $27.601 million.
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Centra: Cost of Short and Long-Term Debt

7.5.2 Centra's short-tenn debt cost is calculated based on the forecast requirement using

the forecast 90/91 day T-Bil rate plus a 75 basis point stamping fee. Centra's

updated forecast was for an average $15.077 million of short-term debt at a rate
of 6.75% resulting in an annual cost of $1.018 million. The ADR Settlement
Agreement resulted in a recommended short-term debt amount of $27.601 million

at a rate of 5.75% and a 1997 test year cost of $1.587 millon.

7.5.3 Centra's prefied evidence indicated a forecast test year average long-tenn debt of

$470.583 million. Two new debt issues were planned - $65 million in 1996 at a
forecast coupon rate of 8.64% and a further $50 million at a forecast rate,
including issue costs, of 8.90% in 1997. The ADR Settlement Agreement
recommended an effective rate, including issue costs, of 8.70% for the 1997 debt

issue. This resulted in an average 1997 total long-term debt of $470.583 million
at an embedded cost of 9.72%.

7.5.4 In its updated evidence, Centra indicated that it had issued $75 million long-term

debt in October 1996 at a coupon rate of 7.80% corresponding to an effective rate,

including issue costs, of 7.96% and that it still planned to issue $50 million in
1997 at a forecast effective rate of 8.70%. The Company subsequently indicated
in its reply argument that the average total long-term debt would now increase by
$10 million to $480.583 million at an average (embedded and new) cost rate of
9.57%.

7.6 UNION: COST OF CÙMMON EQUITY

7.6.1 The experts retained by the Companies and intervenors made a variety of

recommendations regarding the allowable rate of return on the proposed 34.50%

equity component for the 1997 test year. Each par employed a series of tests

based on its own input assumptions and based its final recommendations on
different weighting of test results. The results are set out in Table 7.2.
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Table 7.2: Union: Proposed Return on Common Equity (Original Filings)

Weighted
Comparable Risk Premium ReturnPart Earnings Test Test DCF Test on Equity

Union 11.75-12.5% 12.25-12.5% 12.3-12.7% 12.25-12.5%
(SherwinIcShane)

Board Staff 10.77-10.92% 10.1 -10.7% 9.4-10.7% 10.5-10.9%
(Cannon)

OCAP nla 9.82-10.40% 8.96-9.86% 10.25%
(BoothlerkowItz)

7.6.2 Union later updated its return on equity evidence and proposed a return on

common equity of 12.75% for the 1997 test year.

7.7 CENTRA: COST OF COMMON EQUITY

7.7.1 Centra initially fied evidence in support of a 12.75% return on common equity

for the 1997 test year.

7.7.2 The paries' experts used the same financial market data and tests, plus a
judgement of the relative "risk" of the two Companies, to prepare their

recommendations for Centra's a110wable rate of return on its 36% equity

component for the 1997 test year. The results are set out in Table 7.3.

Table 7.3: Centra: Proposed Return on Common Equity (Original Filng)

Party Proposed Return on Common Equity

Centra (Sherwin, McShane) 12.75%

Board Staff (Cannon) 11.15%

OCAP (Booth, Berkowitz) 10.25%

7.7.3 Centra later updated its return on equity evidence and proposed a return on

common equity of 13.0% for the 1997 test year.
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UNION GAS LIMITED.

UTILITY RATE BASE

For The Year Ending December 31, 1997

($ Ooo's)

Per
Company

£1)

ADR
Adjustment

Board
Adjustment

Utilit Plant

Gros Plant at Co
Accmulated Deprecation

3,142,422
(839,653)

(3,297) (2)
207 (3)

(3,090)

o
o

Net Utlit Plant 2,302,769 o

Allowance for Working Capital

Working Cash Allowance
Gas In Inventory and Une Pack Gas
Matenals for Resle
Accnts Receivable

Prepaid and Deferred Expenses
Cusomer Depsis
Marca Invesment
Other Deferred

9,536
115,702
30,195

6,942
1,163

(6,699)
2,381

988

(35) (4)

81,367 (5)

Total Workng Capital Alloance 160,208 81 ,332 o

Less: Accmulated Deferred Incme Taxes (328,125) 1 ,102 (6)

Utilty Rate Base 2,134,852 79,34 o

E.B.R.O. 494
Appendix B

Per
Board

3,139,125
(839,446)

2,299,679

9,501
115,702
30,195
88,309

1,163
(6,699)
2,381

988

241 ,540

(327,023)

2,214,196

FOOTNOTES:

(1) Reflecs Evidence Updates Prior to the ADR Settement Agreement

(2) Union's 62.7 Percent Share of the $2.082 Millon IT Capital Budget Reduction (1995 Level)
Impact of $150,000 Capital Budget Reducton in the Scope of the Dawn Ughtning Project
Impact of $84,000 Capital Budget Reduction in 1996 for Mains Replacement Due to Leakage/ Road Work
Impact of $285,000 Caital Budget Reduction for Ofce Furniture
Impact of Deferral of In-Service Date of Port Elgin Distrbution Project to January 1998
Impact of Capital Budget Reductons for Vehicle Refueling Appliances--$293, 000 in 1996, $140,000 in 1997
Impact of Union's 74 Percent Share of the $1.1 Milion Rate Base Reduction in the Joint BIS Project

(3) Impact of Union's 62.7 Percent Share of the $2.082 Milion IT Capital Budget Reduction
Impact of $150,000 Capital Budget Reduction in the Scope of the Dawn Ughtning Project
Impact of $8,000 Capital Budget Reduction in 1996 for Mains Replacement Due to Leakage/ Road Work

Impact of $285,000 Caital Budget Reduction for Ofce Furniture
Impact of Deferrl of In-Service Date of Port Elgin Distrbution Project to January 1998
Impact of Capital Budget Reductions for Vehicle Refueling Appliances--$293,OOO in 1996, $140,000 in 1997
Impact of Union's 74 Percent Share of the $1.1 Milion Rate Base Reduction in the Joint BIS Project

£4) Reflects Adjustments to O&M Exenses and Cost of Gas

£5) Inclusion of Anance Program in Regulated Activities

(61 Average Deferred Taxes on Union's Rental Program-Adjusted to Row Through Basis

(661 )

(88)
(843)
(144)
(311 )

(364)
(886)

(3,297)

55
1

11

4
52
10
74

207

(35)

81 ,367

1,102



E.B.R.O. 494
Appedix C

UNION GAS LIMITED

CAPITALIZATION AND COST OF CAPITAL

For The Year Ending December 31, 1997

($ OOO's)

PER COMPANY
£11 Capital Return

Structure Ratios Cost Rate Component Return
Mecium-Term and

Long-Term Debt 1,241,605 58.16% 10.19% 5.93% 126,520
Short- Term Debt 58,677 2.75% 6.42% 0.17% 3,767
Preference Capital 98,046 4.59% 6.88% 0.32% 6,746
Common Equit 736,524 34.50% 12.75% 4.40% 93,907--------- ------------ ---------.. ---------Total 2,134,852 100.00% 10.82% 230,940

PER BOARD

Capital Return
Structure Ratios Cost Rate Component Return

Medium-Term and
Long- Term Debt 1,241,605 56.07% 10.19% £2j 5.71% 126,520
Short-Term Debt 121,718 5.50% 4.45% £3j 0.24% 5,416
Preference Capital 98,046 4.43% 6.88% 0.30% 6,746
Common Equit 752,827 34.00% (5) 11.00% (4) 3.74% 82,811------------ ----------- -------- -------------Total 2,214,196 100.00% 9.99% 221,493

FOOTNOTES:

£11 Reflects Evidence Updates Prior to the ADR Settlement Agreement

(2) Reflects Board Approval of the Reduction Supported in the ADR Agreement

£31 Reflects Reductons in the Short- Term Debt Costs From Those Supported
In the ADR Agreement Resulting From the Interest Rate Update Filed by Union.

£4) Reflects 50 Basis Point Reduction From the 11.50 Percent Supported in the ADR Agreemen:

£5) Reflect Board Approval of the Common Equity Ratio Supported in the ADR Agreement
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INCOME TAXES

,

Introduction

Th is aspect of the appl icat ion concerned the

Appl icant 1 s proposa 1 to change from the flow-through to the

normal ized method of cal culating the income tax cost to be

incl uded in cost of service for the test year.

Under the "flow-through" method, a company includes

as tax expense in a given year the income taxes payabl e in

that year. Under the "normalized" method, the tax expense

for a given year is based on account ing income, whether or

not the taxes are payabl e in that year. Account ing income

differs from taxable income primarily because straight line

depreciation is used for accounting purposes while capital

cost allowances are used to compute taxable income. Capital

cost allowances usuall y exceed stra ight line depreciat ion in
the early years of operation and under the normal ized method

income taxes are recognized as an expense in those years,

even though such taxes will not be payable until future years.

The effect of normal ization on non-regul ated

businesses is different from that on companies whose revenues

are regu 1 ated through an all owabl e cost of serv ice

methodo logy.

In a non-regul ated business a change in the earl y
years from "flow-through" tax accounting to "normalized" tax

accounting would not result in increased revenues, but would

cause earnings after taxes to be reduced in the years
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immed iatel y after the change, and increased in J ater years.

By contrast, for the company where revenues are

regul ated in the aforesaid manner, the effect of the change

woul d usually be to cause revenues to increase in the earl ier

years. However, earnings after taxes would not be directly

affected in those years because the increased revenues would

equal the increased income tax expense in cost of service.

The recommendations of the Canadian Institute of

Chartered Accountants ("CICA"), in effect, require all

companies to normalize taxes with two exceptions. The

Institute, in subsection 56 of section 3470 of its Accounting

Recommendat ions dated September 1973, states:

"The Research Committee bel ieves that the
general pr inciples of income measurement
should be the same in regul ated industries as
they are in other enterpr ises, and that the
income tax allocation basis should have equal
relevanceo While the opinion was expressed
that exempt ions can onl y open the door to the
submission of what may be considered equally
val id circumstances, the Research Committee
recognized that there may be rare cases where
compl iance with the recommendations of this
Sect ion woul d be inappropr iate for the
purpose of achieving a proper matching of
costs and revenues. Two exampl es might be:

(a) a company in the regulated utility field
under the jurisdiction of an authority
which al lows as an element of cost in
setting rates onl y the amount of taxes
current 1 y payabl e;

(b) a company whose revenue is determined by
long-term contracts under which costs
incurred are reimbursed and such costs
are defined to include only taxes
payabl e for the per iod."-
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Another feature of normal i zed taxes rel ated to
regu1 ated companies as opposed to non-regul ated companies

pertains to the treatment of the tax effect of past timing

differences described by the Appl icant as "unrecovered

deferred income tax costs". Regu) ated companies genera) 1 y
~

seek to recover the tax effect of past timing differences

through increased revenues by amort i zing them in the future

cost of service over a specified number of years. This

feature is often referred to as "catch-up". Non-regulated

compan ies are not in the pos it ion to do th is.

1975 Appl icat ion

In )975, as part of an application for new rates,

TransCanada appl ied to change to the method of normal ized

taxes, incl ud ing a request for "catch-up".

That app) ication was made at a time of great

uncertainty for the gas industry when a shortage appeared to

be deve) oping and a new pricing scheme under the Petroleum

Administration Act had not yet been finalized.

The decision of the Board in that case is contained

in its Reasons for Decision of June 1975, page 4-8, as

fo) lows:

" In the circumstances of this case, and
considering the situation at this particu) ar
juncture in the evol ution of TransCanada, the
Board is of the view that the Appl icant has
not presented a case sufficient to warrant a
change of such sign i f i cance at th i s time.
Accordingly, TransCanadals application to
norma) ize its tax accounting is denied."
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Pre sen t Appl i ca t ion

In this application, TransCanada requested both a

change from flow-through to normal ized income taxes on

current utility income, and a "catch-up" of the unrecovered

deferred income tax costs arising from the prior use of

flow-through tax accounting for utility income over an

amortization period of 22.25 years - the anticipated period

of its removal permi t for gas from Alberta.

The Applicant also proposed to allow a credit in

cost of service of 8.80 per cent (the embedded cost of debt)

of the average balance of income taxes recovered but not paid

during the test year. However, to the extent that

TransCanada could invest these funds and earn a return

equivalent to that on the rate base, the equity shareholders

would benefit from the difference or "wedge" between the rate

of return on rate base of, say, 10.9 per cent and the cost of

embedded debt of, say, 8.80 per cent.

The proposed change from flow-through to

normalization with "catch-up", and its subsequent effect on

ra te des ign, was the mos t content ious issue in the hear ing.

It was clear that the main burden of the change, if allowed,

would fallon the producers because the method of pricing

Alberta natural gas for domestic purposes is based on a

single Toronto reference price and this shelters distributors

in the Eastern Zone from the effect of a change.
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.

In general, two Ontario distributors supported the

change to normal ized tax account ing; producers, Saskatchewan

Power, IGUA and prov inc ial governments opposed it.

The ev idence on the effect of the change was not

bas ical1 y in dispute, although certain part ies quest ioned the
effect on the val uation of assets caused by using up capital

cost allowances in excess of depreciat ion.

The evidence rel ated mainly to the economic impact

of the change, the effect on TransCanadals ability to raise

new capital on favourabl e terms, and profess ional account ing

views on cost incurrence, and matching of costs and

revenues.

The approximate effect on the imputed Alberta

border price in the test year of the change to normalized

taxes was said to be two cents per Mcf and a further two

cents if the "catch-up" feature were included. The effect in

1 ater years coul d increase to nine cents, subsequentl y

decl ining to zero and reversing.
The economic arguments against normalization of

taxes focussed on the disincentive to producers and the

confl ict with the government pol icy of moving towards

sel f-rel iance in energy. This pol icy, it was claimed, would

be impeded because less money woul d be avail able to producers

for exploration, funds would be transferred from a higher

risk sector (exploration) to a lower risk sector (pipeline),

and tax would be paid before it needed to be paid.
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On the abil ity to raise new capital, TransCanada

pointed out that it was competing for capital with other

companies, virtually all. of which were on a normalized tax

basis, and that a normal ized tax basis would improve interest

coverage ratios. Thus, by making it easier to attain an "A"

bond rating from international rating agencies, TransCanada 1 s

abil ity to obtain financing in the United States and

international money markets would be enhanced and the cost of

future borrowing reduced. It was al so indicated that
TransCanada i s need for external f inanc ing exceeded the

add it ional cash generated by normal i zed taxes but that,

absent major new projects, financing coul d be accommodated by

tradi tional means. Several potential major new investments

were identified, but in the prevail ing circumstances no

forecast of future outlays could be rel ied on with any degree

of certainty.

The profess ional account ing v iews focussed on the

measurement of per iod ic income and costs. It was cl ear that

the CICA would like all companies as a matter of principle to

use the normalized (tax al location) method of accounting for

income taxes. The evidence indicated that in regul ated
companies "the use of either the normal ized or the

flow-through methods of accounting for income taxes conforms

wi th the pr incipl e of matching costs and revenues. Therefore,
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that principle was not a determinant factor in this

proceeding. Of more relevance was the ascertainment of

appropriate costs to be incl uded in the cost of service,
since ~evenues developed in rate design are made equal to the

allowable cost of service.

There was agreement among account ing witnesses that

the provision for income taxes for non-regulated companies

was attr ibutabl e to "account ing" prof it and was a cost
incurred in the period in which the relevant profits were

earned. Likewise, when the regul.ator recognized deferred

taxes as a cost to be incl uded in cost of service for

determining rates, accountants recognized those taxes as a

cost incurred in the per iod concerned.

There was less certainty on the CICA's position

when a regu 1 ated company changed from flow-through to

normal ized taxes: the CICA' s Handbook does not refer to the

"catch-up" feature of deferred tax liability in the specific

circumstances of regul ated companies.

Several intervenors referred to the recent decision

f th B d (1). f t d . t do e oar on income taxes 0 Westcoas an poin e

out that the case for a change in the method of tax

accounting was not as compel ling for TransCanada compared

with the Westcoast situation, both with regard to normal ized

t ax account ing and to the "catch-up" feature.

(1) "National Energy Board Reasons for Decision... May 1978"
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Views of the Board

Since the first rate case, TransCanada' s rates and

tolls have been regul ated by the Board on a "cost-based"

approach, by which a cost of service is determined for a test

year f and then used to determine the total revenue

requ irements of the company as the bas is for the des ign of

rates and tolls. necess ity, th is approach raises the

question of what the appropriate basis for the recognition
of costs to in the cost of service for

rate-making In deal ing with this issue, the Board
has general ly by professional accounting

standards, al hough the Board recognizes that such accounting

standards binding upon it for rate-making purposes.
The Board must be guided by the standard of what method of

cost recognition is the most appropriate for rate-making

purposes. The considerations relevant to that issue would

vary with the nature of the particul ar item of expenditure

being considered and the overall circumstances surrounding

the operat ions of the part icu lar company being regul ated.

There are within TransCanada's existing cost of service

certain items which do not constitute actual cash out-lays by

the company in the test period. An example of this type of

item is the allowance for depreciat ion included in the cost

of service. On the cash basis of accounting, the cost of an
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asset acquired woul d be charged against income in the year of

acquisition. For a regulated company, that would mean that

the ent ire cost of the asset would be charaed in the tolls in

one year, even though the asset would be used over several

years. Under the accrual and deferral account ing approach,

the cost of an asset is charged proportionatel y in the tolls

charged for each year over the service 1 ife of the asset.
The latter approach has been appl ied by the Board for

rate-making purposes because it resul ts in a more equ i tabl e

allocat ion of the cost of an asset between the var ious

customers obtaining the use of that asset, and recogn izes the

val ue of that asset over its service 1 ife.
The flow-through method of account ing for income

taxes is in effect a cash basis of accounting for income

taxes. By reason of the higher rates of capital cost

allowance permitted for income tax purposes, the flow-through

approach tends to delay the incidence of income taxes in the

ear J ier years of a company's operat ions, even though the

rates and tolls, as in TransCanada's case, have been based

upon the lower 1 evel s of booked depreciation rather than the

higher 1 evel s of capital cost allowance permitted in those

years for income tax purposes, The effect of this is to

pl ace a greater burden upon users of the pipe 1 ine system in

the 1 ater years. In effect the change to normal ized tax
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accounting spreads the incidence of future tax more evenly

over the remaining 1 ife of the pipel ine. It appears to the

Board that a greater equity is achieved as between various

users over the remaining 1 ife of the pipel ine if depreciation
and income taxes are reflected in the tolls from year to year

upon the same basis, rather than on two different bases.

The Board recognizes that a change to normal ized

taxes would reduce the funds avail abl e to producers. The

sign i f icance of such a change is 1 ess cl ear because 30-45 per
cent of the additional funds paid to producers under the

flow-through system is paid by them as royal ties, and a 11 the
remaining funds after taxes are not necessaril y reinvested in

expl orat ion in Canada. Furthermore, the effect on the

producers of impl ement ing normal ized taxes by TransCanada

should be set in the perspective of changes in natural gas

pr ices over the past, gay, three years. The pr ic ing

structure under the PAA has been in effect since November

1975 and the flow-back to TransCanada's producers has

increased from approximate) y 64 cents per MMBtu' s in October

1975, to $1.57 in March 1978~ A further increase results
because the increase in the Toronto Re ference Pr ice of 15

cents per MMBtu 1 s, announced since the hear ing closed,

exceeds the increase in average transmission costs per MMBtu

from Al berta to the Eastern Zone as determined in these
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proceedings. These increases need to be compared with the

effect of a change by TransCanada to normal ized taxes in the

test year of two cents per MMBtu 1 s and a further two cents if

the "catch-up" factor is included.

In the Board's view, the export price of $2.16 U.S.

per MMBtu1s in conjunction with the new domestic price of

$2.00 per MMBtuis at the Toronto city gate is adequate to

permit the recovery of the fu 11 cost of serv ice of

TransCanada including normal ized taxes, and also provide

adequate net backs to producers. Moreover, in the Board 1 s

view i the change to normal ized tax account ing should not

cause a significant disincentive to continued exploration and

development.

Canada is committed to the aim of achieving

sel f-rel iance in relation to energy. Natural gas plays a
central rol e in th is regard because of the re 1 at ive

importance of this form of energy in Canada. Natural gas

developments will be important in the future and such

deveJ opments shou1 d include the whol e natural gas system from

expJ or at ion, deve 1 opment and product ion to transmiss ion and

distribution.
In order to be f inanciall y prepared for possibl e

future projects, it is important that the transmission

companies too have ready access to capital markets with
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favourable ratings and at favourable interest rates.
Allowing TransCanada to collect current normalized income

taxes should contribute to this objective.

After giving consideration to all relevant

circumstances, the Board has concl uded that it would be more

appropriate to use the normal ized method of calculating

income taxes as the basis for recognizing the income tax cost

to be incl uded in TransCanada 1 s cost of service for

rate-making purposes.

The Board has al so concl uded that the Appl icant 1 s

proposal to include in cost of service a credit allowance on

the average bal ance of income taxes recovered but not paid in

the test year is not the most appropriate method, under the

present c i rcurns tances. hod, the Board has
found that the average of the deferred t bal ances in the

test year shouJ d be deducted from the r

The Board recognizes that the case of TransCanada

for ful J recovery of costs, includ ing normal ized and

~ catch-up" taxes, was substant iall y different from that of

Westcoast, primarily because of the smaller proportion of
exports transmi tted by TransCanada. For this reason, and

taking into account the need for continued stimuJ us to the

expl orat ion and deve 1 opment sector, the Board has decided n~

to allow the amort i zat ion of the past de ferred tax 1 iabi 1 i ty
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("catch-up" taxes) in the cost of service. In making this

decision, the Board has recognized that either the Company

woul d need to revert to flow-through tax accöunting when

taxes payabl e exceed normal ized taxes, or the deferred tax

1 iabil ity will have to be amortized in the cost of service
start ing at some point after the end of the test year.

NEB Adj ustments re Income Taxes

The adjustments shown in Chapter 6 are expJained as

follows:

Income Taxes - Amortization - $23,342,185

The del etion of this amount from the test year cost

of service was required as a result of the Board's decision

not to al low "catch-up" taxes.

Income Taxes - Current - $8,392,677

The Board has recal cul ated the current normal ized

taxes taking into account all adjustments to cost of

service including return on rate base, to be $68,341,480.

The adjustment shown above represents the

difference between the Appl icant' s figure of $76,734,157

and the Boardl s recalculation.

In its recalcuJ ation, the Board has followed the

general methodology used by the Appl icant, but in add it ion

cal cul ated the amount for deferred taxes to be deducted
from rate base, a ca 1 cu 1 at ion not prov ided by the Appl icant

because of its proposed 8.8 per cent credit allowance.
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Cal cul ation of Income Taxes Payabl e in 1978

TransCanada is expected to become 1 iable for income

taxes in the cal endar year 1978, and a cal cu 1 at ion was

therefore requ ired of the amount of income taxes appl icabl e

to the seven-month period before the test year begins on I

August) 978 and to the five-month period afterwards. Such a

cal cul ation was necessary to estimate the amounts for each of

the components of the normal ized taxes for the test year,

name) y, the taxes payabl e and the deferred taxes components.

TransCanada used a method of calculating taxable

income on a monthly basis for the first seven months of 1978

which utilized capital cost al Jowances and prior year losses

to the extent required to reduce the taxabl e income to zero

for that period. This resul ted in no income tax being

cons idered payabl e unt i 1 after the start of the test year.

This approach was justified by the Appl icant on the grounds

that its regulated revenues for the first seven months did

not incl ude a component for income taxes.

The Canadian Petrol eum Association ("CPA")

questioned that method, suggesting that the estimated taxes

payable for the calendar year 1978 should be prorated on an

equa J month 1 y bas is and that under its method there might be

taxes payabJe for the period in 1978 prior to the beginning
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of the test year. However, such taxes cou 1 d not be coJ 1 ected

through the existing rates which contained no provisions for

income taxes, thus creating an apparent confl ict with the

previous CPA position on flow-through taxes that all taxes

woul d be recoverable through rates.

The CICAls Handbook does not deal specifically with

the situation outlined above, but neither the TransCanada nor

the CPA method appeared to be in confl ict with sound

account ing pr inc ipl es.

Because of the desirabil ity of matching costs and

revenues, the Board has accepted the method proposed by

TransCanada.
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RATE BASE

TransCanada 1 S proposed rate base was submitted as

b~ing the average projected util ity investment (exclusive of

investment in Al berta) for the test period 1 August J 978 to

33 July 1979. The Board has adjusted the rate base for the

reasons indicated in this Chapter, as fol lows:

RATE BASE

Appl i ca tion
As Filed

Appl i ca t ion
As Revised*

NEB
Adjustments

Gross Plant $1,732,320,983 $1,728,159,189 $ (2,211,716)

Authorized
by NEB

$1,725,947,473
Accumul a ted
Depreciation (413,016,148) (412,958,924) 30,412 (412,928,512)

Contr ibutions in aid
of Construct ion (1,491,884) (1,491,884) (1,491,884)

Net Gas Plant $1,317,812,951 $1,313,708,381 $ (2,181,304) $1,311 ,527,077

Working Capital 37,692,935 39,788,307 1,167,984 40,956,291
Unamort ized Owning
Costs 626,870 626,870 626,870

Deferred Charges:
Northern Projects 35,451 35,451 35,451

$1,356,168,207 $1,354,159,009 $ (1,013,320) $1,353,145,689
Average Deferred
Income Taxes (6,475,429) (6,475,429)

Total Rate Base $1,356,168,207 $1,354,159,009 $ (7,488,749) $1,346,670,260

* Th is column incorporates rev 1S10ns to the appl ication made by TransCanada based on matters
raised in the course of the hearing.
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Net Gas Pl ant

The following adjustments have been made:

Gross Pl ant

Additions to plant in test year ($2,211,716)
Accumul ated Depreciation

Add it ions to pJant in test year 30,41.2
Net Adjustment ($2,181,304)
These adjustments are expl ained as follows:

(a) Add it ions to Pl ant in Test Year

TransCanada incl uded additions to transmission pl ant

amounting to $104,369¡456 in its appJication. An anaJysis of

the informat ion submitted in response to the CPA request showed

that the above amount incl uded CL ass "C" construct ion items,

other than pipe repl acements, rerat ing and requal if icat ions,

amounting to $26,249,834. Of that amount, "CJass "C~ items

worth $5,331¡372 we~e to be placed in service during 1978 and

$79,167 in 1979.

In the experience of the Board, TransCanada has

rarely spent the amounts authorized in connection with its

Cl ass ~C ~ appl i cat ions. Furthermore, the ev idence in this

hear ing revealed that in 1977 the Appl icant spent only 68 per

cent of the amount approved for its J977 CL ass "C" facil ities.

Based on its review of the Appl icant' s history and the evidence

in this case¡ the Board has disallowed $2,132,549 of the Class

~C Q (Other) items proposed to be pl aced in service dur ing
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1978 (40 per cent of $5,331,372), and in addition has disallowed

$79,l67 of Class "e" (Other) items which were projected to be

placed in serv ice near the end of the calendar year 1979. The

total of these two adjustments amounts to ($2,211,716).

(b) Accumulated Depreciation

As a result of the disallowance of $2,2l1,7l6 of

Class "C" items as add it ions to plant the Board 
has reduced

annual depreciation by $60,822 and accumulated depreciat ion

(average) by $30,412.

(c) Rerating Costs

Some intervenors argued that TransCanada would fa il

to use, during the test year, the extra capacity resul ting from

the rerated facilities. They held that the entire rerating

cost or at least part of it (approximately $10.2 million)

should have been deleted from the test year rate base.

The Board recognized that there will be a fuel saving

of up to l. 9 Bcf per year as a result of the increased

opera ting pressure, even if there were no increase in

throughput as a consequence of the rerated facilities.

The Board has accepted TransCanada' s final argument

that an amount of $4,161,794 as part of the rerating cost

should be reduced from the addition to gross plant for the test

year. The reduction of $4,161,794 from $18,034,439 was due to

the postponement of the completion of the rerating program and

was reflected in the Appl icant' s revised amounts.
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Working Capi tal

The following summary shows the amoun ts authorized by

the Boa rd as the Applicant's working capi tal:

Application NEB Authorized
As Revised Adjustmnts by NEB

Cash $ 6,98l,25l $ (l25,433) $ 6,855,8l8

Ma terials and
Suppl ies l3 ,086,602 13,086,602

Transmission
Line Pack 13,6l8,754 1,811,179 15,429,933

Prepayments
and Depos its 554,250 554,250

Transmission by
Oters - Average
Unamrtized
Deferrals 5,547,450 (5l7 , 762) 5,029,698

$ 39,788,307 $ l,167,984 $ 40,956,291

The NEB adjustments shown are explained as follows:

( a ) Cash

Cash working capital in previous TransCanada rate cases

has been established as one-eighth of operations and maintenance ex-

pense after deducting fuel costs and miscellaneous gas usage costs and

eliminating certain non-cash items. The Board in this case continues

the previously establ ished method for determining working capi tal.

The adjustment of $(l25,433) reflects 1/8 of the adjust-

men ts to the fol lowing i terns in Chapter 4:

Reduction of Salaries and Fringe Benefits
Reduction of Transmission expenses
Reduction of Rent

$ 370,480
602,l83
30,80l

$ 1,003,464
$ 125,433Adjustment: 1/8 of 1,003,464
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( b ) Tr an s m i s s ion L i n e Pac k

The Appl icant projected the average val ue of

transmission line pack to be $13,6j8,754 for the test year..
This was based on a vol ume of 11.0 Bcf of gas with an average

heat ing content of 995 Btu/cf and an imputed Alberta border

price of $l.24429/MMBtu's (11,000,000 x .995 x $1.24429). The

average heating val ue and the imputed Al berta border price used

above were those as revised by the Applicant during the hearing.

The Board has adjusted transmission 1 ine pack to

reflect the new Alberta border price of $1.40977/MMBtu's

res u 1 tin gin ani n c rea s e 0 f $ 1 , 81 1 , 1 7 9 . ( Re fer toG a i non

Reval uation of Transmission Line Pack in Chapter 4 of these

Reasons.) The caJcul ation of the imputed Al berta border price

is shown on Appendix V.

(c) Prepayments and Deposits

TransCanada projected the average bal ance of

prepayments and deposits to be $554,250 for the test year. The

largest component of this amount was prepaid insurance and the

Applicant explained it was derived by calculating the average

of the month 1 y ba lances in the test year. The requ ired

normal ization adjustment of $334,979 is the difference between

$554,250 and the 31 October 1977 baJance of $219,271.

An intervenor quest ioned the adj ustment, suggest ing

the Appl icant shoul d have added one-twel fth of the projected

increase in the test year insurance premiums to the base year

average.
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In past TransCanada rate cases the accepted method

of calculating prepayments and deposits has been to project

the base year closing balance as the average for the test

year.

The Board acknowl edges that in this appl ication

the bal ance at 3 1 October 1977 was not representat i ve of the

yearly average and, because the bal ance can vary widely from

month to month, the Board has therefore accepted the

projected prepayments and deposits used by the Appl icant.

(d) Transmission by Others -
Average Unamortized Deferral

The Appl icant incl uded in working capital its

average investment in the unamortized bal ance during the

test year. (The balance in the account at the beginning of

the test year is reduced to zero by the end of the test year.)

The total investment represented the accumulation

of monthly variances between the actual charges by Great

Lakes and Union and the amounts provided therefore in the

Appl icanti s authorized rates, plus monthly carrying charges,

over the period 1 September 1976 to 31 May 1978, plus

further carrying charges from 1 June to 31 July J 978.

For reasons outl ined in the Cost of Service

chapter the Board has disallowed the accumulated carrying

charges to 31 JuJy 1978 from cost of service ($1,035,525).

At the same time the Board has al lowed the actual variances
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from 1 September 1976 to 31 May 1978, totalling $10,059,375,

in the cost of service for the test year.

However, as the Appl icant would onl y recover the

$10,059,375 gradually in its rates over the test year, the

Board has found it reasonabl e to allow the average

unamortized amount ($5,029,688) exclusive of carrying

charges, in rate base. The adjustment of ($517,762) del eted

the amount for carrying charges which the Appl icant had

included in its rate base.

Average Deferred Income Taxes ($6,475,429)

In the Income Taxes chapter of these Reasons the

Board has decided to deduct the average amount of income

taxes deferred in the test year from rate base, in lieu of

the treatment proposed by the Appl icant, viz. incl usion of a

credi t amount in its provision for income taxes of 8.8 per

cent of the average bal ance of income taxes expected to be

recovered in the test year cost of service but not paid

dur ing that year.

For further expl anations see Chapter 2.
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RATE BASE

TransCanada i S proposed rate base was submi tted as

being the average projected utility investment (exclusive of

investment in Alberta) for the test period 1 August 1979 to

31 July 1980. The Board has adjusted the rate base for the
reasons indicated in this Chapter, as follows:

RA TE BASE

Application
As Filed

Application (1)
As Revised

NEB
Adjustments

Authorized
by NEB

Gross Plant $1,798,931,073 $1,799,169,037 $(18,393,843 ) $1,780,775,194
Accumulated
Depreciation ( 450,296,081) 452,599,388) 348,838 452,250,550 )

Contributions in aid
of Construction 2.019.332 ) 1 2.019.332) 2,019,332 )

Net Gas Plant $1,346,615,660 $1,344,550,317 $ (18 ,045 ,005 ) $1,326,505,312

. Working Capital 39,563,800 39,431,306 312,314 39,743,620
Average Deferred
Income Taxes ( 12,075,660) 12,702,857) 24,272 ) 12,727,129 )

Other Deferred
Costs 2.337.798 4.026.401 1,341.315 ) 2,685,086

Total Rate Base $1.376.441.598 $1.375.305.167 $(19,OaR,27S) $1. '356.206,$$9

Notes: (1 ) This colum incorporates revisions to the application made by

TransCanada based on matters raised in the course of the hearing.
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(b) Transmiss ion Line Pack

The Appl icant proj ected the average value of

transmission line pack to be $16,751,166 during the test year

based on an imputed Alberta border price of 138. 493~/GJ as

revised during the hearing by TransCanada.

The Board has adjusted transmission line pack to

reflect the new imputed Alberta border price of 141. 297~/GJ

resul t ing in an increase of $ 339,153. The derivation of the new
imputed Alberta border pr ice is shown in Append ix VI.

Average Deferred Income Taxes

The amount of average deferred income taxes deducted

from rate base is $12,727,129. The calculation of this amount is

shown in the Income Taxes section of Chapter 4 of these Reasons

for Decision.

Other Deferred Costs

In its Reasons for Decision of July 1978, the Board

permitted the inclusion in TransCanada's rates of an amount of

$68,34l,480 on account of current normalized income taxes. After

re-examining the derivation of that amount, the Board, in an

addend um to those Reasons, increased the prov is ion for current

normalized income taxes by $2,580,602 and ordered TransCanada to

record monthly in a deferral account, one-twelfth of that amount

plus carrying costs equal to one-twelfth of the prime commercial

bank rate plus one percent. (See Order Nos. AO-I-TG-2-78 and

AO-2-TG-2-78. )



4-15

Depreciation

Depreciation of fixed assets was included in cost of

serv ice, as rev ised, at rates prev iously authorized by the

Board. The amount~~jected by the Applicant has been reduced
by $552,618 to reflect the removal by the Board from rate base

of var ious items of gross plant. (See Chapter 2, Gross Plant,

page 2-2.)

Income Taxes

(a) Calculation of Income Taxes

In its July 1978 Decision, the Board concluded that

it would be more appropr ia te to use the normal i zed method of

calculating income taxes as the basis for recognizing the

income tax cost to be included in TransCanada' s cost of service

for rate making purposes.

During the course of the 1979 Hearing, the Canad ian

Petroleum Association presented evidence advocating that the

flow-through method should be employed by TransCanada as a

basis for determining the income tax cost to be included in the

cost of serv ice and that the Board should require the Appl icant

to revert to this method.

Having given consideration to the arguments advanced

in this connection, the Board concludes that the evidence

PIE:seated did not raise arguments that had not been considered

us'dècision. For this reason, and given no

signif icant change in circumstances since 1978, the Board sees

no reason to vary tha t dec is ion.
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The calculations of normal ized income taxes, income

taxes payable and average deferred income taxes for the test

year are set forth hereunder. Board adj ustments to the

Appl icant' s calculations of normal ized and current income taxes

payable reflect the rate base and rate of return allowed in

this decision. Board adjustments of items other than operating

income are explained in the footnotes to the normal ized tax

calculation.
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Normlized Income Taxes For The Test Year

Opera ting Income

Allowance For Funds Used During
Cons truction

Total Income Before Financial Charges

Financial Charges (Including those
allocated by the Applicant to
non-utility investment)

Adjustment to Financial Charges to
Exclude those allocated by the
Applicant to non-utility investment

Total Financial Charges

Net Income Before Adjustments for
Permanent Differences

Permanent Differences:

Eligible Capital Expenditures

Non Allowed Portion of Amortization
of Debt Discount and Expense

Capi tal Loss

Inven tory Allowance

Normalized Utility Income After Tax

Normalized Income Taxes (at 50.01%)

Notes:

(1 )

Application
As Revised Per NE

$154,309,240 S147,826,551

1,652,000 1,652,000

$155,961,240 S149,478,55l

(69,907,176) (70,216,770) (1)

1,310,010 ( 2)

S(68,597,166) S(70,2l6,770)

S 87,364,074 S 79,261,781

(127,701) (127,590) (3)

1,692,505 1,691,050 (3 )

105,150 (4 )

(548,378) (554 ,323) (5)

S 88,485,650 S 80,270,918

S 88,521,051 S 80,303,033

Reflects increased unfunded debt (adjusted to compensate for
the decreased equity return and increased average deferred ta
balance) and a minor difference in the Alberta allocation
factor applied.

Dividend income received from non-utility investment is not
subject to ta and this adjustment is disallowed as was the
case in the previous N.E.B. decision.

(2)

(3 ) Differences due to a minor difference in the Alberta allocation
factor applied arising from Board adjustments to the rate base.

Disallowed, as net capital losses in a current period are only
applicable to capital gains realized in future periods.

(4 )

(5) Difference due to increase in the imputed Alberta border price.
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Income Taxes Payable For The Test Year

Application
As Revised Per NEB

Normalized Utility Income After Tax $ 88,485,650 $ 80,270,918

Normalized Income Taxes 88,521,051

$177 ,006, 701

80,303,033

$160,573,951Normalized Utility Income Before Tax

Adjustments:

Amortization and Depreciation

Deferred Normalized Income Taxes

$ 54,227,000 $ 54,227,000

2,682,630 2,682,630

(1,652,000) (1,652,000)

(6,367,946) (6,367,946)

(65,982,782) (65,982,782)

$ (17 ,093,098) $(17,093,098)

$159 ,913,603 $143,480,853

$ 79,972,793 $ 71,754,77 5

Allowance For Funds Used During
Construction

Overhead Costs Capitalized

Capi tal Cost Allowance

Total Adjustments

Taxable Income

Income Taxes Payable (at 50.01%)

Average Deferred Income Taxes For The Test Year

Application
As Revised Per NEB

Normalized Income Taxes $ 88,521,051 $ 80,303,033
Income Taxes Payable (79 ,972,793) (71,754,775)
Income Taxes Deferred $ 8,548,258 $ 8,548,258
Deferred Income Tax Balance at

1 August 1979 8,453,000 8,453,000
Deferred Income Tax Balance at

31 July 1980 $ 17,001,258 $ 17,001,258

Average Deferred Income Taxes for the
12,727,129(1)Test Year $ 12,702,857 $

Note:

(1) Beginning Deferred Tax Balance + Ending Deferred Tax Balance

2

= $8,453,000 + $17,001,258

2
'" $12,727,129
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( b) Deferral Account for Reassessed Income Taxes

TransCanada included in its appl ication a request for a

deferral account in respect of income taxes which may reaalt from

a r~p.ssessment by the Department of National RevehÙei' '.å.xâtìo'h.

During the hearing, the Appl icant stated that the Company will be

reassessed for the 1978 taxation year. Since this is the first

year that TransCanada has paid income taxes, this reassessment

could include amounts that might be disallowed wi th respect to

prev ious years. Ne i ther the amount nor the timing of the---
reassessment were pred ictable at the time of the hear ing ..--- -"--------------._------

While there might be grounds for the use of a deferral

account for taxes payable on reassessment with respect to the

years the Company was on the flow through basis of calculating

income taxes, there was no ev idence that the expected

reassessment would resul t in any add itional taxes that would be

payable if the Company were still on a flow-through basis. In

view of these considerations and the fact that TransCanada is

currently collecting normalized income taxes in its rates, the

Board is not satisf ied that the need for such a deferral account

has been establ ished. This request is, therefore, denied.

Miscellaneous Deferred Items

The Board has included in miscellaneous deferred items

an amount of $2,223,658, representing the Applicant's estimate of

costs for electron ic pigg ing and assoc ia ted pipe replacements

during the period 1 May 1979 to 31 July 1979. (See Chapter 2,

Gross Plant, page 2-8.)
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Other Operating Income

The Board's adjustment of ($33,390) to the

Appl icant' s calculation of other operating income for the test

year was necessary to reflect increased revenue from the sale

of del ivery pressure arising from the change in the imputed

Alberta border price.
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CHAPTER 2

RATE BASE

TransCanada i S proposed rate base was submitted as

be ing the average projected util i ty investment (excl usive of

investment in Alberta) for the test period 1 August 1980 to 31

July 1981. The Board has adjusted the rate base for the
reasons ind icated in this Chapter, as follows:

TABLE I

RATE BAE

(1 ) . . (2)
Appl ication
As Revised

NE
Adjustmnts

Authrized
by NEBApplication

Gross Plant $1 887 464 067 $1 886 114 229 $( 8 579 958) $ 1 877 534 271

AcclUulated
Depreciation (497 069 579) (497 034 510) 104 643 496 929 867)

Contributions in
Aid of
Construction (1 908 409) (1 908 409)

$1 387 171 310

Working Capital 45 817 879 46 301 203

$( 8 475 315)

1 361 781

1 908 409)

$ 1 378 695 995Net Gas Plant $1 388 486 079

47 662 984

Average Deferred
Incoe Taxes (11 229 279) (12 076 840) (14 955 578) 27 032 418)

Other Deferred
Costs 2 733 985 2 733 985 2 733 985

Total Rate Base $1 425 808 664 $1 424 129 658 $(22 069 112) $ 1 402 060 546

(1) As amended in the course of the proceeings to exclooe a reuest for Orders fixing
the just an reasonable rates or tolls for transportation serv ices to
Consolidated, ProGs an Sulpetro for exports and exclooing the construction of
the associated facilities. .

(2) Incorprates revisions to the amended ai:lication mae by TransCanada based on
matters raised in the course of the hearing.
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Net Operation and Maintenance Expense
(Per Appl ican t) $79 664 312

(2 075 956)Reduction in Salaries and Benefits

Increase in Allocation of Ind irect
Expenses 63 341)

Net Operation and Maintenance Expense
(Per NEB) $77 525 015

1/10 of Net uperation and Maintenance
Expense (Per NEB) $ 7 752 501

1/8 of Net Operation and Maintenance
Expense (Per Applicant) 9 958 039

NEB Adjustment $(2 205 538)

( b) Transmiss ion Line Pack

During the hearing, the Applicant revised the

projected average value of transmission line pack to

$18 384 807 during the test year, based on an imputed Alberta

border price of 150. 253t/GJ.

The Board has adj usted transmission line pack to

reflect the new imputed Alberta border price of 179.408t/GJ

resul ting in an increase of $ 3 567 319. The der i vation of the

new imputed Alberta border price is shown in Appendix VII.

AVERAGE DEFERRED INCOME TAXES

The average deferred income tax balance, which is
deducted from rate base, will be computed in the following

way:

2 x beg inning deferred tax balance + deferred taxes for the
tes t per iod

2
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As noted in Chapter 4, the Board has determined that the $15

million reassessment by Revenue Canada, Taxation will be

recorded in a deferral account rather than a reduction in the

de ferred tax account as appl ied for by TransCanad a.

Accord ingly, the Board has rev ised the beg inning deferred tax

balance upwards from tne $2 750 000 contained in the Company's

appl ica tion to $1 7 750 000.

The deferred taxes for the test year will be

calculated by mul tiplying the tax rate by the net of the timing

differences employed in computing taxes payable by the Company

on the applied-for basis.
These d if ferences are shown below:

Appl ication
As Rev ised Per NEB

Deprec ia tion $ 57 089 921 $ 56 859 153 (l )

Capi tal Cost Allowance ( 89 124 000 ) ( 88 219 560 ) ( 1 )

Overhead Capi tal ized 5 016 000 ) 5 016 000 )

Capi tal Loss Carr ied Forwa rd 745 841 ) 745 841 )

Amortization of Debt
Discount and Expense 275 000 ( 2 )

$ (37 520 920 ) $ (37 122 248 )

( 1 ) Adj usted to reflect Boa rd Dec is ions in respect of plant
items.

( 2) The Board bel ieves tha t the Company has inadvertently made
an error in including this item as it was already taken
into account in the normalized tax computation. In the
Board's view, this amoun t should be excl uded .
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Based on all of the foregoing, the average deferred

tax balance is computed below:

2 x ($17 750 000) + ($37 122 248) x .5001
2

= $35 500 000 + $18 564 836
2

= $27 032 418
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CHAPTER 3

RATE OF RETURN

DEEMED CAPITAL STRUCTURE

In its current appl ica t ion, unl ike prev ious years

where exclusive reliance was placed upon the use of actual

consol idated capital structures, TransCanada submitted that a

deemed capitalization should form the basis for the determination

of its rate of return on rate base.

The applied-for capitalization, in conjunction with

its ind iv idual and overall requested rates of return, is shown

below. ( 1)

Deemed Average Capi tal i za tion for the
Test Year End ing 31 July 1981

Cost Cost
Amo un t Ratio Rate Component
( $000) % % %

Debt - Funded 677 440 46.03 8.43 3.88

- Unfunded 229 366 15.59 13.00 2.03

Total Debt Capi tal 906 806 61.62 9.59 5.91

Preferred Share Capi tal 85 989 5.84 7.36 .43

Common Equity 478 783 32.54 16.00 5.21
1 471 578 100.00 11.55

( 1) In keeping with the Board's 1979 TransCanada Ra te Dec is ion,
the Company excluded debt arising from its "take or pay"
obligations under its gas purchase contracts.
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The evidence presented indicated that the deemed

capi tal structure approach was adopted by TransCanada as a

resul t of the large-scale diversification program it had

recently embarked upon. As it recognized that this program

involves the financing of investments possessing risk

characteristics significantly different from those of its

utility business, TransCanada considered that it could no

longer employ its consol idated capi tal structure for rate-

making purposes. Rather, it proposed a deemed capital

structure which was equal to the sum of its inside- and outside-

Alberta rate bases and which possessed debt/equity characte-

ristics essentially consistent with the Company's view of the

business risks of its pipeline operations. TransCanada

submitted that its approach effectively insulated the

ratepayers from the costs of financing its diversification and

was, therefore, supportive of its request that an amount of

income tax be collected in the cost of service which would have

no relation to the income tax effects of its diversification. (1)
The Board agrees that the Company's applied-for

deemed capital structure serves to insulate the ratepayers from

the capi tal costs assoc iated with its d iversi fication program,

and considers it as efficient as might be hoped for by

ratepayers in terms of a pre-tax cost of capital. The Board,

there fore, approves the use of a deemed capi tal structure.

( 1) See Chapter 4 - Allowable Cost of Serv ice, Income Taxes.
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The Board has noted the concerns expressed by

intervenors that the ratepayers continue to be insulated from

the capital costs of diversification. The onlJS will be on the

Company to demonstrate over time that this objective has been

met.

The composi tion of the appl ied- for capital structure,

together with the various individual cost rates, is discussed

below.

FUNDED DEBT

The funded debt component of the deemed capi tal

structure incorporates all of the Company's ex isting first

mortgage pipel ine bonds, sinking fund debentures, and

subordinated debentures. This debt is of a relatively lower

cost, due to its historical nature, and is unassociated with

the Company's current diversification program.

The computation of the imbedded cost ra te of th is
debt is shown in Appendix V of this decision. This cost rate

has been computed in a manner consistent with that used in the

i 979 proceed ing and was not at issue in the current hear ing.

Accord ing ly, the Board accepts the appl ied- for cost rate of

8.43 percent.
UNFUNDED DEBT

As mentioned previously, total capitalization is set

equal to the total of the Company's inside- and outside-Alberta

rate bases. The unfunded debt component of this capital
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structure is the difference between the total capi tal and the

aggregate of the funded debt and the preferred and common

equi ty components.

While the term "unfunded debt" normally refers to

borrowings of a short-term nature and, therefore, a short-term

rather than a long-term cost rate, conflicting indications were

given by the Applicant's policy witnesses as to whether this

component of capi tal was of a short- or long-term nature. The

Board, for purposes of the present application, accepts that

the long-term rate should be applied. CPA noted that, while

one of the Company's expert financial witnesses had lowered his

estimation of long-term borrowing costs by 75 basis points due

to changes in the market since the application was filed,
TransCanada had lowered the cost rate applied to unfunded debt

by only 50 basis points, from 13.5 percent to 13.0 percent.

Based on the evidence of the financial witness, as well as on

the fact that the proposed unfunded debt rate was stated by the

Company to include an estimated allowance for flotation costs,

the Board has decided that a cost rate of 12.75 percent is

reasonable.

PREFERRED EQUITY

The Company allocated all of its outstanding

pre ferred share equi ty to the capi tal structure deemed to

support its pipeline operations. This capital pre-dated the

current diversification program, and the applicable cost rate
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was calculated in a manner consistent with prior applications.

The Board, therefore, accepts the applied-for cost rate of 7.36

percent in the test year.

COMMON EQUITY

(a) Deemed Common Equity Ratio

As mentioned earlier, the stated objective underlying

TransCanada's use of a deemed capi tal structure was to pro v ide

an appropriate basis for the determination of a rate of return

on rate base assets which would not be affected by the costs of

financing the diversification and which, at the same time, would

be consistent with the business risks' of its pipeline
operations.

A key element in this process was the selection of an

appropriate common equity ratio. Based upon an analysis of the

business risks con fronting the pipel ine operations, the

Company's expert witnesses asserted that an equity ratio in the

30 to 35 percent range was appropriate for the pipeline
operations, given the practical constraints imposed by the

capital markets. As a matter of judgement, the Company selected

the mid-point of that range and appl ied for a common equity

ratio of 32.5 percent.

An expert witness for CPA agreed with this

assessment. However, when questioned as to whether it would be

inappropriate to select the lower limit rather than the mid-

point of the 30 to 35 percent range, the witness expressed the
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opinion that such a choice would not have any adverse affects

upon the Applicant's access to capital markets. The Applicant

did not challenge th is posi tion in final argument.

After giving careful consideration to all of the

evidence, particularly to the business risks faced by the

utility operation, the Board considers that an equity ratio in

the lower end of the range is warranted. Accord ingly, the Board

has decided that it is appropriate to use a deemed common equity

ratio of 30 percent.

(b) Rate of Return On Common Equity

TransCanada appl ied for a rate of return on common

equity of 16 percent. Citing the situation prevailing at the
time of the 1979 TransCanada Rate Hearing, the Company supported

this request by placing primary emphasis on the increased

f inanc ia 1 ri sk impl ic i t in the red uced percentage of common

equ i ty, together wi th the increased opportuni ty costs re flec ted
in its estimates of the earnings rates prospectively avai lable

on fixed income securities and the common equity of unregulated

ind ustrials during the~st period.
The Company's witnesses argued that it would be

inappropriate to use a Discounted Cash Flow ("DCF") method to

establish the investor's required rate of return on common

equi ty because, among other th ings, TransCanada is now a
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diversified operation and such a method would reflect the cost

of common equity capital of the consol idated operation and not

just that of the Company's pipel ine operations. Accord ingly,

these witnesses sought to measure the cost of common, equity

capital primarily through the comparable earnings technique or

by reference to the book earnings of groups of non-regulated

industrial companies which they fel t possessed a level of

investment risk similar to that of TransCanada' s pipel ine

operations.

In contrast, CPA's expert witness asserted that the

DCF method represented a more appropriate measure of the

investor's required rate of return due to, among other things,

flaws in the income measurement process which are reflected in

the book earnings figures employed in the comparable earnings

technique. This witness overcame the shortcoming inherent in

the DCF method, where a regulated Company has unregulated

activities, by applying this method indirectly to a group of

non-regulated industrials selected on the basis of similarity

in investment risk. As a resul t of th is process, the witness
recommended a rate of return on common equity of 14.25 to 14.75

percent.
The determination of a fair and reasonable rate of

return on common equity involves the use of methods which are,

of necessity, ind irec t and subj ec t to the exerc ise of

judgement. Having regard to all of the evidence submitted, the
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Board finds 15 percent to be a fair and reasonable rate of

return on the deemed common equity.

RATE OF RETURN ON RATE BASE

Based upon its find ing s in th is case, the Board

has decided that a return on rate base of 11.10 percent is fair

and reasonable. The derivation of th is rate of return is given
in the deemed capi tal structure presented below.

Cost Cost
Amount Ratio Rate Componen t
( $000) % % %

Debt - Funded 677 440 46.46 8.43 3.92

Un funded 257 268 17.64 12.75 2.25

To tal Debt Capi tal 934 708 64.10 9.62 6.17

Pre ferred Share Capi tal 85 989 5.90 7.36 .43

Common Equi ty Capi tal 437 442 30.00 15.00 4.50
1 458 139 100.00 11.10

NOTE: The above total capitalization reflects both the inside-
and outside-Alberta rate bases, as adjusted for the new
inputed Alberta border price, as well as other
adjustments to the outside-Alberta rate base made by the
Board.
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CHAPTER 3

RATE BASE

TransCanada 's proposed rate base, as submi tted, was

the average projected utility investment (exclusive of Alberta) for

the test period 1 July 1981 to 30 June 1982. For the reasons

indicated below, the Board has adjusted the test year rate base in

the following manner:

Rate Base

Test Year 1 July 1981 to 30 June 1982

Application (1)
Application (2) NEB .I\uthorized
As Revised Adjustm¿nts bv NEB

Gross Plant S 2,175,306,934 S 2,129,826,920 (5,601,583) S 2,124,225,337
Accumulated Depreciation (545,625,642) (544,749,524) 45,475 (54/1,704,049)

Contributions in Aid of
Construction (4,616,958) (4,616,958) (4,616,958)

Net Gas Plant S 1,625,064,334 S 1,580,460,438 (5,556,108) $ 1,574,904,330
Working Capi tal 54,456,419 54,734,220 2%,726 55,030,946

Average Deferred Income
Taxes (42,324,733) (42,681,656) (1,811,814) (44,493,470)

Other Deferred Costs (2,392,858) (2,392,858) 2,312,500 (80,358)

Total Rate Base S 1,634,803~ 1,590 ,120 ,144 $ (4,758,696) $ 1,585,361,448

Notes: (1) Application dated 27 February 1981 as updated by TCPL letter dated 23 June 1981.

(2) Application as revised by TCPL letter dated July 22, 1981 to incorporate various changes
based on matters raised during the hearing.
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Net Operation and Maintenance Expense
(per Applicant)
Reduction in Salaries and Benefits

Net Operation and Maintenance Expense
(pe r NEB)
I/IO of Net Operation and Maintenance
Expe nse (per NEB)

I/IO of Net Operation and Maintenance
Expense (per Appl icant)

NEB ADJUSTMENT

$93,592,655
(215,013 )

$93,377 ,642

$ 9,337 ,764

9,359,266
$ (21,502)

( i i) Transmiss ion Line Pack
At the conclusion of the hearing, the Applicant revised

the projected average value of transmission line pack to

$21,595,047 for the test year, based on an imputed Alberta border

price of 167.691~/GJ.

The Board has
the new impu ted Alberta

increase of $ 318 ,228.

l:gl:(ì~pJ,~rJ#~i1%~\"d~sšt;l?r(0,vi:d~.

adjusted transmission line pack to reflect
.-t,.,...:"..O... .... :. 'r11

border price ofl1t¥7iP.,~:.l6;4-(j/GJi resul ting in an
"',..,,,',c,..C'. "

%~éil~~:.~.:~j~~~~~~"~r!if~~~~'-

AVERAGE DEFERRED INCOME TAXES

The average deferred income tax balance, which is

deducted in arriving at the allowed total rate base, is the average

of the opening and the closing deferred tax balances for the test

period. It will continue to be computed in the following manner:

2 x
beginning deferred
tax balance +

deferred taxes for the
test period

2

The beginning deferred tax balance of $30,592,000 was not

at issue in the current proceeding and is accepted by the Board.

The deferred taxes for the test year will be calculated by

multiplying the tax rate by the net of the timing differences

relevant in computing taxes payable on the applied-for

"stand-alone" basis. These differences are shown below:



Depreciation
Cap i tal Cos t Allowance
Overhead Capitalized

Non-Allowed Amortization of
Debt Discount and Expense

Financing Costs

Interest AFUDC

Net Timing Differences
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APPLICATION
AS REVISED

$ 64,374,773

(107,512,000)
3,370,000)

265,000
2,380,000 )

48,622,227)

PER NEB

$ 64,224,926 (1 )
(105,812,937) (1)
( 3,370,000)

265,000
( 2,380,000)

( 8,577,388)(2)

$ 55,650 ,399

(1) Reflects Board Decisions regarding Rate Base.

(2) Reflects information set out in Exhibit 133, adjusted by the
Board to take into account the Rate of Return actually
allowed.

The tax rate of 49.96 per cent was not at issue in this

Hearing and is accepted by the Board.

INTEREST AFUDC

This item represents interest expense estimated to be

incurred in respect of test-year construction activities which the

Company capitalizes for accounting and rate-making purposes but

expenses currently for income tax purposes.

The Company took the position that under the equity

method of calculating income taxes no deduction should be made in

respect of this item in computing deferred income taxes for the

test year. In support of its position, the Company looked to the

language appearing at page 4-17 of the Board's August 1980 Reasons

for Decision which characterized the equity method for calculating

income taxes as "being essentially based on the common equity

return without taking into account interest expense not recovered

in the return on rate base or other expenses allocated to

non-utility activities and not recovered in the cost of service".
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CHAPTER 2

RATE BASE

TransCanada i S proposed rate base, as filed, was the

average proj ected util i ty investment (excl usi ve of Alberta) for the

test periOd 1 Auqust 1982 to 31 July 1983. For the reasons

indicated hereafter, the Board has adjusted the test year rate base

in the following manner:
Rate Base

Test Year 1 August 1982 to 31 July 1983

Appl ication NEB Authorized
Application (1) As Revised ( 2 ) Adjustments By NEB

Gross Plant $3,044,976,871 $3,032,908,980 $(3,752,637) $3,029,156,343

Accumulated
Depreciation (623,496,205) (623,476,969) 54, 556 (623,422,413)

Contributions (2,685,651 ) (2,685,651) ( 2,685,651 )
in Aid of
Construction

Net Gas Plant 2,418,795,015 2,406,746,360 (3,698,081) 2,403,048,279

Workina Capi tal 71,103,379 72,447,705 (1,342,717) 71,104,988

Average Deferred (95,136,020) (99,224,273) 17,803,914 (81,420,359)
Incane Taxes

(3)(4)
Other Deferred (19,325,071) (17,284,972 ) (2,770) (17 ,287,742)
Costs

TOAL RATE BAE $2,375 ;437,303 $2,362,684,820 $ 12,760,346 $2,375,445,166

1) Application dated 25 January 1982 as updated by TCPL application
dated 16 April 1982.

(2) Application as revised by TCPL letters dated 3 and 17 June 1982
to incorporate various changes based on matters raised during
the hearing, including the deletion of facilities associated
with the Emerson extension and other adjustments to gross plant
as well as the increase in average deferred income taxes due to
changes in net timing differences.

(3) Adjusted by an amount of $411,500 for Transmission by Others
relating to the TQM Cost of Serv ice. (The average deferred amount
for adjustment to Cost of Service as supplied to the Board by TCPL
letter dated 17 June 1982.)

(4) Adjusted by an amount of $526,154 for Excise Taxes. (The average
deferred amount for adjustment to Cost of Service as supplied to the
Board by TCPL letter dated 17 June 1982.)
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(ii) Materials and Supplies

The past rapid growth in Material sand Suppl ies ("M & S")

was forecast to continue wi th an increase of approx imately 36

percent occurring between the base year and the test year. Of

this growth approximately 90 percent was forecast to be due to

quanti ty increases and only approx imately 10 percent was

forecast to be due to inflation. During the hearing

TransCanada reaffirmed its M & S policy that its level of

inventory was designed to ensure the safety and securi ty of

the system. TransCanada confirmed that this level was not

influenced by financial considerations.

The Board is concerned wi th the continuing rapid growth

in Materials and Supplies but is prepared to accept the amount

as applied for in the present application.

AVERAGE DEFERRED INCOME TAXES

As a result of the Board1s decision to adopt the

f lowthrough method in calculating TransCanada i s income tax

allowance, (1) no current deferred taxes wi 11 be incl uded in its
tolls. The Board has also decided that no drawdown of previously

accumulated deferred taxes should be made at this time.

Accordingly, the amount of deferred taxes to be deducted in

computing rate base shall consist of the balance of $81,420,359

shown to be outstand ing at the beg inning of the test year in the

Company's appl ica t ion.

( 1 ) See Chapte r 4, page 4-8 of this report.
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CHAPTER 4

INCOME TAXES

( i) "Normalized" versus "Flow-through" Tax Treatment

In its application, TransCanada applied to have the Board

continue to fix the allowance for income taxes to be included

in its tolls on a normalized basis.

Both the Company and the CPA-I PAC led ev idence in regard

to the tax trea tment to be afforded TransCanada for ra te-making

purposes. This action was taken in response to paragraph 11 of

Order RH-3-82, which reads:

The Appl icant shall, as part of its appl ication, address

the issue of whether the continued use of the normalized

method of calculating the allowance for income tax in the

Applicant's tolls is warranted in light of the present and

proj ected circumstances relating to the supply, marketing

and pricing of natural gas.

In connection wi th the tax methodology employed by TCPL

during the early years of its operation, that is, the period

prior to it being actively regulated by the Board, the Company

of its own volition utilized the flow-through method of

calculation and included no prov ision for income taxes in its

tolls. In its first toll case before this Board, in 1971, the

Company requested that the flow-through method be continued and

the Board concurred wi th tha t request. In the 1975 TCPL toll

hearing the method of calculating ~ncome tax was a major issue
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and at that time the Board decided that the flow-through method

should be continued. TCPL again raised the matter in the 1978

rate hearing at which time the Board considered that in light

of the ci rcumstances ex isting at that Lime it would be

appropriate to calculate TCPL1s tax allowance on a normalized

bas is.

In making that decision, the Board gave weight to

essentially three considerations. One related to what

consti tuted an appropriate method of cost recogni tion as this

related to in tergenera tional equi ty among consumers over time.

Another involved the potential effects of the tax treatment

choice on producers and hence on their incentives to contribute

to Canada's aim of energy self-reliance through exploration and

development activity. A third consideration centered on the

perceived implications that the tax treatment choice held wi th

respect to TransCanada' s abil i ty to borrow funds for the

expansion of its pipel ine system at favorable rates, hav ing

regard to the importance of provid ing for the establ ishment of

a transmission system which would enable the increased use of

gas by Canadians.

The method of calculation of taxes has continued to be an

issue raised by intervenors in hearinas subsequent to 1978, but

the Board continued to rule that, in the absence of any

significant change in circumstances, it remained appropriate to

calculate TCPL's tax allowance on a normalized basis.

The cons idera tions ra ised in 1978, and enumera ted above,
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were addresserl both directly and ind irectly in the course of

the present hearing and in light of the circumstances that have

come to surround the present and expected future supply,

marketing and pricing of natural gas.

As to the matter of the appropriate method of cost

recogni tion for rate-making purposes, it is the Board's view

that the considerations relevant to this issue vary wi th the

nature of the particular item of expenditure being considered

and wi th the overall circumstances surround ing the operations

of the particular company being regulated. Specifically in

relation to income tax costs, one effect of allowing taxes to

be calculated on a normal ized basis is to have the parties who

pay tolls provide TransCanada with amounts of cash in excess of

those required to pay its current taxes during periods of

growth or expansion. The evidence submitted in relation to
TransCanada's current and prospective capi tal expend i ture plans

i nd ica ted tha t substantial amoun ts of deferred taxes (1)

would accumulate and possibly not begin to be paid out until

the nex t cen tury. In its consideration of the effect of income

tax costs on interaenerational equi ty, the CPA asserted that

normal i zed taxes were burdensome to consumers in the early

years of a sys tern is 1 ife, (and thus in pe r iods of substan tial

growth or expansion as well) insofar as those years are also

the years in which the required returns on the capi tal invested
in new assets are highest. The CPA further noted that this

(1) That portion of taxes collected on a normal ized basis
which the Company is not required to payout currently to
the Governmen t.
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combined cost burden has come to be exacerbated by the effects

of current and anticipated inflationary trends on the costs of
financing new plant.

Wi th respect to the supply of gas, the si tuation in 1978

of an apparent shortfall of supply from the traditional sources

in western Canada has changed to one of supplies being

available in excess of market demand. Further, trad i tional
export markets have not been able to absorb the suppl ies that

have been allocated to them. Additional supplies appear to be

on the verge of becoming available in the Arctic and also off

the east coast. In relation to the consumption of gas as it is

affected by pricing and marketing factors, it is the Board1s

view tha t the development of new market areas could be

encouraged by setting transportation costs at as Iowa level as

is reasonably possible. Also, it is the Board1s view that, in

market areas already served, it would appear equally

appropriate in times of rising energy costs to minimize the

del i very cost of energy to the consumer.

Wi th respect to the consideration relating to

TransCanada is abil i ty to borrow funds to expand its pipel ine

system, ev idence was presented which shows that TCPL has had

ready access to capi tal markets for the financing of its

investments not only for its utility operation but also for

those other activities in which it has become engaged.

However, the Company asserted tha t a changeover to the

flow-through method would pr could negatively affect its bond

ratings and thus its access to and cost of borrowed funds.
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The ratings in question were those afforded by the Canadian

bond-rating agencies as well as those the Company indicated it

might seek from Uni ted States rating agencies. However, the

ev idence ind ica ted that the Company has accompl ished

significan t borrowings in the Uni ted States markets wi thout

having been rated by the United States agencies. In relation

to the Canadian bond ratings, the evidence put forward did not,

in the Board's view, offer conclusive support to the Companyl s

assertions that a change in the tax treatment would occasion a

downward chanae in the ratings. In this regard, the Board

notes that one of the Company i s expert wi tnesses acknowledged

that the tax treatment question was only one of a number of

variables involved in the determination of a bond rating.

TCPL also expressed some concern that a change in tax

treatment by the Board could be considered by the publ ic and by

the securi ty-rating agencies as a change in the regulatory

climate in which the Company operates. It is noted, however,

that no change in the security ratings of TCPL occurred at the

time of the swi tch from flow-through to normal ized.

Dur ing the hearing TransCanada i s wi tnesses put

considerable emphasis on the need for consistency of regulatory
decisions. The Board recognizes that the regulatory climate in

which utilities operate is a significant factor in maintaining

the financial integrity of utilities. However, the maintenance

of mechanical consistency of decisions over time is only one of

the factors to be considered. As circumstances change and as
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the economic climate in which a utility operates also changes,

it is necessary that the effect of procedures based on past

decisions be examined to decide whether continuation of those

procedures would result in the tolls still being just and

reasonable.

After giving full consideration to the evidence submitted

both by the Company and intervenors and the arguments presented

by the various parties, the Board has concluded that the

allowance for income tax to be included in TransCanada' s tolls

should be calculated on a flow-through basis.

In deciding on this treatment, the Board considers that

the allowance for income taxes to be included in the tolls for

this test year should be equal to the tax calculated wi th

respect to the income for the test year. No adjustment will be

made at this time to the balance of deferred taxes that has

accumulated from the use of normalized taxes in past periods.

( i i ) "Stand-Alone" versus "Non-Stand-Alone" Tax Treatment

As it has since its 1980 appl ica tion, TransCanada

requested in the current case that its allowance for income

taxes be calculated on a stand-alone basis. This essentially

involves calculating the income tax allowance to be included in

the Company's tolls as though the pipeline operations subject

to the jurisdiction of this Board were its only business

activity. Such an approach operates to disregard items of

non-utility income and expense which, on a net basis, may serve
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to reduce the Company's actual tax liability below that

provided for in its tolls.

The Board accepted this approach in its 1980 Decision.

The matter was reviewed at some length in the 1981 hearing and

the Board reaffirmed the appropriateness of this method in that

Decision. This was not a major issue in the current hearing.
The Board considers it appropria te to calculate the allowance

for taxes in this test year on a stand-alone basis.

(iii) Corporate Surtax

By way of extending the basic stand-alone treatment

perm i t ted the Company, TransCanada al so requested that the

corporate surtax(l) be reflected in its tolls. The Board

den ied the same request in its 1980 TransCanada Dec is ion, on

the basis that the Company would not be in a tax paying

posi tion and no surtax would be payable. The surtax was not

included in the Company1s 1981 Rates Application.

When tolls are calculated using the flow-through method

for the allowance for income tax and income taxes are being

pa id, the corpora te surtax is an expense ac tual ly incurred in

respect to utility income. In the particular circumstances of

this case, the Board considers it appropriate to include the

corpora te surtax in the allowance made for income taxes.

(1) Fi rs t hav ing been ins t i tuted wi th respect to the years
1980 and 1981, the Federal Government proposed, in its
Notice of Ways and Means Motion of 12 November 1981, to
extend through 1982 and 1983 the surtax on Federal Part 1
taxes payable as calculated by corporations under the
I ncome Tax Ac t. For 1982 the ra te appl icable is five
percent, while for 1983 it reduces to 2.5 percent.
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(iv) Specific Items to be Included in the
Tax Allowance Calculation

(a) Non-Allowable Amortization of Debt Discount and
Expense

This item comprises a number of individual amounts, one of

which relates to foreign exchanae losses on bond redemptions.

In information filed early in the proceedinas, TransCanada had

shown the foreian exchanae losses of $2,593,000 as an effective

increase in taxable income. This approach effectively reduced

the debt-associated financial charges collected in the return
on rate base to a level that reflected their actual

deductibility for tax purposes. In a later revision, however,

the Company included the foreian exchange loss item as a

reduction of taxable income. While this was brought to the

Company i S attention durina cross-examination, its final

rev isions to the components of the tax calculation did not

include an adjustment for this item. As the Board believes

TransCanada to have inadvertently overlooked this item, it has

made the relevant adjustment in the tax calculation appearing

below.

(b) Tax Credit for Canadian Gas Research Institute
Contributions

One of TransCanada' s wi tnesses, when cross-examined by an

intervenor, stated that the Company would be el ig ible to

receive a tax credit of five percent in respect of its
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contributions to the Canad ian Gas Research Insti tute. The

witness agreed that the application did not reflect the tax

credit and that it should be updated to include such a credit.

However, the tax cred it was not included by the Company in its

final revisions. The Board has, therefore, adjusted the tax

allowance by deducting a tax credit equalling $13,000 (five

percent of $260,000).

(c) Reduction in Taxes Payable to the Government of
Ontario Due to Additional Capital Cost Allowance

During the hearing, TransCanada filed ev idence outl ining

the effects of the recent Province of Ontario Budget on the

Companyl s application. The Provincial Government had elected

not to follow the Federal Government in requiring capi tal cost

allowances to be calculated at one-half the normal rate in the

year an asset ls acquired. Thus, wi th respect to Ontario taxes,

the Company would be allowed to claim the full Capi tal Cost

Allowance ("CCA") rate on assets in the year in which they are

acquired. In the final rev isions to its appl ication TCPL did

not reflect this change. The Board has determined the

additional CCA the Company will be able to claim for Ontario

corporate tax purposes to be $17,812,000. As can be seen in the
computation appearing at page 4-10, the applied-for tax factor

of 0.51175 7 (1-.51175) is multiplied by the utility income base

in comput ing TransCanada i s overall tax allowance. The portion

of this factor relating to Ontario is given by the fraction

0.08686 7 (1-.51175), the numerator of which is the effective

Ontario rate as reflected in the Company1s application. In



4-10

order to reflect the Ontario Budget plan wi th respect to CCA, the

Board has adjusted the basic flow-through tax allowance downwards

by an amount of $3,168,755, which is equal to the additional CCA

available in Ontario multipl ied by the above fraction, viz:

$17,812,000 x (.08686 ~ (1-.51175)).

(v) Flow-through Tax Calculation

Based on all of its findings with respect to rate base,

rate of return and income tax matters, the Board has computed

$58,581,567 as the amount of income taxes to be included in the

Company's tolls. This computation is presented on the following

paqe.
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UTILITY INCOME AFTER TAX

Adjustments to Utility Income After Tax

ADD

Deprec ia t ion
Capi tal Gains
Non-Allowed Amortization of Debt

Discount and Expense

DEDUCT

Overhead Capi tal i zed
Capi tal Cost Allowance
El ig ible Capi tal Expend i tures
Non-Allowable Amorti za tion of Debt

Di scoun t and Expense
Inven tory Allowance
Preferred Share Issue Costs
Interest AFUDC

UTILITY INCOME AFTER TAX, AS ADJUSTED

Util i ty Income Tax Allowance
.51175 X $58,927,097

1-.51175

$138,488,453(1)

89,880,721
5,460,821

1,401,328

1,335,341
139,635,000(2)

93,582

12,750,574
821,677
860,000

20,808,052 (3)

$ 58,927,097

61,763,322

Adjustments to Utility Income Tax Allowance Re:

Tax Cred it for Canad ian Gas Research
Inst i tute Contributions

Reduction in Taxes Payable to Ontario
Due to Add i tional CCA

UTILITY INCOME TAX ALLOWANCE, AS ADJüSTED

(13,000)

(3,168,755)

$58,581,567

1. Equals the allowed rate base multiplied by the sum of the allowed
weiqhted average costs of preferred and common equi ty capi tal
i.e., 2,375,445,166 x (.0135 + .0448).

2. Revised to reflect Board adjustments attributable to rate base
deletions (Table I, page 2-2).

3. Revised to reflect allowed rate of return on rate base.
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CHAPTER 2

Rate Base

TransCanada's proposed rate base, as
filed, was tre average projected utilty investment
(exclusive of Alberta) for the test period from

1 August 1983 to 31 July 1984. For the reasons
indicated hereafter, the Board has adjusted the
test year rate base in the following manner:

Rate Base
Test Year Augu s t 1983 to 31 July 1984

App 1 i ca t ion ( 1 )
Appl icat io? NEB Aut hor i zed
As Revised 2) Adjustments by NE

Gross Plant $3,304,920,571 $3,305,069,787 $1,899,760 $3 , 3 06 , 969 , 547

Accuinu 1 at ed
Depreciat ion (707,490,944) (706,005,787 ) (6,044,453) (712,050,240)

Cont r i but ions
in Aid of
Construct ion (6,659,957) (6,659,957) (6,659,957)

Net Gas Plant $2,590,769,670 $2,592,404,043 $(4,144,693) $2,588,259,350
Work i ng
Capi tal 83,685,931 83,685,931 (65,822) 83,620,109

Average Deferred
Incan Taxes (75,868,922) (75,868,922) (75,868,922)

Other Deferred
Cost s 2,478,341 2,247,929 (3,334,806) (l ,086,877)

To tal Rate
Base $2,601 ,065,020 $2,602,468,981 $(7,545,321) $2,594,923,660

(I) Appl icat ion dated 31 January 1983 as runded by TCL appl icat ion dated
29 April 1983.

(2) On 15 June 1983 TCPL fi led exhibits #2fì6 and 266A updating the
application incorporating various changes based on matters raised
during the hearing.

3



2.3.2 Materials and Supplies

The test year level of materials and
supplies was forecast to increase 26.5 percent over

the base year level. TransCanada reported that

$1,082,595 of the test year level was due to
material surplus to security. It was explained that

this material represents good and useable material
surplus from construction projects, which has a
foreseeable future use either on future
construction projects, as security stock, or for
maintenance of the system. The Board has,
therefor.;, accepted this level for the test year,
but wil be monitoring the amount of material
surplus to security.

2.4 Average Deferred Income Taxes

The amount of deferred income taxes to
be deducted in computing rate base shall consist of
the balance of $75,868,922 shown to be out-
standing at the beginning of the test year in the
Company's application.

2.5 Other Deferred Costs

2.5.1 August 1982 Sales Revenue Deficiency

TransCanada included in Other
Deferred Costs the average unamortized balance
of the August 1982 sales revenue deficiency in the

amount of $4,242,850. The Board has decided not
to allow the recovery of the deîiciency (Refer to
Sections 4.3.2 and 4.8.1), and accordingly has
reduced Other Deferred Costs by $4,242,850.

2.5.2 Sale of Facilities to NOVA

TransCanada included in Other Defer-
red Costs the amount of $908,044 representing the

average unamortized balance of the Gain on Sale
of Pipeline Facilities to NOVA. As the Board has
decided that the gain on sale should be accounted
for as that of an ordinary retirement, as described

in Section 2.2.1, the amount of $908,044 has been
eliminated from Other Deferred Costs.

7



CHAPTER 3

Rate of Return

In its current application TransCanada

submitted that a deemed capitalization should
form the basis for the determination of its allowed

rate of return on rate base.

The applied-for capitalization and
corresponding individual and overall requested
rates of return are shown below.

Deemed Average Capitalization and
Requested Overall Rate of Return

for the Test Year Ending 31 July 1984

Cost Cost
Amount Ratio Rate Component
($000) % % %

Debt
- Funded 1,549,066 57.28 14.36 8.23
- Unfunded 1 ,851 .07 13.50 .01

TOTAL DEBT
CAPITAL 1,550,917 57.35 8.24

Preferred
Share
Capital 341,970 12.65 10.44 1.32

Common
Equity 811,238 30.00 16.50 4.95

TOTAL CAPI-
l' ALIZA TION 2,704,125 100.00 14.51

The implementation of a deemed
capitalization for rate-making purposes was first
proposed by TransCanada and accepted by the
Board in 1980, subsequent to the Company having
embarked upon a major program of diversi-
ficationl. The deeming of capitalization is
intended to ensure that the ratepayer is required
to pay tolls which reflect a capitalization which is
consistent with the business risks of the regulated
pipeline operations and which incorporates those
costs of capital used to finance utility assets. It is
for this basic reason that the Board continues to

approve the use of a deemed capitalization in
relation to the Company's current application.

1. Prior to 1980, TransCanada's actual corporate
or consolidated capitalization had been used
as the basis for establishing the rate of return

which the Company was allowed to earn on its
rate base.

The total of the deemed capitalization
amount comprises the sum of the Company's inside
and outside Alberta rate bases and gas plant under
construction.

The composition of this capitalization
together with matters relating to the individual
capital cost rates is discussed below.

3.1 Inclusion of GPUC in Capitalization

In its 1982 Reasons for Decision, the
Board directed the Company to address the matter
of including gas plant under construction (GPUC)
in total capitalization at the time of its next toll

application.

A witness for the Company took the
position that investors view GPUC as no different
from GP1S and that it is appropriate to include
GPUC in the utility capitalization in order to
provide for the recovery of the costs of financing
this activity.

In the present application, the inclusion

or exclusion of GPUC from the applied-for
capitalization would leave the rate of return on
rate base unchanged. This is largely due to the
relatively small size of the Company's planned
construction program for the test year.

Under the circumstances of this case,
the Board approves the inclusion of GPUC in the
total capitalization used for rate-making purposes.

3.2 Funded Debt

The funded debt component of the
deemed capitalization represents the average
principal of debt capital associated with the utility
investments projected to be outstanding during the
test year. This element consists of debt which has

been specifically identified as utility-related. The

Board approves the inclusion of this debt in the
capital structure used for rate-making purposes.

The computation of the embedded cost
rate of this debt is shown in Appendix VI of this
decision. This cost rate has been computed on a
basis consistent with that employed in the 1982
proceeding. The Board accepts the applied-for
cost rate of 14.36 percent.

\)



3.3 Unfunded Debt

This element of the total capitalization
represents debt which the Company expects to be
issued on a \~ng-term basis du¡ing the course of
the test year. i)

TransCanada requested that this debt be
casted at a rate of 13.5 percent. However, the

testimony of its expert witness indicated that the
prospective rate at which the Company could
borrow during the test year lay in the upper half of
the range of 12 to 13 percent which he considered

as being applicable to high quality corporate credits.

During cross-examination, the expert

witness for CPA/IPAC expressed the opinion that
the rate at which TransCanada could presently

borrow would lie more in the middle of this range
and that the level of interest rates over the
remainder of the test period would be little
different from those now being observed.

Having regard to the
presented, the Board has decided to
unfunded debt component of the
capitalization at a rate of 12.5 percent.

evidence
cost the

allowed

3.4 Preferred Share Capital

The applied-for preferred share capital
represents the average stated capital of preferred

share issues associated with utilty investments
projected to be outstanding during the test year.

The applicable cost rate was calculated in a
manner consistent with prior applications. The
Board accepts the applied-for cost rate of 10.44
percent.

3.5 Common Equity

3.5.1 Common Equity Ratio

As indicated at the outset of this
Chapter, the use of a deemed capital structure for
rate-making purposes began following Trans-
Can&.da's diversification into non-utility

(1) This element is derived by subtracting
funded debt, preferred share capital and
com mon equity capital from the total
capi talization.

10

activities. The dollar value of the elements of the
deemed capitalization relating to funded debt and
preferred shares currently represents the test year

average amounts which can be traced, in effect,
directly to the utility operations.

By contrast, the dollar value of the
common equity component results from multi-
plying the total capitalization, which is pre-
determined as the sum of the inside and outside
Alberta rate bases and GPUC, by a common equity
ratio. This dollar value is dependent therefore
upon the selection of an appropriate value for the
deemed common equity ratio.

In the current proceeding, TransCanada
requested that a deemed common equity ratio of
30 percent be employed for rate-making purposes
as opposed to the 28 percent ratio fixed by the
Board in relation to the Company's 1982/83 test
year.

In its final argument, TransCanada took
the position that a return to the 30 percent
deemed common equity ratio allowed the Company
in 1980 and 1981 was warranted, essentially
because of increases in the levels of business risks
confronting the Company and improvements in the
residual capitalization underpinning its non-utility

activities. TransCanada also asserted that the
proportions of debt and preferred stock contained
in its applied-for capital structure are within the
range of ratios approved by the Board in earlier
cases; that the 30 percent applied-for equity ratio
was at the low end of the range exhibited by other
high quality Canadian utilities; and that the
allowance of the 30 percent equity ratio woulò
assist it in maintaining its relative credit standing
in the capital markets.

In the Board's view, the evidence did not
establish that a significant change in the business
risk confronting the Company's utility operations
has taken place since the 28 percent deemed
common equity ratio was found to be appropriate
by the Board in 1982.

With respect to the maintenance of an
internal balance as bet ween the debt and equity
elements of the deemed capital structure, no
evidence was presented that the use of a 28
percent deemed common equity ratio has
adversely affected the financial flexibility or
credit worthiness of TCP Us utility operations.



In relation to the residual capits.lization

underpinning its non-utilty activities tIJ, the
Company asserted that changes have taken place
since the time of its last toll hearing which should

remove any conJefn about the potential for
cross-subsidization 2 . In this connection TCPL put
forward financial data in relation to the 1982/83

and 1983/84 test years which indicated an increase
in the amount of common equity underlying the
non-utilty activities. In addition, the Company
submitted that the reasonableness of the capital
structure supporting the non-utility activities
should also be assessed in terms of its debt ratio;
This approach effectively involves considering the
deferred taxes contained in the non-utility capital
structure as constituting equity or quasi-equity
funding.

In this regard, the expert witness for one
intervenor took the position that, while some
weight should be given to deferred taxes in this
context, the deferred tax and common equity
elements were not, in his view, strictly additive.
Also, several intervenors who addressed the matter
in the current proceeding expressed concern that
the potential for cross-subsidization has not been

eliminated.

The Board was not convinced by the
evidence presented by the Applicant that an
increase in the common equity ratio from the level
allowed in its previous decision is warranted.
Accordingly, the Board maintains the 28 percent
common equity ratio for the current test year.

(l) This capitalization is obtained by subtrac-

ting the dollar values of the various
components of total capital deemed to
apply to the utility operations from those
actually existing in the Company's con-
solidated capitalization.

(2) CI'oss-subsidization may be implied to the
extent that the ratepayer is required to
reimburse the Company in respect of equity
capital which in fact is required for
non-utility activities. Such a view may be
taken when the deduction of the common
equity contained in the deemed utility
capitalization from that present in the
consolidated capitalization yields a residual

to support the non-utility operations which
is apparently less than that which would
ordinarily be required to finance such
riskier operations on a stand-alone basis.

3.5.2 Rate of Return on Common Equity

TransCanada applied for a rate of return

on common equity of 16.50 percent, as compared
to the currently allowed rate of 16.00 percent. In
requesting this rate of return, the Company relied
upon its expert's recommendation for a rate of
16.50 to 16.75 percent. In arriving at his
recommendation, the Company's witness consid-
ered the equity risk premium, discounted cash flow
(DCF) and comparable earnings approaches to
estimating the cost of equity capitaL.

CPA and IP A C presented joint evidence
in this matter and recommended a rate of return
of 14.25 to 14.75 percent. In making this recom-
mendation, their expert witness relied primarily on
the DCF approach accompanied by an analysis of
the appropriateness of the equity risk premium
implicit in the result obtained from that technique.

The Ministry of Energy for Ontario also
presented evidence in this matter and recom-
mended a rate of return of 14.50 to 15.00 percent.
In making this recommendation, their expert
witness considered the equity risk premium, DCF
and comparable earnings approaches to estimating
the cost of equity capitaL.

Through his application of the equity
risk premium approach the Company's witness
estimated that the investors' required rate of
return (IRR) in respect of TCPL lay in the range of
15.25 to 16 percent. This IRR level incorporated
an equity risk premium of 2.5 to 3.0 percent over
the witness' estimate of the long-term corporate
debt rate that would be applicable to TePL in
1983, which lay in the upper half of a range of 12.5

to 13.0 percent. The witness concluded from an
analysis of historical studies that the long-term
expected equity risk premium over expected
long-term corporate debt returns lay in the range

of at least 4 to 5 percent for the com man equity
market as a whole. The witness then judgment ally
adjusted this range downwards to 2.5 to 3 percent
in order to recognize the lower risk of utility stocks.

In applying the DCF technique, the
witness elected not to rely upon an analysis of
several years of historical data. This was due to
his belief that investors' future growth expec-
tations should not be based on inflated historical
growth rates in earnings which were experienced
in many cases during the periods he examined.
The witness also pointed out that if the historical

growth rates of periods such as 1982 in which
earnings declined sharply were used, future growth
expectations would be understated in many cases.
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Thus, the witness essentially relied on
market-derived ilustrations of the IRR level of
two utilities which he viewed as being proxies for
TCPL on a stand-alone basis. The indicated IRR
range for each of these companies based on the
witness' analysis was 15.2 to 16.2 percent. The
witness adopted the lower half of this range of 15

to 15.5 percent because it was his opinion that
these two utilties would find it difficult to
achieve growth much above 9 percent on their
regulated operations. The witness then adjusted
this IRR range to a level of 15.25 to 15.5 percent

to reflect his view that TCPL was slightly more
risky than the two utilties in question. The
expert witness also arrived at another ilustration
of the DCF cost of capital through an examination

of the major bank stocks in Canada. The indicated
IRR level of 16.5 to 18.5 percent for these stocks
confirmed in the witness' mind the conservative
nature of his forecasted IRR levels for both TCPL
and the other two utilities which he examined.

Having established his estimated IRR
range for TCPL of 15.25 to 15.5 percent, the
witness proceeded to express it in terms of what
he viewed as an appropriate rate of return on book
equity range of 16.75 to 17 percent by employing

a market-to-book ratio of 1.2. The witness
believed that a company such as TCPL should
strive to maintain a market-to-book ratio of 1.2 to
permit the attraction of equity capital without

diluting existing shareholders' equity and impairing
the financial integrity of the CDmpany. The
expert witness then adjusted this range downward
by 25 basis points to a level of 16.5 to 16.75
percent to take into account his view that
industrial companies are not earning adequate
rates of return in 1983 and it wil be at least 1984

before their returns become adequate again. This
range implied market-to-book ratios ranging from
1.1 to 1.2.

VI ith respect to the comparable earnings
test, the witness set forth financial data on 21

high grade industrials which were selected on the
basis of having been awarded a credit rating of A

or better by either of the two Canadian bond
rating services as well as having a broad market
following. The witness stated that returns earned
by such companies in 1982 were inadequate and
even though earnings prospects for 1983 were
miich brighter, it was his view that these returns
would also be inadequate. For 20 of the 21
industrials of his sample, the witness presented
expected average and median rates of return on
common book equity in 1983 of 13.51 and 14.05
percent respectively. In this regard, the witness
took the view that, under current circumstances,

utilities should be able to earn returns in 1983
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above the average of those that can be expected by
industrial companies of comparable investment risk.

The witness for CPA/IPAC arrived at his
rate of return recommendation by first applying
the DCF technique to a sample of 19 low risk
non-utilty companies. His estimate of the IRR for
this group of companies lay in the range of 12.4 to
14.6 percent. Because of his view that the utility

activities of established Canadian gas transmission
companies are of lesser risk than the low risk
non-utilities included in his sample, the witness
adopted an IRR range of 13.6 to 14.1 percent as
being relevant to the former companies. The
witness then added 65 basis points to his IRR range
to arrive at his final rate of return recom-
mendation of 14.25 to 14.75 percent. He indicated
that the additional 65 basis points were added to
protect the investor in TCPL from a number of
possible eventualities which might materialize
during the test year and beyond, including the risk

of dilution should new equity capital have to be
raised under adverse market conditions.

During cross-examination, the witness
noted that, after having made his final
recommendation, the dividend yield for his sample
of industrials had decreased slightly over the
period March to May 1983. The witness pointed
out that associated with the decrease of the
indicated dividend yield from the level of 3.9
percent for the first three months of 1983 was
probably a more optimistic prospect for growth on
the part of investors.

With respect to the risk premium im-
plicit in his final rate of return recommendation,
the expert witness stated in his testimony that the
spread bet ween his recom mendation and long-
term Government of Canada bonds as of mid-April
1983 was 2.75 to 3.25 percent. It was noted during
cross-examination that as of late May 1983, the
same spread implicit in his final rate of return
recommendation of 14.25 to 14.75 percent had
increased to 2.95 to 3.45 percent. In this regard,
the witness stated that, to the extent there has

been a consistent downward movement in
Government bond yields since his testimony was
prepared, he would be more inclined to focus on
the middle of his 14.25 to 14.75 percent range.

Citing the declines in long-term bond
and dividend yields as well as what it felt to be the

optimistic nature of the growth rate reflected in
its witness' recommendation, CPA/IPAC took the
position in final argument that the rate of return
on common equity should be fixed at the lower end
of the 14.25 to 14.75 percent range.

In his Iìpp1ication of the equity risk

premium approach, the expert witness for the



Ontario Ministry of Energy examined the historical
risk premium achieved in different classes of stoC'k
investments on the Toronto Stock Exchange (T~E)
over the yields of long-term Canada bonds during
the past twenty years. The witness concluded
from his analysis that investors in shares of.. risk
comparable to that of the average stock traded on
the TSE should expect a premium .in the long run
of 2 to 3 percent over the yields of long-term
Canada bonds. The witness proceeded to add. this
premium to the long-term Canada bond yields of
11.50 percent available at the time he prepared his
testimony to arrive at a cost of equity ~apit'81 of
13.5 to 14.5 percent for a security of average
market risk. The witness then adjusted this range
downwards to a level of 12.96 to 14.36 percent in
recognition of the lower risk associated with
utilities when compared with the other sub-indices
of the TSE.

With respect to the comparable earnings
test, the witness reviewed historical returns on
book equity for both utility and industrial company
samples over the periods 1972 to 1981 and 1977 to
1981. However, essentially because of his belief
that returns on book equity are highly distorted by
accounting procedures in the current inflationary
environment, the witness indicated that he had not
placed reliance on this method in arriving at his
recom mendation.

With respect to the DCF approach, the
witness reviewed the yields and historical growth
rates of a sample of utilities, asserting that the
greater stability inherent in utilities leads to
greater predictability in the growth factor involved
in the DCF approach. In arriving at his estimate
of 13.70 to 14.11 percent, the witness calculated
the average and median dividend yields and
historical growth in earnings for his sample of
utilities. The witness then deducted 2.2 percent
from the expected growth rate because of his
observation that the rate of inflation of 7.4
percent in place at the time he prepared his
testimony was less than the average inflation rate
over the past ten years by that amount. During
cross-examination, the witness agreed that the
dividend yield figures in his analysis would reflect
to some extent the expectation of lower interest
and inflation rates, but that he considered his 2.2
percent downward adjustment to be quite
conservative in light of the currently forecasted

l'ates of inflation of 6.0 to 6.5 percent.

Based on the i'esults of the equity risk
premii;¡n and DCF approaches, the witness
concluded that the lRR level applicable to TCPL
was 13 to i 4 percent, unadjusted for market
pressure. li ppJying a market-to-book ratio of 1.1
to this !'8sult to allow for market pressure led the
witness to conclude that a range of 14.3 to 15.4

percent was appropriate. In recognition of a
number of allowances incorporated in his overall
analysis, the witness judgmentally adjusted this
range to a level of 14.5 to 15.0 percent.

The determination of an appropriate
rate of return on common equity involves the use
of methods which are necessarily indirect and
subject to the exercise of judgment. Based upon
its consideration of all of the evidence presented
and having regard to the decline in interest and
inflation rates since the Company's last toll
hearing as well as its decision in respect of the
common equity ratio, the Board finds 15 percent
to be a fair and reasonable rate of return on the
common equity.

3.6 Rate of Return on Rate Base

Based upon its findings of this case, the
Board has decided that a rate of return on rate
base of 14.00 percent is fair and reasonablel. The
derivation of this rate of return is provided below.

Amount Ratio
($000) %

Cost
Rate

%

Cost
Component

%

Debt
- Funded
- Unfunded

$1,549,066
50,501

57.45
1.87

14.36
12.50

8.25
0.23

TOTAL DEBT
CAPITAL $1,599,567 59.32 8.48

Preferred
Share
Capital $341,970 12.68 10.44 1.32

Common
Equity 755,042 28.00 15.00 4.20

TOTAL CAPI- (2)
TALIZATION $2,696,579 100.00 14.00

1. A comparison of the rates of return previously
authorized, applied for and approved in this
Decision is provided in Appendix V.

($000)

2. Rate Base
Outside Alberta $2,594,924

Alberta Rate Base 88,463

Gas Plant Under
Construction 13,192

$2,696,579
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