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1. BACKGROUND & APPLICATION

By letter dated November 24, 2006, the Northwest Territories Power Corporation
(“NTPC, the Corporation”) submitted to the Northwest Territories Public Utilities
Board (“the Board”) its Phase 1 General Rate Application (“GRA, Application”)
for the fiscal years April 1, 2006 to March 31, 2007 and April 1, 2007 to March
31, 2008 (“Test Years”).

In its Application (Ex.2), the Corporation requested an order or orders of the
Board to approve the 2006/07 and 2007/08 Revenue Requirement at $79.909
million and $84.331 million, respectively, including approval as required of the
operating and maintenance expenses, amortization expenses and return on rate
base. NTPC is also requesting an order or orders of the Board to approve the
forecast 2006/07 and 2007/08 Rate Base, approve revised Terms and Conditions
of Service, approve revised Maximum Corporation Investment levels,

stabilization funds and accounting provisions.

Pursuant to the provisions of section 13.(1) of the Rules of Practice and
Procedure, the Board, by letter dated November 30, 2006, directed NTPC to
publish notice of the public hearing of the GRA in newspapers that circulate in
the Northwest Territories. The notices published in December 2006 included
details and schedule of the GRA, and invited interested persons to file a request

with the Board for intervenor status (Ex.1)

By letter dated December 4, 2006, NTPC informed all communities that they had
filed a GRA with the Board (Ex. 21).
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NTPC, by e-mail dated December 18, 2006, advised all registered parties, that
the Corporation would be holding a technical workshop on January 8, 2007 in

Yellowknife.

NTPC, by e-mail dated January 9, 2007, provided all registered parties with a list
of parties who attended the workshop, a copy of NTPC’s presentation and a list
of undertakings (Ex. 3). NTPC responded to the undertakings on January 12,
2007 (Ex. 4).

Interested parties were provided the opportunity to make request further
information through information requests of NTPC and to file evidence. The
requests elicited written responses from NTPC. Written evidence was filed on
behalf of the City of Yellowknife and the Towns of Fort Smith and Hay River
("Hydro Communities” “HC”) by letter dated February 23, 2007 and on behalf of
the communities of Fort Liard, Fort Simpson and Inuvik (“Thermal Generation
Communities” “TGC”) by letter dated March 16, 2007. Information requests
were issued by the Board and NTPC to the HC and the TGC in response to their
written evidence. All written information requests by the Board and intervenors
together with the responses were made available to all parties before the

hearing.

The Corporation submitted a letter, dated May 16, 2007, setting out certain
revisions to its GRA and supporting materials (Ex. 13).
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2. PUBLIC HEARING

The hearing was held in the City of Yellowknife on May 23, 24 and 25, 2007.
During the course of the hearing, members of the public who had not requested
intervenor status were invited to participate in the proceeding. NTPC’s panels
were cross-examined by counsels for the HC and the TGC on the elements of
the GRA. The TGC and HC panels were cross-examined by the counsels for the
NTPC.

Board staff examined NTPC’s panels and the interveners’ panels with respect to
a number of issues arising out of an analysis of the Application, including
community specific issues. During the hearing, NTPC provided responses to a

number of undertakings given at the hearing.

All parties, at the hearing, agreed to file Argument by June 18, 2007 and Reply
Argument by June 29, 2007.

TGC, by letter dated June 8, 2007, requested an extension to the Reply
Argument from June 29, 2007 to July 3, 2007, because their consultant was
involved in another proceeding commencing the week of June 27, 2007 and
attending a regulatory conference during this period. By letter dated June 13,

2007, the Board approved the requested extension to July 3, 2007.
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3. RATE BASE

This section of the Decision examines the issues raised with respect to
determination of the Corporation’s rate base for the test years. Rate base

includes gross plant in service and working capital.

3.1 Gross Plant in Service

This section of the Decision examines the issues raised with respect to
determination of the mid year gross plant in service.

3.1.1 L199 Re-commissioning

The L199 transmission line experienced difficulties with respect to splices in
1996/97. The line was recommissioned in 1999 and the Corporation sought to
include the costs of the recommissioning in its rate base at the 2001/03 Phase 1
GRA. At the time, NTPC was also pursuing legal claims against various parties

who were involved in the initial construction of L199.

Pursuant to the 2001/2003 GRA Negotiated Settlement (“01/03 Settlement”), the
L199 recommissioning expenses were not included in NTPC's rate base pending
resolution of the outstanding legal claims. NTPC was to establish a deferral
account to record the expenditures made to recommission the transmission line,
which accrued interest at the rate used for the Corporation’s fuel and water

stabilization funds.
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The 01/03 Settlement further provided that “Following the final resolution of the
existing litigation respecting the Transmission Line L199, the Corporation will
apply to the Board to determine the final disposition of the balance in the deferral

account.”

The total cost of the project was $3.494 million. Interest charged to the deferral
account since the 01/03 Settlement totals $0.765 million. The net recoveries from
the legal claims were $1.191 million ($1.605 million gross proceeds minus $0.414
million legal and related costs). Consequently, the net addition to rate base is
$3.068 million.

The HC submitted customers have already paid once in rates for the construction
of the L-199 line and as a result of its having failed prematurely, they are being
asked to pay again for all portions of the loss not assumed by one of the parties
to the lawsuit (other than NTPC) through the 01/03 Settlement.

The HC noted the difference between the reported project costs of $3.494 million
and the gross proceeds of the 01/03 Settlement of $1.605 million is $1.899
million. The HC submitted pursuant to Section 49 of the Public Utilities Act
(“PUA™) R.S.N.W.T. 1988, c.24 (supp.), the Board is to determine a rate base
based on prudent costs. The Board is not empowered to reward the utility for the
financial consequences of negligent (imprudent) behavior on its part. This is true
whether the imprudence is characterized as the failure to properly inspect the
splices and dead ends, as alleged by the parties to the lawsuit, or a failure to
ensure that there were prudent contractual arrangements with contractors
including the reasonable provisions for insurance and guarantees of proper

workmanship and materials that a prudent owner would require.
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The HC submitted failure on the part of NTPC to be prudent in this regard, should
not lead to increased rate base or increased rates for customers. In light of the
fact there is no evidence that the lawsuit was not pursued vigorously, and given
that the deferral account, including interest, can be interpreted as arising at the
request of customers at the time of approval of the 01/03 Settlement, the HC
requested a reduction to the direct or “hard costs” identified by NTPC in Chapter
6 of Exhibit 2. Accordingly, the HC submitted that the net addition to rate base of
$3.068 million requested by NTPC should be reduced by $1.899 million, being
the difference between the total cost of the project and the amount recovered in
the 01/03 Settlement. (HC Argument, p. 53 — 54)

In its reply argument, NTPC submitted that there is absolutely no evidence on the
record with respect to the degree or truth that NTPC’s inspection of the splices
during the original construction of the transmission line was inadequate. The
Corporation stated the HC called no evidence on the inspection procedures
followed by prudent utilities when supervising contractors on transmission
projects, nor did they request any evidence on NTPC’s own procedures in
respect of this project to permit a comparison in support of their allegation. NTPC
submitted the HC provided no evidence that any inspection process
commensurate with industry-standard practices in 1989 (which would clearly
meet any reasonable test of prudency) would have uncovered the inadequate
splices. The only material filed in this proceeding that relates in any way to the
inspection of splices are the unsworn Statements of Defence filed by parties that
were being sued by NTPC — which parties went on to pay substantial sums to
NTPC in order to settle said lawsuit. NTPC submitted it is important to recognize
that the allegations made by the Defendants reflect typical defendant pleadings,
and were never proven or conceded by the Corporation. Consequently, the HC

have failed to rebut the presumption of prudence and the Board has no basis
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whatsoever on which to make a finding of fact with respect to NTPC’s 1989
inspection practices in relation to the splice failures.

With respect to the prudent contractual arrangements issue raised by HC, NTPC
stated its contract with MacGregor Construction Ltd is not in evidence in this
proceeding. The HC did not request it be put into evidence, nor did they call any
evidence in respect of the contractual terms that “a prudent owner would require”
to contrast to the contents of NTPC’s contract with MacGregor Construction Ltd.
The Corporation submitted such evidence could have been secured, for
example, by expert testimony in regards to utility contracting procedures at the
time of the 1989 contract, had the HC sought to have the Board make this
determination. NTPC stated the HC have failed to rebut the presumption of
prudence and, absent any evidence addressing contracting standards of the day,
there is no basis for the Board to make a finding on NTPC's contractual
arrangements with its L199 contractors. (NTPC Reply, p.38)

The NTPC submitted that the HC Argument is entirely premised on the fact that
the Corporation agreed to settle the case for $1.605 million, rather than proceed
to trial to pursue full recovery of the recommissioning costs; consequently, the
HC conclude that a full finding of fault on the part of the defendants (and not on
NTPC) is unavailable and further suggest that as a result, NTPC should be
viewed to be partially at fault for the failures. NTPC stated this conclusion is
incorrect and not appropriate. NTPC stated the reasons for its decision to accept
the settlement, and not to proceed to trial, include the costs of a lengthy trial
(which may not be all recovered even if the Corporation won at trial), the
evidentiary difficulties stemming from the fact that the construction project was
completed nearly 20 years ago and many of the parties to the project were no
longer available, as well as substantial concerns over the ability of certain

defendants to be able to satisfy any significant judgment against them. The
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Corporation submitted a concern about a potential finding of fault did not factor
into the Corporation’s decision to settle the lawsuit. The Corporation submitted
further that the decision of a plaintiff to accept a substantial sum of money in
settlement of its lawsuit does not reflect an admission of negligence or even
partial negligence on its part and any insinuation to this conclusion is wholly

inappropriate.

Views of the Board

The Board is of the view that any disallowance of costs must arise from clear
evidence that the Corporation was negligent in its actions with respect to the
L199 repair project or that the management of the project or the lawsuit was in
some other way imprudent. Based on the evidence in this proceeding, the Board
finds that there is not sufficient evidence to arrive at a finding the Corporation
was negligent, nor is there other evidence of poor management in respect of the
L199 project or of a lack of prudence on the Corporation’s part. Accordingly, the
Board will allow the Corporation to include the $3.068 million cost of the L199

transmission repair in rate base for the 2005/06 fiscal year.

The Board expects NTPC, in its dealings with contractors, to establish prudent
contractual arrangements including the reasonable provisions for insurance and
guarantees of proper workmanship and materials that a prudent owner would

require.
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3.1.2 Fort McPherson Power Plant

The Corporation included the following rate base additions in 2004/05 and
2005/06 with respect to a plant rebuild and other improvements resulting from a

fire in the community of Fort McPherson:

2004/05 2005/06 Total

$000 $000 $000

Diesel power plant additions 7336 660 7996
Insurance proceeds -5085 0 -5085
Net Additions 2251 660 2911

NTPC indicated the $2.911 million net additions to rate base consisted of
betterments amounting to $1.896 million as well as $820,000 for capitalized
overhead expenses not covered by insurance and $193,000 deductible on the
plant rebuild. (BR.NTPC-27)

The TGC submitted there is very little evidence on the significant difference
between the forecast replacement costs ($5.5 to 7.0 million) and the actual cost
to rebuild of $9.816 million. Given the sheer magnitude of the cost of the re-build,
and the extent of cost overruns, the onus is on NTPC to demonstrate its costs
were reasonably and prudently incurred. The TGC considered the Corporation
might have incurred higher costs with respect to the project as a result of having
to complete the project within a time frame stipulated by the insurance
underwriter. TGC submitted there should be at least a 10% disallowance of costs
incurred to re-build the Fort McPherson plant for the above reasons. (TGC

Argument, p. 44)

NTPC indicated there is no evidence to suggest the Corporation incurred
additional costs due to the requirement to complete the work within a stipulated
timeframe. (NTPC Reply, p. 35)
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Views of the Board

The Board notes the actual cost of plant rebuild excluding betterment costs is
$6.1 million [$7.996 million total plant costs minus betterment costs of $1.896
million]. The Corporation recovered $5.085 million of the plant rebuild costs from

insurance proceeds.

The Board notes from the response to TGC.NTPC-55(b) that the Corporation
charged an amount of $315,000 to the reserve for injuries and damages (“RFID”)
in 2005/06 with respect to the Fort McPherson plant fire repair deductible and
items not covered by insurance. Given that the plant fire repair deductible is
already included as a charge against the RFID in 2005/06, the Board does not
find NTPC’s explanation in BR.NTPC-27 that the deductible on plant rebuild in
the sum of $193,000 included again as a component of the plant rebuild costs, to
be a credible explanation of the costs comprising the net capital additions in
relation to the Fort McPherson plant. Accordingly, the Board directs NTPC, as
part of its refiling, to reduce the opening plant balance for 2006/07 by $193,000
being that portion of the rate base addition for the Fort McPherson plant that has
not been explained nor demonstrated to be a prudent expenditure by NTPC.

3.1.3 Bluefish Generating Station

NTPC added the Bluefish generating station to rate base in 2004/05. The
purchase price plus the cost of capital works amounts to $12.603 million. In

support of the Bluefish addition to rate base, NTPC stated as follows:

“In response to BR.NTPC-9, the Corporation noted that at the time of the
purchase, the Bluefish purchase was estimated to have a positive impact
for ratepayers with a net-present value of $38.1 million. Since that time,
the economics of the purchase have been affected by a number of factors,
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most notably increases in the price of diesel fuel, offset by actual and
forecast capital improvement costs that are higher than was anticipated at
the time of the Bluefish purchase. As a result of these factor, an updated
project economic assessment was presented in BR.NTPC-9, which
indicates that the net present value benefit to ratepayers is now expected
to be $51.4 million (2005%) — an increase of 35 per cent from the forecast
at the time of the project permit application.

In summary, the Bluefish project was a prudent acquisition that is
providing benefits to customers today and will continue to provide benefits
into the future. No intervenor submitted evidence to suggest that the costs
of the project were not reasonable. The Corporation submits that the
project should be approved as part of the rate base for the test years.”
(NTPC Argument, p. 48, II. 8 - 20)

Views of the Board

The Board considers the purchase of the Bluefish hydro plant to be prudent and

approves the inclusion of the plant in rate base in 2004/05.

3.1.4 Snare Rapids Plant Upgrade

NTPC added $3.838 million in 2005/06 and proposed the addition of $1.305
million in 2007/08 to rate base with respect to the Snare Rapids plant upgrade. In

support of the Snare upgrade additions to rate base, NTPC stated as follows:

“The Snare Rapids Plant upgrade was reviewed and approved by the
Board in Decision 8-2004. The project permit application included NTPC’s
proposed budget of $4.984 million, which was specifically noted as being
a “budget level” estimate and not an “engineering pre-design” estimate.
The GRA forecast costs are $0.159 million higher and include capital
costs of $3.838 million in 2005/06 and forecast costs of $1.305 million in
2007/08 for total project capital costs by the end of the test period of
$5.143 million. A breakdown of the costs included in the $3.838 million
portion of the project was provided in response to HC.NTPC-60(a).
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The Corporation submits that the project costs included in the test period
are reasonable and should be approved.” (NTPC Argument, p. 49, Il. 15 -
23)

Views of the Board

The Board notes none of the interested parties raised any concerns respecting
the Snare upgrade additions. The Board considers the Snare Rapids plant
upgrade additions to be prudent and approves the inclusion of the plant in rate

base as proposed.

3.1.5 Aklavik Power Plant

NTPC proposed the addition of $5.298 million with respect to a new modular
power plant in Aklavik to rate base in 2007/08. NTPC indicated the existing plant
was originally built in 1976. Since that time, the community has developed in the
area around the plant. With this increased development, there have been
complaints from local residents related to plant noise and air emissions. As a
result, the Corporation indicated it has received support from the Aklavik Council

to relocate and build a new modular power plant outside the town property.

The project permit for the modular power plant at Aklavik was approved at $4.9
million in Decision 11-2006. The Board notes the forecast costs are higher than
the project permit estimate by $398,000 or about 8%. The Board also notes the
project cost estimate was increased from $3.5 million to $4.9 million at the time
the project permit application was submitted to the Board. At that time, NTPC
indicated the increased costs are attributable partly to delays from the original
schedule due to ongoing consultations with the community and due to

deployment of the Corporation’s engineering staff to address the fire at Fort
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McPherson. (Decision 11-2006; p. 4) The Board notes that although the project
permit application contemplated addition of the unit to rate base in 2006/07, the

Corporation is now proposing to add the plant to rate base in 2007/08.

Views of the Board

The Board is concerned by the significant cost overruns noted at the time of the
project permit application and the additional adverse cost variance between the
project permit amount and the forecast addition for 2007/08. The Board
considers some of the cost increases resulted from unforeseen circumstances,
which resulted in delays in the completion of the unit, and the Board is not
convinced the customers of Aklavik should bear the entire cost risk resulting from
these delays. Accordingly, the Board considers the carrying costs and overheads
associated with delays due to unforeseen community consultations and
deployment of the Corporation’s engineering staff to address the fire at Fort
McPherson should be shared between the Corporation’s shareholder and the

customers of Aklavik.

The Board directs NTPC, in its Phase 1 refiling, to reduce the cost of the Aklavik
plant addition by 50% of the cost increase resulting from the delays. The costs to
be included for the 50% risk sharing adjustment are overheads and Allowance for
Funds Used During Construction (“AFUDC") resulting solely from the delays in
completion of the plant caused by the unforeseen length of time spent on

community consultations and the fire at Fort McPherson.



The Public Utilities Board
Of the Northwest Territories 14
Decision 13-2007

3.2  Fort Liard Distribution Upgrade

NTPC proposed to add $900,000 to rate base in 2007/08 in the community of
Fort Liard. NTPC indicated this project consists of upgrading the plant voltage
from 600 volts to 4,160 volts. This increase in voltage capacity is required to
meet any future load growth that may occur due to increased oil and gas activity

in the area.

TGC argued that since this project is not expected to go ahead during the

2007/08 test year, the corresponding costs should be removed from rate base:

“However, in Response TGC.NTPC-58, NTPC indicated there was
uncertainty as to when the expected growth in oil and gas activity would
materialize; further, at hearing, NTPC confirmed this project is not
anticipated to proceed.

Based on the foregoing, the TGC submit this project, with a forecast cost
of $900,000 in 2007/08 should be removed from rate base. It is not clear
what load growth is exactly included in the 2007/07 forecast for Fort Liard;
obviously, if the capital project is removed, the TGC expect any
associated load forecast should be removed as well, and NTPC should be
directed to provide this information.” (TGC Argument, p. 24)

NTPC submitted it is not appropriate to recognize this one change in the capital

forecast without regard to offsetting other projects.

“...TGC argues for removal of this one project to reflect actuals despite
having sought no evidence at any time in regards to the dynamic changes
in the capital plan, the reprioritization that has occurred during the year
and the offsetting other projects that have been changed or added to the
plan on an actual basis that were not forecast.

Under a future forward test year regulatory framework, the utility’s
forecasts leading forward from the date of filing are the appropriate basis
for developing and testing the revenue requirement. To the extent they are
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available, some actual results can aid in the testing of the reasonableness
of the forecasts, but it is simply not appropriate to substitute those actuals
for the utility’s forecast. Were that to be the case, the form of regulation
would be more akin to retrospective regulation with an assured earning of
a fair net income and return, which is not the regulatory framework in NWT
or any other Canadian jurisdiction.” (NTPC Reply, p.3.Il. 7 - 17)

Views of the Board

The Board notes the Corporation appears to have recognized the forecast sales
based on which the plant upgrade was predicated would not materialize at the

time of the filing of the Application.

“NTPC has forecast the load to reflect the latest information at the time of
filing concerning the impact of oil and gas activity which is lower than
when this project was first identified.” (TGC.NTPC-58(c))

The Board is of the view that it was likely that the Corporation would have known
the project would not proceed at the time of the filing of the GRA. Therefore in
order to be consistent with the determination of the sales forecast, the
Corporation’s forecast plant upgrade should also be excluded from rate base
additions in 2007/08. The Board directs NTPC, in its refiling, to exclude the
capital addition related to the plant upgrade amounting to $900,000 from rate
base additions for Fort Liard in 2007/08.

3.3  Working Capital

The Corporation’s calculation of necessary working capital for the test years is
set out in Schedules 5.8 and 5.9 of the Application. One of the components of
working capital is the allowance of cash working capital. The purpose of allowing
cash working capital is to recognize the time lag that occurs between when

payments for expenses are made and when the corresponding revenues are
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received. The cash working capital was estimated on the basis of a lead lag
study carried out by the Corporation.

The TGC expressed concern that the revenue lag days in the lead lag study were
unduly high because they were estimated on the basis of the maximum time

allowed for payment of bills before penalties are imposed:

“The TGC submit NTPC’s assumption all customers pay on the “maximum
allowable time for payment prior to interest charges” may be over-stating
the revenue lags to the extent customers pay their bills prior to the date
interest charges commence. To this end, the Board should direct NTPC to
incorporate, in its next GRA, a proper sampling of bill payments from
various sources (industrial, wholesale, NWT Housing Association,
Territorial Subsidy and Domestic/Commercial/Street Lighting) in order to
properly assess the actual number of days it takes on average for
customers to pay bills. To the extent payments received after the due date
attract interest and/or late payment penalties, the Corporation should also
address why such payments should be included in this sample for
purposes of conducting the lag associated with revenue collection.” (TGC
Argument, p. 48)

The TGC also expressed concern that the expense items comprising the cash
working capital do not reflect the corresponding net lag days associated with that
expense item. TGC submitted the Board should direct NTPC, in its refiling, to
provide a computation of its cash working capital for the Test Years using the net
lead or lag associated with each expense item.

Views of the Board
The Board agrees with TGC that the use of the maximum number of days before

penalties are imposed to estimate the revenue lag is unrealistic. Accordingly, the

Board directs the Corporation to estimate the revenue lag based on sampling the
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number of days it takes for recovery of revenues, on average, from customers,
for the next GRA.

The Board also agrees with TGC that each item of expense in the cash working
capital calculation should reflect its corresponding lead or lag. This is to
recognize the changes in the relative proportions of expenses included in the
cash working capital calculation from year to year. Accordingly, the Board directs
NTPC to provide, in its refiling, a computation of its cash working capital for the

Test Years using the net lead or lag associated with each expense item.
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4. RETURN ON RATE BASE

4.1 Cost of Debt

NTPC calculated the effective cost of long-term debt using the following formula:

Effective Cost of Long Term Debt= (I+AFC-SFE)/(DWAD-UFC-SFI)

Where:

I= Interest on Daily Weighted Average Long Term Debt
AFC= Amortization of Financing Costs

SFE=Sinking Fund Earnings in the year

DWAD=Daily Weighted Average Debt Principal
UFC=Unamortized Financing Costs

SFI=Sinking Fund Investment

The resulting debt rates proposed by NTPC for the two test years are as follows:

2006/07 10.532%
2007/08 10.927%

The calculation of the effective cost of long-term debt is provided in Schedule SM
3 of Exhibit 3 from the Technical Workshop. NTPC also provided a detailed
continuity schedule of the sinking fund balance for each of the sinking fund debt
instruments in Exhibit 4 Table NTPC.TWU-15. Further details respecting sinking

fund investment terms were provided in HC.NTPC-23.

The HC in its filed evidence disagreed with NTPC’s proposal to include sinking
fund earnings and the sinking fund investment as part of the effective cost of

long-term debt calculation. HC expressed the view the sinking fund earnings as
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well as the sinking fund balance should be excluded from the calculation of the
effective cost of long-term debt.

“Our recommendation is that the Board adopt the method of calculation
prescribed by the Board in Alberta for this purpose, which considers no
sinking fund earnings in the calculation. Further, we recommend that the
resulting embedded cost of debt be used by NTPC for all its calculations,
including but not restricted to AFUDC, working capital and capital lease.
We recommend the method prescribed by the Board in Alberta because of
the inequities in the current formula used by NTPC to calculate the cost of
debt with sinking funds that are due to the formula’s construction and
because the costs that are generated from the current formula explode as
the debentures approach maturity. ...” (Ex.8, p, 107)

The HC also recommended the Board consider some cost sharing with respect
to certain sinking fund debentures, namely, the $20 million debenture issued in
March 1989 with a coupon of 11%, the $15 million debenture issued in June
1991 with a coupon of 11.125% and the $20 million issued in March 1992 with a
coupon of 10.75%. HC indicated cost sharing with the shareholder would be
appropriate since these debentures did not include a call feature and the
Corporation’s sinking funds investment policy prior to the proclamation of Bill 9
which permitted more diversified investments in the sinking fund, did not conform

to best practice.

“Yes, we would recommend that the Board consider some cost sharing
between the rate payers and shareholders of NTPC that recognizes the
ongoing excessive costs associated with the three earlier debentures with
sinking funds and with earlier management of the investment policy of the
sinking fund in addition to our recommendations at page 107. The reason
for the former is that these debentures did not conform to “best practice”
because they did not include a call feature, and the reason for the latter is
that the earlier investment policy did not conform to the principles of
“prudent portfolio” management because the portfolio of investments was
not well diversified and could have achieved a higher return with about the
same risk.” (Ex.8, p.108)
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The HC submitted that it is appropriate to examine the terms of the sinking fund
issues in this proceeding since the Corporation did not specifically request the
current sinking fund treatment until the 2001/02/03 GRA and then it was implicitly
approved as part of a 01/03 Settlement.

“NTPC implies that each of the sinking fund issues was subject to Board
review and approval, and from that perspective, it would be unfair to revisit
the terms and conditions of bonds that were issued up to 17 years ago. It
should be noted that while the Board approves the purposes of the bond
or debenture at the time of issue, it typically defers approval of the specific
terms and conditions, and in this case the regulatory treatment of
debentures with sinking fund provisions, to the next GRA. NTPC did not
specifically request the current sinking fund treatment until the 2001/02/03
GRA and then it was implicitly approved as part of a negotiated
settlement.” (HC Reply, p.10)

The HC also argued that, since NWT Energy Corporation (a more risky non-
regulated entity) could issue debentures without sinking funds, NTPC could have
issued debentures either without sinking funds or with less onerous sinking fund

provisions. (HC Reply, p.9)

NTPC stated that the effective cost of long term debt formula recommended by
the HC would put the utility’s return on equity at risk, a risk for which the utility

has never been compensated.

With regard to the effective cost of long term debt calculations where sinking fund
investments are involved, NTPC indicated its proposed calculation is consistent

with that used in four other jurisdictions.

“...There are four jurisdictions in Canada (other than the Northwest
Territories) with Crown utilities regulated on a rate base/rate of return
basis and whose capital structures include sinking fund debt (with
offsetting sinking fund assets). The utilities and the jurisdictions are: BC
Hydro (British Columbia Utilities Commission), NB Power Transmission
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Corporation (New Brunswick Board of Commissioners of Public Utilities),
Hydro Québec Distribution and TransEnergie (Régie de I'Energie de
Québec), and Newfoundland and Labrador Hydro (Newfoundland and
Labrador Board of Commissioners of Public Utilities). All four of these
utilities calculate their embedded cost of debt using the same
methodology as NTPC. In three of these jurisdictions (British Columbia,
Québec, and Newfoundland and Labrador), the propriety of the embedded
cost of debt calculation has not been questioned. In New Brunswick, the
methodology was explicitly reviewed by the regulator in 2003 and found to
be appropriate.” (Ex.12 McShane Rebuttal, p.10 — 11, Il. 289 - 302)

With regard to the inequities referred to by HC concerning the debt rate formula,
NTPC stated the calculated rate is primarily a function of the fact that (1) the
specific debt issue is very close to maturity and thus the amount of the net
proceeds (the denominator of the formula) is very small since the sinking fund
was virtually fully funded in 2005/2006; (2) the projected earnings on the related
sinking fund reflect the fact that the issue is to be retired shortly and thus the
related investments have been immunized, i.e., their duration is similar to the
remaining term to maturity of the debt; and (3) interest rates happen to be at a
relatively low level at present compared to 1989 when the 11.0% issue was
made. (Ex.12 McShane Evidence, p.7)

With regard to the prudence of the terms under which the three debentures
referred to above were issued, the Corporation stated at the time the sinking fund
debentures were issued (1989-1998), NTPC was a virtually unknown quantity
from a creditworthiness perspective, and was issuing relatively small amounts of
debt, and thus there would have been very few potential investors for NTPC’s
long-term debt. While its debt carried a guarantee from the Government of the

Northwest Territories, neither NTPC nor the government itself had a credit rating.

With regard to HC’s view that the Corporation failed to follow best practice in the

management of the sinking fund, NTPC indicated the investments allowed under
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the Financial Administration Act (“FAA”) prior to Bill 9 were substantively the
same as those in which the sinking funds of other government-owned electric
utilities continue to be invested. None of these entities invest the sinking funds
designed to retire debt securities in equities, as NTPC has been permitted to do

under the provisions of Bill 9.

Views of the Board

The Board considers sinking fund investments, together with earnings on such
investments, are put in place in order provide some or all of the cash flow
required to retire the corresponding sinking fund debt when it becomes due for
payment. The funds transferred to the sinking fund are no longer available to the
Corporation since they are set aside specifically for the purpose of retiring the
debt. Therefore, to the extent earnings on sinking fund investments do not match
the corresponding debt rate there is either a cost or benefit to the Corporation as
a result of the investment in the sinking fund until such time as the sinking fund

debt instrument is retired.

The Board notes the average sinking fund debt rate exceeds the average sinking

fund return by about 6% in each of the two test years as shown below.
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| Debt Interest Rate Vs Sinking Fund Return |

$000

Debt Principal Sinking Fund Investment
Mid Yr 06/07 Mid Yr 07/08 Mid Yr 06/07 Mid Yr 07/08
1 11% Debt Mar 9/89 11.000% 20000 20000 19191 20830
2 11.126% debt Jun 6/91 11.125% 15000 15000 9087 10199
3 10.750% Debt May 28/92 10.750% 20000 20000 10434 11880
4 8.700% Debt Feb 27/96 8.410% 8700 8700 261 446
5 6.330% Debt Oct 27/98 6.330% 10000 10000 1150 1504
6 Total 73700 73700 40122 44858

Debt Interest Sinking Fund Earnings
7 11% Debt Mar 9/89 2200 2200 553.00 602.00
8 11.126% debt Jun 6/91 1669 1669 453.00 507.00
9 10.750% Debt May 28/92 2150 2150 524.00 594.00
10 8.700% Debt Feb 27/96 732 732 12.00 21.00
11 6.330% Debt Oct 27/98 633 633 50.00 67.00
12 Total 7383 7383 1592 1791
13 Average Interest Rate/Sinking Fund Return 10.018% 10.018% 3.968% 3.993%
14 Difference between debt rate and sinking fund return 6.050% 6.026%
15 Carrying cost of sinking fund investments [L6*L14] 2427 2703

As shown in the above table, the difference between the average debt interest
rate and the sinking fund return times the sinking fund balance constitutes the
carrying cost to the Corporation of the sinking fund investments. This cost could
also be a benefit if the earnings on sinking fund investments exceed the average
debt rate in any given year. The Board notes the Corporation’s proposed formula
is designed to reflect the carrying cost of sinking fund investments in the effective
cost of long-term debt for the two test years. On the other hand, the effective cost
of debt formula recommended by HC does not recognize the carrying cost of
sinking fund investments since it ignores both sinking fund earnings and sinking

fund investments in the debt rate formula.

The terms of sinking fund investments are governed by the corresponding debt
covenants. In the Board’s view, the carrying costs associated with sinking fund
investments are part of the cost of borrowing under a sinking fund debt

instrument. Therefore the Board finds it appropriate to provide for recovery of
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sinking fund carrying costs or benefits, as the case may be, in the effective cost
of debt formula.

Notwithstanding the above finding, the Board observes that instability in the
effective cost of debt can be caused by variations in sinking fund returns from
year to year. The annual average sinking fund investment returns for NTPC are
shown in the following table:

Average Sinking Fund
Earninas %

2003 6.17
2004 6.52
2005 5.52
2006 9.72
2007 3.97
2008 3.99
Average 5.98

Note: 2003-06 from X8; P104

The Board notes the relatively low sinking funds returns in 2006/07 and 2007/08
are partly the result of immunizing the investments associated with the $20
million debenture debt issued in March 1989, in anticipation of the retirement of
the debt in March 2009. These relatively low sinking fund returns have the effect

of increasing the effective cost of long-term debt in the two test years.

The Board considers a normalized sinking fund return based on the average
returns over the 6 year period shown above, rather than each test year’s forecast
return, would provide for stability in the effective cost of long term debt from year
to year. The Board also notes from the term sheets for the $20 million 8.41%
debenture debt issued February 1996 and the $10 million 6.33% debenture debt
issued October 1998, that the expectation for the long term average return on

sinking fund investments associated with these two debentures is 6%. The Board
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considers therefore that a 6% return reflects a reasonable estimate of expected
and realized long-term average returns on sinking fund investments and would
provide for a more stable effective cost of long-term debt calculation over time.
Further the Board considers basing the sinking fund return on a long term
average sinking fund return would avoid potential windfall gains or losses to the
Corporation which could be the case if the sinking fund returns were based on
specific test year forecasts. Accordingly, for the purposes of these proceedings,
the Board directs NTPC to use a 6% sinking fund return for each of the test years

for purposes of calculating the effective cost of long-term debt.

The Board notes the HC’s argument that this is the first time the treatment of
debt costs including sinking funds is being proposed by NTPC in the context of a
proceeding other than the 01/03 Settlement and therefore it is appropriate to
review the terms of the sinking fund debenture issues although they were issued
several years ago. However, the Board considers the prudence of the terms of
each issue should be examined based on evidence surrounding the specific
circumstances of each issue. Given the passage of time since the debenture
issues were made, the Board considers the evidence before it is insufficient to
assess what the potential impacts on debenture debt rates would have been, had
they been issued with call features and/or without sinking fund provisions and/or
with less stringent sinking fund requirements. Therefore, the Board is not
persuaded by the HC’s recommendations that there should be a risk sharing
adjustment on certain sinking fund debentures or that the terms of certain
debenture issues including the sinking fund provisions should be re-examined in

these proceedings.

In addition to the sinking fund treatment, the Board notes NTPC has calculated
the debt interest and debt balance on a daily weighted average basis. Since the

mid year convention is used for determining the rate base, the Board considers
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the debt balance and debt interest should also be calculated on a mid year basis
in order to be consistent.

The Board, therefore, directs the Corporation to calculate its effective cost of long

term debt as follows in its refiling:

Effective Cost of Long Term Debt= (I+AFC-SFE)/(MAD-UFC-SFI)

Where:

I= Interest on Mid Year Average Long Term Debt

AFC= Amortization of Financing Costs

SFE=Sinking Fund Earnings in the year based on long term averge return of 6%
MAD=Mid Year Average Debt Principal

UFC=Unamortized Financing Costs

SFI=Sinking Fund Investment

4.2 Capital Lease

NTPC proposed a cost rate for the Snare Cascades capital lease of 9.69% in
2006/07 and 9.70% in 2007/08. NTPC indicated the capital costs that the
Corporation incurs with respect to the lease represent the Dogrib Power
Corporation’s (“DPC") costs of financing comprised of DPC’s cost of debt raised
to finance the construction of the project (9.6% on 93.26% of DPC’s capital
structure) and a return on DPC’s equity position in the project (NTPC’s allowed

return on equity less 0.25% on 6.74% of DPC'’s capital structure).

DPC'’s cost of debt financing, in turn, reflects the actual cost rate of borrowing
from NWT Energy Corporation an amount of $22.9 million under a loan
agreement between the two parties. To provide the debt financing to DPC, NWT

Energy Corporation issued three series of debentures as follows:
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Date of Amount of

Issue Issue Due Date Coupon Rate
May-95 $8 million May-25 10.00%
Oct-95 $8 million Oct-25 9.75%
Sep-96 $9 Million Sep-26 9.11%

The weighted average cost of the debt that was issued by NWT Energy and
loaned to DPC was 9.6%. The 9.6% average cost of debt incurred by DPC is the
same 9.6% rate that is included in the calculation of the capital cost of the lease

that is part of NTPC’s revenue requirement.

The $22.9 million loan is being amortized and repaid by DPC to NWT Energy

Corporation in monthly installments of $195,068 over a period of 30 years.

The HC expressed the view the NTPC could have borrowed at a lower rate than
its unregulated subsidiary NWT Energy Corporation at the point in time the lease
arrangement was entered into. This would have lowered the cost of the loan to
the DPC. In turn, this would have lowered the cost of the lease to the NTPC.
HC’s expert witness noted that NTPC’s calculation uses weights of 6.74% equity
and 93.26% debt while the standard approach is to employ a debt weight of
100%. Further, the HC expert witness noted that if the cost of the lease is to
include an equity component then the cost of equity should be lowered by more
than 25 basis points to capture the lower risk of the lease. (Ex.8, p. 110 - 111;
HC Reply, p.13)

NTPC submitted reviewing the terms of the DPC agreement 10 years after it was

entered into would constitute retroactive ratemaking.

“...As stated in Board Decision 1-97 (January 14, 1997), the Board
“‘examined the evidence before it and agrees with the parties that the
above interest rates are reasonable for this portion of the capital structure.
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The Board approves lease interest rates of 10.063% and 10.044% for the
Test Years 1996/97 and 1997/98 respectively.” In my view, a retrospective
reconsideration of the prudency of the capital lease arrangement entered
into by NTPC more than 10 years ago constitutes retroactive ratemaking.”
(Ex.12 McShane Rebuttal, p.22, Il. 614 - 620)

NTPC indicated the cost of borrowing on the debt issued by NWT Energy
Corporation to finance the loan to DPC is consistent with borrowing costs on B++

debenture debt at the time of issue.

“Nevertheless, a comparison of the yields on the NWT Energy debentures
to yields prevailing on outstanding long-term B++ rated Canadian utility
bonds at the time the NWT Energy debt issues were made and the funds
were loaned to DPC provides a clear indication that the cost of the debt
component of the capital lease was reasonable.” (Ex.12 McShane
Rebuttal, p.22, Il. 622 - 626)

NTPC noted that in the event of a disallowance of the capital lease costs, the
power acquisition agreement between DPC and the Corporation provides that

DPC will pay to the Corporation the amount of the disallowed costs.

“Were the Board to adopt the recommendations of Drs. Kryzanowski and
Roberts, it is important to note the impacts that would arise. The Power
Acquisition Agreement between the DPC and NTPC provides that the
DPC will pay to NTPC the amount of all Disallowed Costs. Under that
agreement, “Disallowed Costs” means amounts payable by NTPC under
the agreement which the Board does not permit NTPC to recover in its
rates, tolls and charges. The lease was structured to ensure that
regulatory risk for recovery of the costs of the project from ratepayers was
a risk that DPC bore, not NTPC. Ultimately, it is DPC that would be
directly and adversely impacted were the Board to accept HC's
recommendations. ...” (Ex.12 NTPC Rebulttal, p.3, Il. 31 - 37)

In its reply argument, the HC submitted that the DPC capital lease arrangements
were a three part commercial arrangement and all parties were aware of the
contractual risks associated with strict application of their commercial

arrangement.
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“...Furthermore, this is a three-way commercial arrangement that involved
two interrelated entities (NTPC and NTEC), as well as two nonregulated
parties (NTEC and DPC), and where all parties supposedly were aware of
the contractual risks associated with the strict application of their
commercial arrangement. Thus, Drs. Kryzanowski and Roberts do not
recommend any changes to the commercial agreement between NTPC,
NTEC and Dogrib nor do they recommend that the terms of that
agreement be violated.” (HC Reply, p.13)

Views of the Board

The Board considers the time for raising issues concerning the prudence of the
DPC lease financing rate was the 1996/97/98 GRA when the inclusion of the
DPC hydro plant in rate base and the related financing arrangements were
examined and agreed to by interested parties. The Board does not consider a
retrospective review of the long-term debt rate or the cost structure of the lease
financing arrangement, approved in a previous proceeding, to be conducive to
maintaining a climate of regulatory certainty in the NWT. Therefore, the Board
does not accept the HC’s recommendation that the debt financing rate reflected

in the DPC capital lease be reviewed and reset.

The Board directs NTPC to include a capital lease rate that reflects, for the equity
portion of lease financing, the equity rate of return approved by the Board in this

Decision less 25 basis points, in its refiling application.

The Board notes the value of the annual lease payments to DPC over the 65
years is financially equivalent to DPC’s cost of capital. The lease payments by
NTPC to DPC include depreciation based on a 65-year amortization of the lease
and carrying costs on the unamortized balance of the lease reflecting 93.26%
debt at 9.6% interest and 6.74% equity at the allowed rate of return on equity
minus 25 basis points. DPC’s cost of financing the lease, on the other hand, is
based on 93.26% debt owed to NWT Energy at 9.6% interest which is being
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repaid over 30 years and 6.74% equity at the allowed rate of return on equity
minus 25 basis points. Since the 9.6% debt to NWT Energy is being repaid by
DPC over 30 years, the cash flow profile of the lease payments by NTPC to DPC
differs from the cash flow profile of DPC’s debt repayments to NWT Energy.
Given this mismatch in cash flow profiles, the Board considers there may be
potential for DPC to reduce its cost of capital by substituting some of the higher
cost debt included in its capital structure with lower cost debt as the 9.6% debt is
being amortized over 30 years. The Board directs NTPC to address the potential
for better matching the carrying cost of the lease to DPC with the cost of the

lease to NTPC over the 65-year term of the lease, at the next GRA.

4.3 Capital Structure

The NTPC proposed capital structure for the two test years is as follows:

2006/07 2007/08

Common Equity 45.53% 48.59%
Long Term Debt 44.53% 41.65%
Capital Lease Obligation 10.86% 10.61%
No Cost Capital -0.92%  -0.85%

100.00% 100.00%

The above capital structures reflect the Corporation’s forecast capital structures,

as opposed to deemed capital structures, in each of the test years.

In support of the proposed capital structure, Ms. McShane, expert witness for
NTPC, stated NTPC would need a more conservative capital structure compared
with a typical investor owned utility, in order to achieve a similar debt rating in
light of its small size, higher business risks and non taxable status. Ms. McShane

stated that in her opinion, a common equity ratio in the range of 45-50% would
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be adequate to allow NTPC to achieve a BBB rating on a stand-alone basis and
NTPC'’s actual equity ratios are forecast to be in that range. Ms. McShane
defined a benchmark utility as an A-rated utility and indicated NTPC'’s risk would
remain higher than that of the benchmark which would suggest an incremental

equity risk premium is required for NTPC. (Ex 12; McShane Evidence, p.18)

Among the business risks the utility is exposed to, Ms. McShane discussed

market risks, supply and physical risks as well as regulatory risks.

With respect to market risks Ms. McShane stated the reliance on a small number
of cyclical industries with a sparse population results in a higher level of market

risk.

“...While the outlook is one of strong growth in the near to medium term,
the reliance of the NWT on a small number of cyclical industries, in
conjunction with the sparse population, results in a higher level of market
risk for NTPC relative to the typical Canadian utility which operates in a
more diverse economic environment with higher population density.” (Ex.
2, Appendix B, McShane Evidence, p. 12, Il. 323 - 327)

Ms. McShane indicated NTPC faces an inherently higher level of risk relative to
other integrated Canadian electric utilities with respect to supply and physical

risks.

“With respect to supply and physical risks, NTPC faces an inherently
higher level of risk relative to other integrated Canadian electrical utilities.
The level of risk is in large part a function of the severe climate, the vast
geographic expanse and rugged terrain of the service area, and the lack
of a system grid to connect the communities served.” (Ex.2, Appendix B,
McShane Evidence, p.12, Il. 329 - 333)

Ms. McShane indicated the regulatory environment in the NWT has been even-

handed in its approach and the use of rate stabilization funds mitigates risks.
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“With respect to regulatory risk, the regulatory environment in the NWT
has been even-handed in its approach. The authorization and
maintenance of the rate stabilization funds, which mitigate risks beyond
the control of the utility, are an indication of that even-handedness.” (Ex.2,
Appendix B, McShane Evidence, p.13, ll. 354 - 357)

With regard to financial risks, Ms. McShane indicated in comparison to the
interest coverage ratios of the major Canadian electric utilities, NTPC’s
2003/2004 to 2005/2006 average of 1.7 times interest coverage ratio has been
considerably weaker. The average (pre-tax) interest coverage for the major
Canadian electric utilities with rated debt over the same period was 2.5 times.
She indicated a key reason for the difference is the taxability of the major
Canadian utilities because the income tax allowance provides a cushion that
enhances interest coverage ratios.

Drs. Kryzanowski and Roberts, expert withesses for the HC, recommended a
deemed equity ratio of 42% for the two test years. The HC summarized the

expert witnesses view with respect to business risk as follows:

“In summary, NTPC'’s business risk is at an acceptable level with regard to
the major factors causing business risk for a regulated electric utility in
Canada. Drs. Kryzanowski and Roberts base this assessment on their
view that the regulatory process and prudent management practices will
combine to mitigate the potential risks discussed in their evidence. Two
further favorable factors are the lack of competition and reliance on hydro
generation which shields the company from the risk of rising energy
prices. On the other side of the ledger, NTPC is smaller than the sample
companies investigated by Drs. Kryzanowski and Roberts and faces
challenges due to the geography of its service area. On balance, the
Hydro Communities’ view is that the business risk faced by NTPC is
somewhat higher than that faced by the average integrated electric
company or the average utility in Canada. ...” (HC Argument, p. 42)

Drs. Kryzanowski and Roberts formed four estimates of the appropriate equity
ratio for NTPC. The first two benchmarks represent measures of the average

common equity ratio for utilities in Canada. The third benchmark captures equity
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ratios deemed appropriate for utilities of above-average risk by the Alberta
Energy and Utilities Board. The fourth benchmark measures the equity levels

approved for NTPC by this Board in the past.

The witnesses indicated that the benchmark equity ratios all fall in a range of
38% - 43%. Based on the analysis of the business risk faced by NTPC, the
witnesses assessed NTPC'’s business risk as somewhat higher than that of the
average shareholder-owned electric utility in Canada. Drs. Kryzanowski and
Roberts considered a 42% equity ratio, just below the top end of the range,

would be sufficient to result in a stand alone bond rating of BBB for NTPC.

With regard to NTPC’s non-taxable status and its impact on coverage ratios and
financial risks alluded to by Ms. McShane, the HC stated although bond rating
agencies pay attention to ratios, there is no formula which translates ratios into
bond rating. Considerable judgment comes into play. Simply having a key ratio
(interest coverage, for example) below a certain level is not by itself grounds for a

downgrade in practice. (HC Argument, p.47)

Views of the Board

The Board notes the expert witnesses’ view that NTPC’s business risk is higher
(McShane) or somewhat higher (Kryzanowski and Roberts) than that of an
average risk utility. The Board also notes Ms. McShane’s view that the
Corporation’s non-taxable status has an impact on its coverage ratios and
therefore the financial risk. The Board considers that although the coverage
ratios do not necessarily dictate bond ratings, it would appear that the rating
agencies include coverage ratios, among other factors, in their rating
considerations and, to that extent, coverage ratios would appear to be relevant to

the determination of capital structure for NTPC.



The Public Utilities Board
Of the Northwest Territories 34
Decision 13-2007

The Board notes NTPC'’s effective cost of long term debt somewhat exceeds the
requested cost rate on equity. The Board sees this as an atypical cost structure
because, for a typical utility, the cost of debt is generally less than the cost rate
on equity. [Schedule 3.5] The relatively high debt cost appears to be largely the
result of reflecting sinking fund earnings and investments in the effective cost of
long term debt for NTPC and it would appear this situation may continue for
some time until a substantial portion of the sinking fund debt instruments are
retired. In the Board’s view, any consideration of the appropriate capital structure
for NTPC for the test years must take into account the reality of the presence of
high cost debt in the capital structure since it has an impact on coverage ratios.
The Board notes the capital structure recommendations of the HC witnesses
reflect an equity ratio taking into consideration NTPC’s business risks only.
However, in the Board's view the Corporation’s financial risk, as measured by
indicators such as the coverage ratios, is also a relevant consideration in
establishing an appropriate capital structure. The Board notes the HC calculated
the coverage ratios excluding lease finance costs. (BR.HC-2) In the Board’s
view, the lease finance costs are a fixed contractual obligation by NTPC to DPC

and should therefore be included in the calculation of coverage ratios.

For the purposes of this Decision, the Board accepts the capital structure
proposed by NTPC as it appears to give due recognition to the relatively high
cost of debt in relation to cost of equity in 2006/07 and 2007/08 and results in an
acceptable level of interest coverage ratios for the test years.

The Board considers, with the eventual retirement of the high cost sinking fund
debt, the coverage ratios and the financial risk of the utility would likely improve.
Therefore, the capital structure accepted by the Board should not be viewed as
solely reflecting NTPC’s business risks but rather as one that takes into account

NTPC'’s particular circumstances with respect to high cost debt.
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4.4  Fair Return On Equity

NTPC requested allowed returns on equity of 10.5% and 10.75% for test years
2006/07 and 2007/08 respectively. Ms. McShane filed expert testimony
supporting the NTPC proposed returns on equity. Drs. Kryzanowski and Roberts,
who filed evidence on behalf of the HC, recommended returns on equity of
6.75% for 2006/07 and 7.20% for 2007/08.

Ms. McShane used the equity risk premium method; the discounted cash flow
method and the comparable earnings test to estimate the returns on equity

applicable to a benchmark utility as follows:

“Ms. McShane’s recommended returns on equity are based on the
application of five different tests, three risk premium tests, the discounted
cash flow test and the comparable earnings test. Ms. McShane used
these tests to develop a fair return on equity for a benchmark Canadian
utility, that is, a utility which, in light of its business and financial risks,
would be able on a stand-alone basis, to achieve debt ratings in the A
category. The returns on equity applicable to a benchmark utility would be
approximately 10.0% for 2006/07 and 10.25% for 2007/08. A summary of
the results of the tests applied by Ms. McShane (as updated in her
Rebuttal Evidence, Ex. 12) are set out in the table below.

Equity Risk Premium (ERP)

Test Year 2006/07 9.5%
Test Year 2007/08 9.75%
Discounted Cash Flow 9.0-9.5%
Comparable Earnings 12.0%”

(NTPC Argument, p.41, Il. 35 —p. 42, II. 10)

Ms. McShane added a 50 basis points risk premium to the returns on equity
applicable to the benchmark utility to reflect NTPC’s higher risk in relation to the
benchmark utility and came up with recommended returns on equity for NTPC of
10.50% for 2006/07 and 10.75% for 2007/08.
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Drs. Kryzanowski and Roberts relied primarily on the equity risk premium test for
their recommended returns. However, Drs. Kryzanowski and Roberts used the
DCF Test to provide additional estimates of the Market Equity Risk Premium
using both historical and forward-looking estimates of dividends and dividend

growth at the market level.

Comparable Earnings (“CE”) Test

The HC argued the results of the CE test should be given no weight in the
determination of a fair return for the Corporation because the method is devoid of
scientific merit, lacks theoretical underpinnings and suffers from substantive

implementation difficulties.

“Drs. Kryzanowski and Roberts point out that the basic problem is that
there is neither a theoretical underpinning nor any empirical support for
the comparable earnings approach to estimating a regulated fair rate of
return for a utility. As an ad hoc approach to estimating a regulated fair
rate of return, there are no agreed-upon rules for deciding upon how the
Comparable Earnings Test should be implemented. They not only review
11 problems encountered in implementing a Comparable Earnings Test in
their evidence but they illustrate the net effect of these problems by
calculating the performance of the sample of 20 low risk Canadian
industrials used by Ms. McShane over the 1994-2005 period to calculate
accounting ROEs. They find that her sample outperforms the S&P/TSX
Composite in that it not only has a higher mean return but also less risk.
Thus, Ms. McShane has used a sample that has outperformed the
S&P/TSX Composite over her test period both in terms of realized return
and risk. Thus, Drs. Kryzanowski and Roberts recommend that the Board
should not apply any weight to the Comparable Earnings evidence
submitted by Ms. McShane. The method is not only devoid of scientific
merit and theoretical underpinnings but its substantive implementation
difficulties make it unsuitable to play a role in the determination of a fair
rate of return for a utility.” (HC Argument, p. 36)
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Ms. McShane responded in detail to the HC’s criticism of the CE test in her
rebuttal evidence. (Ex.12 McShane Rebuttal) In essence, Ms. McShane’s view

as to the usefulness of the CE test may be summarized as follows:

“...Regulation relies on an original cost rate base construct, or convention,
rather than the market values to which the “scientific” cost of attracting
capital tests apply. The comparable earnings test measures comparable
returns measured in a manner compatible with the regulatory construct for
measuring the equity investment in a utility, that is, on the basis of original
cost. The cost of attracting capital tests do not.” (Ex.12 McShane Rebuttal,
p. 54, Il. 1581 - 1586)

Discounted Cash Flow (“DCF”) Test

The HC submitted the DCF tests are unreliable when applied to specific firms in
the same industry because of circularity problems and due to subjectivity in

analysts’ growth forecasts.

“Ms. McShane also generates DCF estimates of a fair return on equity for
a sample of U.S. gas and electric distributors. Due to a number of
disadvantages, including circularity, discounted cash flow (DCF) tests are
unreliable when applied to specific firms in the same industry.” (HC
Argument, p. 35)

In response, Ms. McShane submitted circularity is mitigated by using a sample of
companies instead of the specific company and subjectivity is addressed by

using a consensus growth forecast.

“...However, circularity is mitigated by (a) using samples of companies,
not the specific company to which the DCF test is being applied and (b)
using the consensus of growth forecasts for the companies in the
samples. With regard to the second, the use of the available consensus of
analysts’ earnings forecasts for the growth component eliminates the
possibility that the results are colored by an analyst's own subjective views
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of what the regulator should allow.” (Ex.12 McShane Rebuttal, p. 44, Il
1299 — p. 45, Il. 1305)

Equity Risk Premium (“ERP”) Test

The benchmark equity return estimates under the ERP test provided by Ms.

McShane are as follows:

McShane

2006/07 2007/08
Risk free rate 4.25% 4.50%
Market equity risk premium 6.50% 6.50%
Beta 65% to 70% 65% to 70%
Equity risk premium 4.75% 4.75%
Allowance for financing flexibility 0.50% 0.50%
Benchmark utility return 9.50% 9.75%

The estimates for equity returns under the ERP test provided by the Drs.

Kryzanowski and Roberts are as follows:

Kryzanowski & Roberts

2006/07 2007/08
Risk free rate 4.20% 4.65%
Market equity risk premium 4.90% 4.90%
Beta 50.0% 50.0%
Equity risk premium 2.45% 2.45%
Allowance for financing flexibility 0.10% 0.10%
Benchmark utility return 6.75% 7.20%

The significant differences between the two sets of estimates are explained by
differences in the estimates included for the market equity risk premium
(“MERP?”), the beta value (which is a measure of the risk of an average risk utility

stock relative to the market) and the allowance for financing flexibility
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Ms. McShane indicated her 6.5% market equity risk premium estimate
recognizes the expected value of the equity market return developed from
historic values in conjunction with the current and forecast low levels of interest

rates.

“Based on the analysis of the historic risk premiums, primarily in Canada
and the U.S., with focus on the arithmetic averages and with consideration
given to trends in the equity and government bond markets in both
countries, a reasonable estimate of the expected value of the equity
market risk premium at the forecast levels of long-term government bond
yields is approximately 6.5%. The 6.5% estimate of the equity market risk
premium explicitly recognizes the expected value of the equity market
return developed from historic values in conjunction with the current and
forecast low levels of interest rates.” (Ex. 2, Appendix B, McShane
Evidence, p.33, Il. 900 - 907)

The HC witness expressed several concerns with Ms. McShane’s forecast
MERP.

“In contrast, Ms. McShane uses the historic average MERP for Canada,
the U.S. and the U.K. over the period 1947-2006 to obtain an estimate of
the MERP going forward of 6.5%. Her estimate is inappropriately high for
four reasons. First, the chosen time period results in an inflated estimate
of the going-forward likelihood of achieving the high realized returns on
equities and low realized returns on bonds that followed World War Il. This
period begins with rapid economic growth due to pent up demand from the
war period and administered low interest rates. Using the mean gives an
equal weight to each year in this early period. Second, minimal or no
weight is placed on the declining trend of MERPs for the three markets
over this time period. Third, no adjustments are made for differences in
risks across the market proxies used to calculate the MERP in the
different countries. Fourth, no adjustments are made for the effect of
equity re-valuations over this period of time unless one believes that price-
to-dividend multiples will exhibit a similar three-fold increase over the next
60 years.” (HC Argument, p. 30 - 31)
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In her rebuttal evidence, Ms. McShane responded to the first 3 concerns of the
HC. First, with regard to the time period chosen for the analysis, Ms. McShane

stated as follows:

“...It would be inappropriate to “cherry pick” the post World War Il period.
Equally, it could be argued that other sub-periods are not representative of
future expectations and whose inclusion or exclusion might inflate or
deflate the estimate of the expected long-term forward looking returns or
risk premium...” (Ex.12 McShane Rebuttal, p.38, Il. 1131 - 1134)

Ms. McShane explained that observed risk premiums have declined because the
achieved returns on long-term Canada bonds reflect historic yields that were
much higher than they are expected to be and the significant capital gains that

have occurred since long Canada bond yields began to decline.

“..The reason that the observed risk premiums have declined is because
the achieved returns on long-term Canada bonds reflect (1) historic yields
that were much higher than they are expected to be; and (2) the significant
capital gains that have occurred since long Canada bond yields began to
decline....” (Ex.12 McShane Rebuttal, p. 40, Il. 1191 - 1194)

With regard to the HC’s view, no adjustments have been made for the market
proxies used because Ms. McShane did not consider such adjustments were

needed.

“With respect to the benefits of international diversification, one of the
principal reasons for investing abroad is the opportunity to earn similar or
higher returns than available in the domestic market while bearing similar
or lower risk. From this perspective, there is no rationale for concluding
that the returns and risk premiums that Canadian investors would
anticipate from investing abroad would be reduced from those anticipated
from domestic markets only. (Ex.12 McShane Rebuttal, p. 42, Il. 1236 -
1241)
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Ms. McShane explained one of the reasons for difference between her estimate
of market equity risk premium and Drs. Kryzanowski and Roberts’ estimate
relates to the weight given to the arithmetic versus geometric averages in the
estimation of historic market risk premiums. Drs. Kryzanowski and Roberts gave
more weight to geometric averages based on their finding that historically returns
have been mean reverting. Mean reverting essentially means that low returns
can be expected to be followed by high returns, so that investors can reasonably
expect that, over time, returns will return to some long term average. Therefore,
the estimate of the required future equity risk premium should take into account
the predictability of future returns as indicated by the mean reversion, by giving

some weight to the historic compound, or geometric, return.

Drs. Kryzanowski and Roberts indicated they had conducted a number of tests of
robustness of their MERP estimate and conclude that it should not be increased
from their estimate of 4.9%.

With respect to the beta values, the difference between the McShane approach
and that of Drs. Kryzanowski and Roberts relates mainly to the fact Ms. McShane
adjusted her raw beta estimates upwards to provide a better correlation between

utility risk and return.

“Using adjusted betas can mitigate the deficiencies in “raw” betas.
Adjusting betas entails moving betas above and below the market mean of
1.0 toward the market mean. The adjustment that is used by the major
commercial suppliers of betas uses a formula that gives approximately
two-thirds weight to the stock’s own beta and one-third weight to the
market mean beta of 1.0. Use of adjusted betas implicitly recognizes that
“raw” utility betas are not adequate explanators of utility returns. For
example, “raw” betas do not capture utilities’ interest rate sensitivity. The
objective of the relative risk adjustment is to predict the investors’ required
return. Adjusted betas provide a better correlation between utility risk and
return than “raw” betas.” (Ex. 2, Appendix B McShane Evidence, p. 38, Il.
1031 - 1040)
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Drs. Kryzanowski and Roberts disagreed with the upward adjustment of raw
betas recommended by Ms. McShane.

“...McShane uses the Value Line method to adjust her betas upwards
when she should not. Drs. Kryzanowski and Roberts provide various
rationales in Sections IV and VI of their evidence why the beta of an
average-risk (never mind low-risk) utility should not be adjusted towards
one. Not only is it logically inconsistent to assume that the average beta of
a mature industry is equivalent to that of the overall market but empirical
findings upon which this adjustment is based reveal that individual betas
revert to the sample mean, which in the case of an average-risk utility is
itself. Drs. Kryzanowski and Roberts also demonstrate why the interest-
rate sensitivity rationale for using a variant of the adjusted beta method for
utilities is flawed and is based on a misunderstanding of asset pricing
theory and empirical tests. Since Ms. McShane basically uses the sample
average utility beta as her beta estimate for a low-risk utility benchmark,
no upward adjustment is needed to offset the tendency of the beta of a
specific utility to regress to that same sample average utility beta...” (HC
Argument, p. 32)

Drs. Kryzanowski and Roberts explained why in their view adjustment of beta’s

for interest rate sensitivity is not necessary.

“...0Over the long run, we would expect the average return on long
Canada’s to be equal to the yield on long Canada’s (the proxy for the risk-
free rate in rate of return settings). This is because our expectation is that
rates would fluctuate randomly so that returns would be above yields to
maturity in some periods and below them in others. Thus, while it is true
that utility returns are sensitive to interest rates, it is not true that interest
rate risk will have a positive risk premium over the long run. (Ex. 8; p. 83)

With respect to the financing flexibility allowance of 50 basis points
recommended by Ms. McShane, Drs. Kryzanowski and Roberts noted the Board
should consider the excess returns earned by utility investors when establishing
the financing flexibility add-on to the return on equity (“ROE?”) in this rate hearing.
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“...In other words, providing generous rates of return allowances to
enhance the financial integrity and flexibility of these utilities (without
requiring these utilities to establish a reserve account to capture these
insurance premiums) just over-compensates investors given the high
dividend payout practices of many Canadian utilities. Drs. Kryzanowski
and Roberts do not recommend the establishment of such a reserve
account. Instead, they recommend that the Board consider the excess
returns earned by utility investors when establishing the financing flexibility
add-on (or kicker) to the ROE in this rate hearing...” (HC Argument, p. 38)

Additional Risk Premium on Benchmark Return Estimates

Ms. McShane recommended an additional 50 basis points risk premium on the
returns on equity applicable to the benchmark utility to reflect NTPC’s higher risk
in relation to the benchmark utility. In her view, NTPC would be a BBB rated
utility at the proposed capital structure and therefore she indicated an additional
risk premium is required on the basis of cost of debt differentials between a BBB
rated utility and a benchmark A rated utility.

“The estimation of the difference in return that would be warranted for
NTPC’s higher business risks is in part a matter of professional judgment,
but should be constrained by factual support. Ms. McShane’s direct
evidence demonstrates that the difference in the cost of debt as between
a utility with debt ratings in the A category and a utility whose debt is rated
in the BBB category is approximately 0.60%. The difference in the cost of
debt between an A rated benchmark utility and a BBB rated utility (which
NTPC would be on a stand-alone basis) serves as a proxy for the
incremental return that an equity investor would require to invest in NTPC.
On the basis of cost of debt differentials, Ms. McShane’s incremental
equity risk premium of 0.50% for the Corporation should be viewed as the
minimal differential return required relative to a benchmark utility. Her
proposed differential is fully consistent with the 0.60% differential adopted
by the Board in respect of the allowed return for NUL in Decision 9-2006
(March 2006).” (NTPC Argument, p. 45, Il. 13 - 23)

Drs. Kryzanowski and Roberts did not agree that an incremental risk premium on

the benchmark return is required because in their view Ms. McShane’s estimated
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benchmark returns would have the effect of rewarding NTPC twice for the same
incremental risk that is already reflected in the capital structure of an average-risk
utility.

“When she estimates the risk premium, she incorrectly uses a sample or
an industry index, which is really for an average and not low-risk utility.
Recognizing her error, Drs. Kryzanowski and Roberts challenged her view
that an incremental equity risk premium is required. Such an equity risk
premium would have the effect of rewarding NTPC twice for the same
incremental risk that is already reflected in the capital structure of an
average-risk utility.” (HC Reply, p. 21)

Views of the Board

The Board notes the CE method provides a measure of the actual realized
returns on the book value of comparable risk securities. In this regard the CE test
differs from other tests such as the equity risk premium test, which attempt to
measure the expected return on the market value of securities. In an original cost
rate base jurisdiction where the fair return is established on the basis of the book
value of assets, the awarded returns must reflect investors’ expectations of
market returns on comparable risk securities. These expectations of market
returns cannot, in the Board’'s view, be measured by the book returns of
comparable risk securities because of differences between the book values and
market values. Rather, the investors’ expectations are appropriately measured in
relation to the market value of comparable risk securities. In the Board’s view the
CE method fails to meet this requirement. Therefore the Board will not give any

weight to the CE method in determining the fair return on equity.

The Board notes the DCF test, similar to other tests, has certain drawbacks.

However, in view of the mitigating factors referred to by Ms. McShane, the Board
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considers it appropriate to consider the DCF test among other tests in
determining the fair rate of return on equity.

The Board notes NTPC’s submission that based on the British Columbia Utilities
Commission’s (“BCUC’s”) automatic adjustment mechanism, the market equity
risk premium would be much closer to Ms. McShane’'s 6.5% than Drs.
Kryzanowski and Robert’s 4.9%.

“The most recent regulatory determination of the market risk premium was
in 2006 by the British Columbia in which, having heard all the evidence,
concluded that the market risk premium was 5.8% at a long-term Canada
bond vyield of 5.25%. The forecast yield on long Canada bonds in this
proceeding is considerably lower than 5.25% (4.5% and 4.65% for
2007/08 by Ms. McShane and Drs. Kryzanowski and Roberts
respectively). Based on the BCUC’s automatic adjustment mechanism,
which, similar to those used by other Canadian regulators, is premised on
an inverse relationship between interest rates and risk premiums, the
indicated market risk premium at a 4.5% to 4.65% long Canada yield
would be higher than 5.8%, much closer to Ms. McShane’s 6.5% than Drs.
Kryzanowski and Roberts’s 4.9%.” (NTPC Reply, p. 29, II. 25 - 33)

The Board notes NTPC’s submission that the risk premium looking forward
should be higher than the historic values when bond market returns are expected

to be lower.

“...Ms. McShane’s Rebuttal evidence pointed out that Drs. Kryzanowski
and Roberts acknowledged that there has been no material change in the
equity market return. If equity market returns are approximately the same,
but bond market returns are expected to be lower, then it follows that the
risk premium looking forward should be higher than the historic values.”
(NTPC Reply, p. 29, II. 10 - 14)

The Board considers Drs. Kryzanowski and Roberts’ estimated market equity risk

premium to be downwardly biased since the witnesses do not appear have given
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recognition to market equity risk premium increases resulting from lower

prospective bond market returns, compared to the historic period.

The Board, having reviewed the foregoing, considers a market equity risk

premium of 6% to be appropriate under current long-term interest rate conditions.

The Board also considers Ms. McShane’s adjusted beta values to be on the high
side when viewed in relation to the raw beta estimates based on observations
during a relatively stable interest rate environment such as the 30 month periods,
January 2003 t