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1.0 OVERVIEW

1. In the 2017-2021 PBR application for Water and Wastewater, both EPCOR Water Services
Inc.”s (EWSI) rate of return expert and Grant Thornton (GT), the City of Edmonton’s (City) consultant,

recognized that:
i) EWSI’s business risks are greater than the average Alberta electric and gas utility?, and

ii) Itis reasonable to add a risk premium to the Alberta Utility Commission’s generic cost of

capital to derive the allowed return on equity for EWSI.

2. The Utility Committee observed that prior PBR decisions had not specifically quantified the
appropriate risk premium and suggested that EWSI work with City Administration to quantify the risk
premium in advance of the next PBR application.

3. In mid-2019, EWSI and City Administration began discussions towards developing an approach
to quantify an appropriate risk premium. This culminated in the development of a formal “Request for
Information” (RFI) that was circulated to the consulting community. The intent of the RFI was to seek
guidance and input from industry experts to fully define the risk premium approach. The RFI defined
the risk premium approach as identifying and most importantly quantifying the various risk factors
that support the need for an equity risk premium for EWSI above the Alberta Utility Commission’s

approved generic cost of capital.

4, The information from the RFI was planned to be used in seeking approval of the final approach
from the Utility Committee and to inform the eventual “Request for Proposal” (RFP). The RFP would
then be issued to select a consultant to complete the actual assessment and quantification of the risks

and the development of the return on equity recommendation.

5. The RFI submissions were received in January, 2020. Unfortunately, only two firms responded.
Neither response adequately defined a method that would lead to the intended outcome of
qguantifying the various risk factors. Subsequent conversations with the consultants revealed that the
guantified risk premium approach, while theoretically sound, is difficult to enact as there is no basis to
adequately quantify and justify the risk factors. At best, the assessment could be completed with
business risks being identified and aggregated into larger “buckets” and then the associated risk

premium subjectively determined. Both consultants indicated that this approach is not an established

1 page 143, Grant Thornton, EPCOR Performance Based Regulation 2017-2021 Filing Review, December 22, 2016.
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industry practice. Based on these discussions, EWSI concluded that reliance on more traditional
approaches (Capital Asset Pricing Model, Discounted Cash Flows and Risk Premium Model) for the
determination of a proposed return on equity was warranted.

6. In previous applications, EWSI contracted an external industry expert to develop such an
analysis based on accepted financial approaches and financial market conditions at the time.
However, with the onset of the global COVID 19 pandemic and the associated impact on financial
markets, EWSI determined that traditional approaches to determining a return on equity were not
appropriate for the 2022-2024/2026 applications. The fiscal and monetary policies introduced to
diminish the economic impact of the pandemic resulted in changes to financial market data used to
estimate common equity rates of return and impacted the viability of the traditional approaches.

7. EWSlinstead proposes that an update of Grant Thornton’s 2016 analysis (used to set the 2017-
2021 PBR term’s common equity return) be used to establish the 2022-2024/2026 PBR common
equity rate of return (ROE). Aformulaic extension of this approach is seen as the most straightforward
approach and best aligns with the City’s desire to determine a risk premium to the Alberta Utility
Commission’s generic cost of capital to derive the allowed rate of return on equity for EWSI. The
update to this approach is fully detailed in a subsequent section of this Memorandum. EWSI has also
provided commentary to document the differences in the risk profile of EWSI’s businesses in relation
to those regulated by the AUC to justify the risk premium over the generic allowed return on equity

and to satisfy Utility Committee’s original request to the greatest degree possible.
2.0 BACKGROUND
2.1 Cost of Capital Composition

8. “Cost of Capital” is a fundamental concept in both financial theory and public utility regulation.
At the highest level, cost of capital is an opportunity cost, meaning that investing in any asset (or
security) implies a foregone opportunity to invest in an alternative asset (or security). For any
investment to make financial sense, the expected return of that investment must be equal to the
return available in other investments assuming that both investments are of comparable risk. Because
investments with similar risks should offer similar returns, the opportunity cost of an investment
should equal the return available on an investment of comparable risk. The higher (or lower) the risk,

the higher (or lower) the investor’s expected return.

9. From a utility perspective, total cost of capital is a central component of the revenue

requirement. In most instances, the total cost of capital is the combination of the cost of debt, the cost
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of common equity and the capital structure (the allowed percentage of debt and equity). The rate of
return is developed from the cost of capital by weighting each of these components by the allowed
capital structure to derive the weighted average cost of capital (WACC)?. Generally, regulators focus
their reviews on the cost of equity and the capital structure while debt rates are generally determined

by financial market information.
2.2 The Fair Return Standard

10. Under the PBR’s constructs, EWSI is allowed to recover the operating expenses and
depreciation deemed reasonable in the rates approval process as well as a fair return on the assets
utilized in providing service to rate-payers. The assets utilized is the rate base or, in other words, the

III

amount of property deemed to be “used and useful” in providing service. The concept of a fair return
is defined within the EPCOR Edmonton Regulated Utilities Bylaw (Bylaw 12294) which stipulates in the

Guiding Objectives through which rates will be assessed:

EPCOR is entitled to a reasonable margin of profit from operations in relation to the
provision of utility services within the boundaries of the city of Edmonton (S. 5a Bylaw
12294, September 12, 2017).

11. The principles that underlie a “reasonable margin of profit” or a “fair rate of return” for any
regulated utility have been established through both regulatory and legal proceedings. The Supreme
Court of Canada, in Northwestern Utilities v. City of Edmonton (1929) found:

By a fair return is meant that the company will be allowed as large a return on the
capital invested in the 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,

stability and certainty equal to that of the company’s enterprise.

12. This concept, known as the Fair Return Standard has been interpreted many times in both the
US and Canada. In Canada, the National Energy Board provided its interpretation of the standard in its
RH-2-2004 Phase Il Decision and more recently reinforced that interpretation in its Trans Quebec &

Maritimes Pipeline Inc. RH-1-2008 Decision.

2 While often used interchangeably, “rate of return” and “cost of capital” are distinct and actually represent two separate
concepts. Rate of return refers to an ex post accounting concept that is effectively the return earned on an asset (rate base
on the regulatory environment). It is measure of profitability that is usually determined through accounting records. Cost
of capital is an ex ante economic and financial concept of expected or required return. It is an opportunity cost must be
estimated from economic and financial data, rather the measured.
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The Board is of the view that the fair return standard can be articulated by having
reference to three particular requirements. Specifically, a fair or reasonable return on
capital should:

° be comparable to the return available from the application of the invested
capital to other enterprises of like risk (the comparable investment standard);

° enable the financial integrity of the regulated enterprise to be maintained (the
financial integrity standard); and

° permit incremental capital to be attracted to the enterprise on reasonable

terms and conditions (the capital attraction standard).

In the Board’s view, the determination of a fair return in accordance with these
enunciated standards will, when combined with other aspects for the Mainline’s

revenue requirement, result in tolls that are just and reasonable.

13. In its 2009 Generic Cost of Capital Order, The Ontario Energy Board interpreted the standard
by indicating that all three requirements must be met, and that none ranks in priority to the others.

The Board affirms its view that the Fair Return Standard frames the discretion of the
regulator, by setting out the three requirements that must be satisfied by the cost of
capital determinations of the tribunal. Meeting the standard is not optional; it is a legal
requirement. Notwithstanding this obligation, the Board notes that the Fair Return
Standard is sufficiently broad that the regulator that applies it must still use informed
judgement and apply its discretion in the determination of a rate regulated entity’s

cost of capital.

... all three standards or requirements (comparable investment, financial integrity, and
capital attraction) must be met and none ranks in priority to the others. The Board
agrees with the comments made to the effect that the cost of capital must satisfy all
three requirements which can be measured through specific test and that focusing on
meeting the financial integrity and capital attraction test without giving adequate
comparability to the comparability to the comparable investment test is not sufficient

to meet the [Fair Return Standard].

14, Whether the fair return standard has been met is normally assessed by the determination of
the required returns by investors for investments of comparable risk. In other words, for a given level

of risk, there is a corresponding return that investors expect or they will place capital elsewhere. That
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return is often referred to as the “opportunity cost” or the “investor required” return. A fair return
must be set at that opportunity cost. In addition, the return must be sufficient to maintain the utility’s
credit metrics in order to maintain the organization’s credit rating and provide assurances to lenders
that debt obligations can be met. The fair return must also be sufficient to attract capital on reasonable

terms. Ultimately, it is the risk assessment that is central in the determination of the fair return.
2.3 Riskin a Regulated Utility

15. The risk of a regulated utility can be assessed from two primary perspectives: business risk and
financial risk. Business risk encompasses the specific attributes and circumstances of the utility’s
operations. This includes customers served, nature of the services provided, size of service territory,
impact of weather and climate on the business, volume and demand risk, economic conditions, etc. In
a regulated environment, business risk also includes regulatory risk as determined by both the manner
prudently incurred costs are recovered as well as the timelines over which that occurs. Regulatory risk
is generally determined by the regulatory constructs established by the regulator. Business risks result
in variability in both cash flow and earnings that impact the ability to recover costs and earn the

awarded fair return.

16. Financial risk relates primarily to the manner in which a business is financed or, in other words,
the relative percentage of debt and equity in the capital structure. Businesses with a higher level of
debt are generally viewed as riskier as they require a higher level of net income to cover the interest

obligations. As debt holders take precedence in payment, risk to equity shareholders is increased.

17. For a regulated utility, risks can be both long-term and near-term in nature. Near-term risks
are often seen in year over year variability in earnings. Given the typical long lived aspects of regulated
assets, longer term risks associated with any impaired ability to recover on and of capital for these
assets is also present. Regulated utilities assume additional risks not normally seen in other businesses
based on their obligation to serve. Unlike other businesses, regulated utilities must provide service at
all times including responding to unexpected asset failures and operational issues that are specific to
the asset base of the utility. Regulated businesses must also make the required capital investments to
maintain their level of service irrespective of the underlying economic conditions and cost of external

funds.
3.0 RISK COMPARISON EWSI VS. AUC

18. In the 2017-2021 PBR application, EWSI’s cost of capital expert (Sussex Economic Advisors,
LLC) and Grant Thornton, the City’s expert, recognized that EWSI’s risk is greater than the gas and
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electric utilities regulated by the AUC. Sussex also concluded that water and wastewater treatment
utilities experience greater levels of business risk relative to natural gas and electric utilities®. Grant
Thornton indicated that their evidence of greater business risk was conflicting and could not support
or refute that conclusion*. However, both consultants were aligned in the risk comparison of EWSI’s

PBR with that of the AUC. This is noted in Grant Thornton’s commentary as follows:

We have considered the elements of EWSI’s PBR in contrast to the Alberta Utilities
PBR’s and concur with the findings of the Sussex Report regarding the EWSI PBR having

greater inherent risk compared to other Alberta Utilities®.

19. As a result of these conclusions, both consultants concluded that a risk premium above the
AUC generic was warranted. Even though the risks were not specifically individually quantified in the
2017-2021 proceeding, Sussex concluded a 2.2% premium was warranted, while Grant Thornton

concluded a 1.83% premium was warranted, both using transition cost of capital studies.

20. The following discussion presents the major risk factors that contribute to EWSI bearing more
risk than an electricity or gas utility regulated by the AUC. The risks are described as distinct from one
another, but it is recognized that there is often some degree of overlap among the various risks. For
example, the risk associated with water being a consumable product overlaps with the risk of changing
regulations intended to ensure the safety of the product. Further, when risks are realized, their actual
impacts are often inter-related and may combine to increase the overall impact or they may
counteract one other, depending upon the circumstances and economic conditions at the time. The
challenge in adequately defining the risks and their distinct underlying drivers is the primary reason

that quantification of individual risks is not an established practice.
3.1 Business Risk
3.1.1 Water is a Consumable Product Risk

21. While all utility products are seen as essential to life, only water is actually ingested by the end
user. It is incumbent upon the water utility to ensure that appropriate processes and procedures are
maintained to provide proper treatment and that the product remains safe and within strict regulatory

guidelines. This challenge is compounded by high variability in the source water, depending on

3 page 20, Sussex Economic Advisors, Opinion and Report on the Rate of Return, June 6, 2016.
4 page 142, Grant Thornton, EPCOR Performance Based Regulation 2017-2021 Filing Review, December 22, 2016.
5 Page 143, Grant Thornton, EPCOR Performance Based Regulation 2017-2021 Filing Review, December 22, 2016.
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weather, time of year and other non-controllable factors. Irrespective of these changes, EWSI is

required to maintain the quality and safety of the final product.

As an example, in the summer of 2019, higher than average precipitation resulted in increased surface
run off and ultimately unusually high colour in the river. EWSI had to respond to these changes by
increasing chemical use (alum and caustic soda) well above historic and planned levels. In addition to
absorbing the costs resulting from these types of event, which appear to be becoming more frequent,

EWSI must also ensure the operational changes are continually made to maintain water quality.

22. In addition to the consumable product risk, EWSI also bears the risk associated with the
collection and treatment of the resulting wastewater. Due to its nature, wastewater has health and
safety concerns that must be carefully managed in order to protect both the public and EWSI’s
employees. As its end product is of paramount importance to the health and well-being of its
customers, EWSI bears more risk than is seen in the electric and gas utilities as it ultimately bears

responsibility for the safety of the product.
3.1.2 Health and Environmental Regulations Risk

23. All three EWSI utilities are faced with increasingly stringent health and/or environmental
standards as determined by regulatory agencies. In most cases, these changes necessitate additional
capital investment to meet the new requirements in addition to process and reporting changes to
ensure adherence to the standards. As an environmental example, in 2009 Environment Canada
enforcement of the Federal Fisheries Act determined that a discharge of any chlorinated water to any
water body frequent by fish would be a contravention of the act and subject to significant penalties
(fines and more). This compelled EWSI to build and operate de-chlorination systems for waste streams
at both water treatment plants and to implement de-chlorination procedures in distribution and
transmission and drainage when water is released from pipes. Since that time, this regulatory change

has resulted in increased capital and operating costs.

24, Compared to electric and gas utilities, EWSI faces additional risk due to higher frequency of
regulatory changes for both environmental and public health standards placing increased pressure on
cash flow to fund new infrastructure as well as complete upgrades to existing assets to meet those

regulations.
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3.1.3 Revenue Risk

25. Water consumption is subject to considerable short-term variation, particularly in the summer
months where weather patterns impact outdoor use. Additionally, water consumption over the long-
term has continued to decline on a per capita basis over the last 10-20 years. The decline can be
associated with a number of things including highly efficient appliances and effective conservation
measures. Electricity and gas consumption is also subject to variation, driven primarily by broader
economic factors as well as weather. While all utilities bear some revenue variability due to variation
in consumption, the extent to which that variability impacts the profitability and risk profiles of the

business is markedly different.

26. EWSI’s rate structure is comprised of a very high portion of volumetric rates indicating the
revenue fluctuates with changes in consumption. In contrast, electric and gas utilities in Alberta have
a much lower percentage of volumetric rates implying that their revenues fluctuate less for a given
level of consumption changes as a result of their greater percentage of fixed revenue. A critical factor
in determining the impact of the consumption variations on revenue is the proportion of revenues
derived from fixed rates (per customer, per meter or capacity charges) relative to the proportion of
revenue derived from variable rates (consumption charges). For EWSI, the combination of a high
percentage of fixed costs, which are not connected with consumption, and a lower percentage of fixed

rates, means that consumption changes result in considerable risk of increased variability of earnings.

27. Table 3.1.3-1 below presents the percentage of fixed revenue as a percentage of total revenue
for Alberta Utilities. EWSI data is presented for the individual utilities, the simple average of those
results as well as for Total EWSI which is determined by the three utilities combined. This latter number
normalises for the differing size of the utilities and is seen as the most representative. As illustrated,
EWSI averaged 15.1% fixed revenue in 2014-2017, prior to the Drainage Services transfer. The
percentage of fixed revenue then increased to 31.37% over the 2018 and 2019 period given that
Drainage Services stormwater rates are 100% fixed. In contrast, the gas and electric utilities averaged
71.9% fixed revenue over the 2014-2019 period. Transmission utilities have not been included in this
analysis as their revenue is not determined by direct charges to consumers and would be considered
100% fixed.
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Table 3.1.3-1
Alberta Utilities - Percentage of Fixed Revenue®

A B C D E F G H
2014-17 2018-2019

2014 2015 2016 2017 2018 2019 Average Average
1 EPCOR Water Services Inc.
2 Water 14.2% 14.0% 14.9% 15.0% 14.1% 14.3% 14.5% 14.2%
3 Wastewater 16.0% 16.2% 17.0% 16.9% 16.3% 16.8% 16.5% 16.5%
4 Drainage N/A N/A N/A N/A 54.8% 56.1% N/A 55.4%
5 Average 15.1% 15.1% 15.9% 16.0% 28.4% 29.1% 15.5% 7 28.7%
6 Total EWSI 14.7% 14.7% 15.5% 15.6% 30.8% 31.8% 15.1% 31.3%
7
8 Electric and Gas Utilities
9 EPCOR E-Dis 72.9% 72.9% 72.9% 72.9% 75.2% 75.2% 72.9% 75.2%
10 ATCO E-Dis 73.0% 73.0% 73.0% 73.0% 68.5% 68.5% 73.0% 68.5%
11 Enmax B-Dis 73.3% 73.3% 73.3% 73.3% 75.9% 75.9% 73.3% 75.9%
12 Fortis E-Dis 86.1% 86.1% 86.1% 86.1% 83.9% 83.9% 86.1% 83.9%
13 Atco Gas 71.2% 71.2% 71.2% 71.2% 70.9% 70.9% 71.2% 70.9%
14 Alta Gas 55.3% 55.3% 55.3% 55.3% 56.4% 56.4% 55.3% 56.4%
15 Average 72.0% 72.0% 72.0% 72.0% 71.8% 71.8% 72.0% 71.8%

28. As its revenue is primarily based on volumetric rates, EWSI experiences higher revenue

volatility than is seen in a gas or electric utility. As a result EWSI bears greater risk of revenue volatility.
3.1.4 Capital Recovery Risk - Depreciation

29. Water and wastewater utility assets typically have longer lives than electric and gas utilities.
The resulting lower depreciation rates mean that reliance on depreciation as one of the sources of
internal cash flow is lower. In addition, the longer capital recovery period results in water and
wastewater utilities facing greater risk from inflation which result in a higher replacement cost per
dollar of net plant. In many instances, especially as assets age and approach end of life, increased risk
in operating those assets is seen as a result of unexpected asset failures or additional operational costs

to inspect assets or to perform maintenance.

30. Table 3.1.4-1 below presents the Composite Lives of Assets for Alberta Utilities. Composite Life
equals the Mid-year Plant in Service divided by the Annual Depreciation, and is the average number
of years assets are expected to last. As above, EWSI data is presented for the individual utilities and for
Total EWSI which is determined by the three utilities combined in order to normalize for the differing

size of the utilities.

6 Source: EWSI financial statements and AUC filings. 2015/2016/2018 or 2019 rate applications have been used to
extrapolate the level of fixed revenue for AUC regulated utilities.
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31. As illustrated, Total EWSI averaged 46.1 years in 2014-2017, prior to the Drainage Services
transfer. This then increased to 57.3 years over the 2018 and 2019 period given that Drainage assets
are predominately pipes which have a longer life than water or wastewater plant assets. In contrast,
the Alberta gas and electric utilities averaged 32.6 years over the 2014-2019 period.

Table 3.1.4-1
Alberta Utilities — Composite Life’

A B C D E F G H
2014 2015 2016 2017 2018 2019 2014-17 2018-19
Average Average
1 EPCOR Water Services Inc
2 Water 49.3 50.2 52.5 51.7 52.8 52.5 50.9 52.7
3 Wastewater 38.7 38.4 34.6 34.7 335 323 36.6 329
4 Drainage n/a n/a n/a n/a 65.2 66.4 n/a 65.8
5 Average 44.0 44.3 43.6 43.2 50.5 50.4 43.7 " 50.4
6 Total EWSI 45.9 46.3 45.8 46.4 57.2 57.4 46.1 57.3
7
8 Electric and Gas Utilities
9 EPCOR - EDI 324 319 313 311 31.0 314 317 31.2
10 EPCOR - ETI 39.5 38.7 37.8 37.9 46.5 46.1 385 46.3
11 ATCO E-Dis 318 38.7 34.8 44.5 35.6 37.5 375 36.5
12 ATCO E-Tran 31.8 38.7 34.8 44.5 35.6 375 37.5 36.5
13 Enmax E-Dis* 30.7 30.5 30.2 29.6 29.5 30.4 30.2 30.0
14 Enmax B-Tran 26.8 37.0 35.0 35.4 34.9 35.5 33.6 35.2
15 Fortis E-Dis * 24.5 25.6 24.2 244 25.4 25.7 24.7 25.6
16 Atco Gas 27.2 27.3 27.4 27.9 26.4 28.1 27.5 27.3
17 Alta Gas 321 32.8 31.9 35.2 34.9 26.5 33.0 30.7
18 Alta Link 28.6 29.5 28.1 30.7 30.7 31.3 29.2 31.0
19 Average 30.5 33.1 31.6 34.1 33.1 33.0 32.3 33.0
32. As a result of the longer asset lives, EWSI bears greater risk than the gas and electric utilities

regulated by the AUC.
3.1.5 Level of Contributed Assets Risk

33. EWSI utilities, particularly Drainage, have a greater percentage of contributed assets. These
are assets that are not paid for by ratepayers though rates, and are typically constructed by third
parties and transferred to EWSI ownership at commissioning. Once these assets are transferred, EWSI
is obligated to operate, manage and maintain the assets. The utility assumes all liabilities in exactly the
same manner as rate-funded assets. Operationally, EWSI makes no distinction between the two asset
types. However, EWSI does not earn a return on equity on contributed assets. Further, any variability
in operational costs are borne strictly by the utility, with no RoE compensation for the variability. As a

result, EWSI bears greater risk than is seen in electric and gas utilities.

7 Source: EWSI financial statements and AUC filings.
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34, Table 3.1.5-1 below presents the historic cumulative percentage of contributed assets for
EWSI and AUC regulated gas and electric utilities. This table details Mid Year Net Contributed Assets
as a percentage of the Gross Mid Year Rate Base (net mid year property plus working capital and
materials and supplies). EWSI data is presented for the utilities individually and combined or as Total
EWSI which normalises for the differing size of the utilities and is seen as the most representative for

comparison.

35. As illustrated, Total EWSI averages 27.8.8% contributed assets over 2015 to 2017, which then
increases to an average of 52.8% contributed in 2018 and 2019 with the addition of Drainage (which
has 68.5% contributed assets). In contrast, the AUC regulated utilities average 15.9% over 2015-2019.
Overall, EWSI has a far higher level of contributed assets compared to electric and gas utilities in

Alberta, particularly with the addition of Drainage Services.

Table 3.1.5-1
Alberta Utilities — Percentage of Contributed Assets®

A B C D E F G
2015 2016 2017 2018 2019 2015-17 2018-19
Average Average
1 EPCOR Water Sevices Inc.
2 Water Services 32.4% 32.6% 32.7% 32.2% 31.9% 32.6% 32.1%
3 Wastewater Treatment 7.9% 6.9% 6.2% 5.5% 4.9% 7.0% 5.2%
4 Drainage n/a n/a n/a 68.6% 68.5% n/a 68.6%
5 Average 20.1% 19.8% 19.4% 35.5% 35.1% 19.8% " 35.3%
6 Total EWSI 28.0% 27.9% 27.7% 52.8% 52.7% 27.8% 52.8%
7
8  Electric and Gas Utilities
9 EPCOR - EDI 13.2% 12.0% 11.1% 11.2% 11.3% 12.1% 11.2%
10 EPCOR - ETI 8.6% 8.3% 8.0% 7.8% 7.9% 8.3% 7.8%
11 ATCO Electric - Distribution 24.9% 25.2% 24.6% 24.1% 23.7% 24.9% 23.9%
12 ATCO Electric - Transmission 8.2% 8.8% 9.2% 9.3% 9.3% 8.7% 9.3%
13 Enmax Electric - Distribution 22.4% 22.6% 23.1% 22.5% 21.8% 22.7% 22.2%
14 Enmax Electric - Transmission 26.3% 25.1% 26.8% 27.4% 26.4% 26.1% 26.9%
15 FortisAlberta - Distribution 14.5% 13.6% 12.9% 12.5% 12.3% 13.7% 12.4%
16 ATCO Gas - Distribution 17.6% 17.2% 16.7% 16.3% 16.2% 17.2% 16.3%
17 AltaGas 20.4% 18.5% 16.7% 15.5% 14.5% 18.5% 15.0%
18 Altalink Transmission 10.8% 9.0% 8.9% 9.2% 9.4% 9.6% 9.3%
19 Average 16.7% 16.0% 15.8% 15.6% 15.3% 16.2% 15.4%
36. The AUC has provided its view that increased levels of contributions or Contributions in Aid of

Construction (CIAC) increases risk. This view was expressed in decisions resulting from utilities
proposing a management fee to compensate them for their contributed assets. In its 2011 Generic

Cost of Capital decision, the AUC commented as follows:

8 Source: EWSI financial statements and AUC filings.
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495. Nonetheless, even though the management fee proposed by the Utilities is not
warranted, the Commission agrees with the Utilities that CIAC-funded assets
contribute to business risk. In general, business risk would be expected to rise in
proportion to assets. The Commission agrees with the Utilities that, without an increase
in equity, CIAC-funded assets would cause an increase in financial risk and operating
leverage risk. As outlined in Section 5 above, it has been the practice of the Commission
and its predecessor to adjust for any differences in risk among the utilities by adjusting
their individual equity ratios. The Commission has reaffirmed its adherence to this

approach in this decision. °.

37. In her testimony on the cost of capital for EWSI’s 2012-2016 PBR Application, Ms. McShane

explained the need for compensation on contributed assets as follows:

EWSI has the obligation to manage, operate and replace, bear all the liabilities for and
face business risks related to assets that are financed by CIAC. By failing to provide any
compensation (margin or return) on assets that are funded by CIAC, the current
regulatory model effectively requires EWSI to provide valuable services and assume
risks on a significantly larger asset base than it is rewarded for. Some form of
compensation for providing service and bearing the risks of ownership, operation and

management of those assets should be afforded EWSI.*°
3.1.6 Determination of Return on Equity Risk

38. The City’s PBR process is based on 5 year terms (with 3 year terms in this application as a one-
time measure to stagger future applications) with EWSI’s rate of return on equity fixed for that entire
period. In contrast, the AUC’s rate of return is adjusted more frequently based on their generic cost of
capital proceedings. As EWSI is effectively “locked in” to the established return on equity irrespective
of changes to the underlying financial market drivers and conditions, this represents an additional risk
to EWSI.

9 Alberta Utilities Commission, Decision 2011-474, December 8, 2011, Paragraph 495, page 92.
10 page 84, Opinion on Cost of Debt, Capital Structure and Return on Equity for EPCOR Water Services Inc., Prepared by
Kathleen C. McShane, Foster Associates Inc., April 2011.
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3.1.7 Debt Recovery Risk

39. Under EWSI’s PBR Framework, the risk of interest rate fluctuations relative to forecast is
entirely borne by EWSI and is not passed on to its customers. Under the AUC PBR Framework, Alberta
electric and gas distribution utilities pass on interest rate risk to their customers through rate
adjustments. As such, this risk factor represents another component of the EWSI risk premium above
the AUC’s Generic Cost of Capital

3.1.8 Adjustment Factor Risks (Y, Z and K Factors)

40. A component of any PBR structure, including both the AUC's and EWSI’s, are adjustment
factors that allow rate increases outside of the i-x formula. As these factors mute the incentive
mechanisms that are inherent within a PBR structure, the circumstances where they are approved are
generally limited. These factors do serve to mitigate risk to some degree and a discussion of them is
included here for completeness. However, as is noted below, EWSI has not reached a definitive
conclusion as to the relative risk implications between the AUC’s PBR and EWSI’s PBR from an
adjustment factor perspective given the different manners in which the adjustment factors are applied

and both PBR structures require the utility to bear various capital and operating cost forecast risks.

41. Once the PBR application is approved, EWSI bears the risk resulting from changes from the
underlying capital and operating cost forecasts. There are no deferral accounts or other mechanisms
that allow EWSI to recover operating cost increases. Significant and unexpected differences between
actual and forecast costs which are outside of EWSI’s control such as power or chemical costs, interest
rates, etc. are therefore borne by EWSI. Similarly, EWSI bears capital forecast risk for all projects
including both City and developer determined projects, where the capital expenditure is not subject
to EWSI’s internal control. EDTI bears growth risk as well, as there are no mechanism to go back and

collect additional funding if there is greater system growth than initially projected.

42, The single adjustment factor in EWSI’s PBR is the non-routine adjustment process. This process
does allow some exogenous costs to be recovered but they must be either directed by the City or EWSI
must demonstrate that the reason for the additional costs are beyond its control. In addition to these
criteria, the defined financial materiality threshold must also be met. That is, once other qualifying
criteria are met, a non—routine adjustment must demonstrate an annual revenue impact of greater

than $500,000 in order to qualify. In the case of capital projects, this represent a very high threshold.

43, As an example, for a typical pipe project, a $500,000 revenue requirement is derived only

when a $17.75 million capital expenditure is reached (assuming a 40 year depreciation rate, current
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debt and equity rates and current franchise fees). Any capital variance under this level, including
projects directed by the City or resulting from developer activities, is borne by EWSI. In the current PBR
term, the Network Private Development Transmission Main program is projected to exceed the $14.4
million approved budget by $11.2 million for a total projected expenditure of $25.6 million over 2017-
2021. Since developers determine both the timing of their projects and the areas to be developed,
expenditures on this program have proven difficult to forecast and the resulting overage is borne by
EWSI. As the overage is below the non-routine financial threshold, EWSI has no ability to seek

compensate for the additional capital expenditures and this represents a considerable risk.

44, The AUC adjustment mechanisms consists of Y, Z and K factors which allow recovery of certain
qualifying costs and flow-through items above the i-x mechanism. In effect, these adjustments allow a

utility to recover the costs associated with unforeseen events. These factors are defined as follows:

e Y factor - Y factor costs are costs that are flowed through to customers. For costs to be

eligible for Y factor treatment, all of the following criteria must be met:
(i) The costs must be attributable to events outside management’s control.

(ii) The costs must be material. They must have a significant influence on the operation of
the distribution utility; otherwise the costs should be expensed or recognized as

income, in the normal course of business.

(iii) The costs should not have a significant influence on the inflation factor in the PBR

formulas.
(iv) The costs must be prudently incurred.

(v) All costs must be of a recurring nature.

Examples of costs allowed under the Y factor adjustment include: AESO costs, AUC
assessment fees, intervener costs, costs associated with Commission-directed tariff billing
and load settlement changes and property, business and linear taxes. The primary driver
for inclusion of these costs is that they can vary significantly year to year and are outside

of the utility’s control.

e Zfactor - Z factors allow for an adjustment to a distribution utility’s rates to account for a
significant financial impact (either positive or negative) of an exogenous event outside of
the control of the utility and for which the utility has no other reasonable opportunity to
recover the costs within the PBR formula. The following criteria are used to evaluate

whether the impact of an exogenous event qualifies for Z factor treatment:
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(i) The impact must be attributable to some event outside management’s control.

(ii) The impact of the event must be material. It must have a significant influence on the
operation of the distribution utility; otherwise the impact should be expensed or

recognized as income, in the normal course of business.

(iii) The impact of the event should not have a significant influence on the inflation factor
in the PBR formula.

(iv) All costs claimed as an exogenous adjustment must be prudently incurred.

(v) The impact of the event was unforeseen.

K factors — K factors, 