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1. Labour Forecast 2024-2026

1.0. Background

This report details the method used by Newfoundland Power Inc. (“Newfoundland Power” or the
“Company”) to forecast its test year full-time equivalents (“FTEs”) and labour expense. In
addition, it describes the assumptions used to determine forecast vacancies.!

Following completion of the Customer Service System (“CSS”’) Replacement Project, the
Company’s labour requirements are forecast to be consistent over the test years.” In managing its
workforce, the Company matches overall capacity and capability with anticipated work
requirements.

The method used to forecast labour requirements and FTEs for a test year reflects this basic
workforce management philosophy.

2.0  Forecasting Workforce Requirements
2.1  Forecasting the Work

The starting point in forecasting Newfoundland Power’s annual labour requirements is the
Company’s annual capital and operational work requirements.’

Annual capital work requirements are principally based on specific expenditures required to
replace deteriorated, defective or obsolete equipment, and to serve forecast customer growth.*

Annual operating work requirements are principally focused on the maintenance and operation of
the electrical system, response to customer enquiries, and commercial functions such as meter
reading and billing.” These requirements tend to be stable over time. For this reason, historical
expenditures, adjusted for changes in operating requirements, are the foundation for forecasting
annual operating work requirements.

2.2 Workforce Options

Having determined the annual work requirements, the Company considers the amount of internal
labour available to meet these requirements.

' In Order No. P.U. 32 (2007), the Newfoundland and Labrador Board of Commissioners of Public Utilities
(the “Board”) directed Newfoundland Power to include this information as part of its next general rate
application.
2 For the period of 2023F through 2026F, Newfoundland Power’s workforce is forecast to decrease by 3.5%, or
23.0 FTEs. This decrease is related to the completion of CSS in 2023.
In addition to capital and operating requirements, there are labour requirements for rechargeable and
recoverable items. These items include labour associated with material handling (i.e. stores) and vehicle service
centre labour costs, which are recharged as overheads on operating and capital work. It also includes customer
jobbing, third-party provisioning services, and inter-affiliate labour charges.
These requirements are approved by the Board on a prospective basis each year through the Company’s capital
budget applications.
Annual operating work requirements also include general support functions, such as information services,
human resources, and finance.

Newfoundland Power — 2025/2026 General Rate Application Page 1 of 4




1. Labour Forecast 2024-2026

The Company meets its annual work requirements using a combination of employees, temporary
employees and contractors. This approach permits Newfoundland Power to maintain a highly
skilled core workforce and reasonable flexibility to respond to variations in work requirements
on a least-cost basis.

Annual capital work requirements are typically met through a combination of the Company’s
internal workforce and contractors. This is partly attributable to the variable nature of these work
requirements.® It is also consistent with the deployment of the Company’s internal workforce.’

Annual operating work requirements tend to be met by the Company’s internal workforce. This
is attributable to stability of these work requirements on a year over year basis,® and the
specialized nature of these work requirements.’

2.3 Vacancy Assumptions

In determining the internal workforce available to execute the annual capital and operating work
requirements, the Company assesses its internal workforce on an FTE basis."

The 2023 FTE forecast provides the basis for forecasting FTE requirements for 2024 through
2026. Newfoundland Power makes adjustments for future years, 2024 to 2026, to better predict
availability of the internal workforce to meet work requirements. This, in turn, permits the
Company to assess its workforce options."

Typical adjustments to an FTE forecast include anticipated retirements, leaves of absence,
terminations and new hires.'? These adjustments reflect the timing and salary impacts of
workforce changes. For example, in the case of retirements, differences in salary and timing gaps

Annual capital work requirements differ depending on the projects involved. For example, penstock
construction requires riggers and welders, skilled trades not typically employed by the Company. Accordingly,
such work would be performed by contractors.

For example, the deployment of Powerline Technicians (“PLTs”). PLTs perform a mixture of operating and
capital maintenance. In winter, Newfoundland Power’s service obligations practically require it to have PLTs
deployed throughout its service territory in sufficient numbers to respond to seasonal electrical system trouble.
In the construction season, PLTs can be deployed to construction sites across the province, as necessary.
Approximately 4% of Newfoundland Power’s internal workforce is temporary labour. Use of temporary labour
provides operating flexibility.

Specialized knowledge of electrical system operations is required for operational work and is therefore a core
competency of Newfoundland Power’s workforce. This specialized knowledge is not typically required for the
majority of the Company’s capital work requirements.

10 Newfoundland Power calculates FTEs based on employee hours worked divided by total working hours in a
year. For approximately 49% of the workforce, the total working hours in a year are 2,080. For the remainder,
the total working hours in a year are 1,950. The FTE calculation reflects only hours worked and permits a better
matching of work requirements to available workforce options than forecasting positions and applying a
vacancy allowance.

From a practical perspective, forecast FTEs will become the basis for the Company’s determination of hiring
requirements and contract labour requirements.

Leaves of absence include maternity leave, absences due to long-term disability or workplace injury, education
leave and other leaves of absence approved by the Company.
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1. Labour Forecast 2024-2026

or overlaps among employees entering and leaving the workforce can be incorporated.”* A
similar approach is used for employees commencing leaves of absence and those returning from
leave.

Adjustments are fully reflected in both forecast FTEs and labour costs. Forecast FTEs are a tool
to assess the internal workforce available to meet overall work requirements. Forecast labour
costs reflect salary and timing differences associated with changes in the internal workforce.

Newfoundland Power’s assessment of its internal workforce is undertaken in the context of its
total forecast labour requirements. Total labour requirements are a function of forecast capital
and operating work requirements.'*

2.4  Reconciling Work and Labour

Newfoundland Power’s total forecast labour requirements for 2023 is $91.9 million. For 2024,
2025 and 2026, the total forecast labour requirements are $92.4 million, $95.7 million and
$99.3 million, respectively. These requirements reflect forecast capital and operational work
requirements for each year and include internal labour and contract labour.

The Company’s forecast internal labour expense for 2023 is $75.4 million. For 2024, 2025 and
2026, forecast internal labour expense is $75.5 million, $78.5 million and $81.9 million,
respectively. The difference between the total forecast labour requirements and the Company’s
available internal labour will be addressed using contract labour.

3.0 2024 to 2026 Labour Forecasts
3.1 2024 FTEs and Internal Labour Expense

The 2024 FTEs and internal labour expense were calculated using the 2023 FTE forecast as the
starting point. In 2023, the number of FTEs is forecast to be 655.0. The associated internal labour
expense is forecast to be $75.4 million. To account for the impact of inflation, the 2023 internal
labour expense is adjusted to reflect forecast salary increases applicable to 2024.

The 2024 labour forecast reflects an overall decrease of 23 FTEs, primarily due to reduction in
labour following the completion of the CSS Replacement Project. FTEs and internal labour
expense in 2024 also include employees that are forecast to work a partial year in 2023, but are
anticipated to be in the workforce for a full year in 2024, partially offset by employees who left
in 2023.

The time period between employees entering and leaving the workforce can be either negative or positive. For
example, if a replacement employee arrives before a senior employee retires to avail of a training opportunity,
this will increase the FTE count and labour expense. However, if there is a period of time a position remains
vacant awaiting a replacement employee to enter the workforce, this will decrease the FTE count and labour
expense.

The loss of an employee in any year will typically result in the work being performed by temporary labour or a
contractor. It is unusual that either capital or operating work would not be performed in any given year due to
the loss of an employee.
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1. Labour Forecast 2024-2026

Schedule A presents the detailed breakdown of forecast internal labour expense and FTEs for
2024.

3.2 2025 FTEs and Internal Labour Expense

The 2025 FTEs and internal labour expense were calculated using the 2024 forecast as the
starting point. To account for the impact of inflation, the 2024 internal labour expense is adjusted
to reflect forecast salary increases applicable to 2025.

The 2025 test year labour forecast reflects an overall increase of 1.0 FTE.

Schedule B presents the detailed breakdown of forecast internal labour expense and FTEs for
2025.

3.3 2026 FTEs and Internal Labour Expense

The 2026 FTEs and internal labour expense were calculated using the 2025 forecast as the
starting point. To account for the impact of inflation, the 2025 internal labour expense is adjusted
to reflect forecast salary increases applicable to 2026.

The 2026 test year labour forecast reflects an overall decrease of 1.0 FTE.

Schedule C presents the detailed breakdown of forecast internal labour expense and FTEs for
2026.
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1. Labour Forecast 2024-2026 Schedule A
Schedule A
2024 Internal Labour Forecast
Labour Expense FTEs Notes
($000s)
2023 Workforce
Operating 35,485 1
Capital 30,019
Rechargeable & Recoverable 9,852
Total 75,356 655.0 2
2024 Salary Increase 2,864 3
Two Extra Work Days in 2024 602 4
Adjustments for 2024
2024 Retirements
Employee Retirement' (1,651) (11.5) 5
Retirement Replacement 1,315 10.5 6
2024 Leaves of Absence
Employees Taking Leave (869) (7.0) 7
Employees Returning from Leave 467 4.0 8
Terminations (3,068) (22.7) 9
New Hires 241 2.0 10
Partial Year Adjustments'® 207 1.7 11
2024 Adjusted Workforce 75,464 632.0 12
2024 Workforce
Operating 36,790
Capital 28,368
Rechargeable & Recoverable 10,306
Total 75,464 13

Retirement estimates are based on employees reaching age 65, or reaching age 60 with the combination of 95
years of age plus service, or have expressed interest in retiring prior to reaching this milestone.
Partial year adjustments include FTE and labour adjustments necessary to account for employees who started or

resumed their employment in 2024. These employees do not account for full annual salaries in the 2023 labour
expense or for full FTEs in 2023. These adjustments also include employees who left the Company in 2023.
These employees do not account for full annual salaries in the 2024 labour expense or full FTEs in 2024.
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1. Labour Forecast 2024-2026 Schedule A

No.

10

11

12

13

Notes for Schedule A

Description

The operating labour cost forecast for 2023. It includes the impact of all retirements, leaves of
absence, terminations and new hires expected for 2023.

The 2023 forecast FTEs are reflective of the anticipated 2023 work requirement. It reflects the
impacts, including timing, of retirements, leaves of absence, terminations, and new hires of regular
and temporary employees in 2023. Total labour expense includes payroll loading.

The 2024 salary increase is based upon a weighted average salary increase of 3.80%.

In 2024, there are 262 work days versus 260 in 2023, resulting in a labour increase of $602,000.

In 2024, there are 22 employees expected to retire. The 2024 labour cost reduction for retirements is
$1,651,000. The 2024 reduction in FTEs of 11.5 reflects the timing of the forecast retirements.

Twenty-two of the retiring employees will be replaced in 2024, which results in a $1,315,000 labour
cost increase and a 10.5 FTE increase for 2024.

In 2024, the Company forecasts 11 employees taking leaves of absence based on past experience and
known circumstances. The 2024 labour reduction for leaves is $869,000, with a corresponding FTE
reduction of 7.0.

In 2024, the Company forecasts seven employees returning from leaves of absence based on past
experience and known circumstances. The 2024 labour increase for employees returning from leave

is $467,000, with a corresponding FTE increase of 4.0.

In 2024, the Company forecasts a labour decrease of $3,068,000, with a corresponding FTE decrease
of 22.7 due to the completion of the CSS Replacement Project.

In 2024, the addition of four new hires for PLT Apprentices is expected to increase FTEs by 2.0 and
labour costs by $241,000.

The 2024 labour increase for partial year adjustments is an increase of $207,000, with a
corresponding FTE increase of 1.7.

The 2024 forecast FTE count.

The 2024 forecast labour cost, excluding overtime.
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1. Labour Forecast 2024-2026 Schedule B

Schedule B
2025 Internal Labour Forecast

Labour Expense FTEs Notes
($000s)
2024 Forecast Workforce
Operating 36,790 1
Capital 28,368
Rechargeable & Recoverable 10,306
Total 75,464 632.0 2
2025 Salary Increase 3,358 3
Extra Work Day in 2024 (301) 4
Adjustments for 2025
2025 Retirements
Employee Retirement'’ (931) (6.5) 5
Retirement Replacement 685 5.5 6
2025 Leaves of Absence
Employees Taking Leave (900) (7.0) 7
Employees Returning from Leave 769 6.0 8
New Hires 258 2.0 9
Partial Year Adjustments'® 126 1.0 10
2025 Adjusted Workforce 78,528 633.0 11
2025 Forecast Workforce
Operating 38,278
Capital 29,576
Rechargeable & Recoverable 10,674
Total 78,528 12

Retirement estimates are based upon employees reaching age 65, or reaching age 60 with the combination of 95
years of age plus service.

Partial year adjustments include FTE and labour adjustments necessary to account for employees who started or
resumed their employment in 2025. These employees do not account for full annual salaries in the 2024 labour
expense or for full FTEs in 2024. These adjustments also include employees who left the Company in 2024.
These employees do not account for full annual salaries in the 2025 labour expense or for full FTEs in 2025.
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1. Labour Forecast 2024-2026 Schedule B

Notes for Schedule B
No. Description
1 The operating labour cost for 2024. It includes the impact of all retirements, leaves of absence,

terminations and new hires in 2024.

2 The 2024 forecast FTEs are reflective of the 2024 work requirement. It reflects the impacts, including
timing, of all retirements, leaves of absence, and new hires of regular and temporary employees in
2024. Total labour expense includes payroll loading.

3 The 2025 salary increase is based upon a weighted average salary increase of 4.45%.
4 In 2025, there are 261 work days versus 262 in 2024, resulting in a labour decrease of $301,000.
5 In 2025, there are 11 employees expected to retire. The 2025 labour cost reduction for retirements is

$931,000. The 2025 reduction in FTEs of 6.5 reflects the timing of the forecast retirements.

6 Eleven of the retiring employees will be replaced in 2025, which results in a $685,000 labour
increase and a 5.5 FTE increase for 2025.

7 In 2025, the Company forecasts nine employees taking leaves of absence based on past experience.
The 2025 labour reduction for leaves is $900,000, with a corresponding FTE reduction of 7.0.

8 In 2025, the Company forecasts 10 employees returning from leaves of absence based on the 2024
forecast. The 2025 labour increase for employees returning from leave is $769,000, with a
corresponding FTE increase of 6.0.

9 In 2025, the addition of four new hires for PLT Apprentices is expected to increase FTEs by 2.0 and
labour costs $258,000.

10 The 2025 labour increase for partial year adjustments is $126,000, with a corresponding FTE
increase of 1.0.

11 The 2025 forecast FTE count.

12 The 2025 forecast labour cost, excluding overtime.
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1. Labour Forecast 2024-2026 Schedule C

Schedule C
2026 Internal Labour Forecast

Labour Expense FTEs Notes
($000s)
2025 Forecast Workforce
Operating 38,278 1
Capital 29,576
Rechargeable & Recoverable 10,674
Total 78,528 633.0 2
2026 Salary Increase 3,534 3
Adjustments for 2026
2026 Retirements
Employee Retirement'’ (687) 4.5) 4
Retirement Replacement 611 4.5 5
2026 Leaves of Absence
Employees Taking Leave 951) (7.0) 6
Employees Returning from Leave 551 4.0 7
Terminations (129) (1.0) 8
New Hires 273 2.0 9
Partial Year Adjustments® 131 1.0 10
2026 Adjusted Workforce 81,861 632.0 11
2026 Forecast Workforce
Operating 39,910
Capital 30,873
Rechargeable & Recoverable 11,078
Total 81,861 12

19 Retirement estimates are based upon employees reaching age 65, or reaching age 60 with the combination of 95
years of age plus service.

20 Partial year adjustments include FTE and labour adjustments necessary to account for employees who started or
resumed their employment in 2026. These employees do not account for full annual salaries in the 2025 labour
expense, nor would they have accounted for full FTEs in 2025. These adjustments also include employees who
left the Company in 2025. These employees do not account for full annual salaries in the 2026 labour expense,
nor would they account for full FTEs in 2026.

Newfoundland Power —2025/2026 General Rate Application Page 1 of 2



1. Labour Forecast 2024-2026 Schedule C

Notes for Schedule C
No. Description
1 The operating labour cost for 2025. It includes the impact of all retirements, leaves of absence, and
new hires in 2025.
2 The 2025 forecast FTEs are reflective of the 2025 work requirement. It reflects the impacts, including

timing, of all retirements, leaves of absence, terminations, and new hires of regular and temporary
employees in 2025. Total labour expense includes payroll loading.

3 The 2026 salary increase is based upon a weighted average salary increase of 4.50%.

4 In 2026, there are nine employees expected to retire. The 2026 labour cost reduction for retirement is
$687,000. The 2026 reduction in FTEs of 4.5 reflects the timing of the forecast retirements.

5 Nine of the retiring employees will be replaced in 2026, which results in an $611,000 labour increase
and a 4.5 FTE increase for 2026.

6 In 2026, the Company forecasts nine employees taking leaves of absence based on past experience.
The 2026 labour reduction for leaves is $951,000, with a corresponding FTE reduction of 7.0.

7 In 2026, the Company forecasts nine employees returning from leaves of absence based on the 2025
forecast. The 2026 labour increase for employees returning from leave is $551,000, with a

corresponding FTE increase of 4.0.

8 In 2026, the Company forecasts an FTE reduction of 1.0 as a result of the conclusion of the Load
Research and Rate Design Review. This will result in a labour reduction of $129,000.

9 In 2026, the Company forecasts four new PLT Apprentices. The 2026 labour increase for new hires
is $273,000, with a corresponding FTE increase of 2.0.

10 The 2026 labour increase for partial year adjustments is $131,000, with a corresponding FTE
increase of 1.0.

11 The 2026 forecast FTE count.

12 The 2026 forecast labour cost, excluding overtime.
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2. 2025 and 2026 Rate Base Allowances

1.0 Introduction

It is common practice for a utility’s rate base to include allowances for: (i) funds used during
construction (“AFUDC”); (ii) cash working capital (“CWC Allowance”); and (iii) materials and
supplies (“Materials Allowance”).!

For this Application, Newfoundland Power Inc. (“Newfoundland Power” or the “Company”) has
reviewed its CWC Allowance and Materials Allowance to reflect any changes that have occurred
since the last detailed review.?

The CWC Allowance calculated for 2025 and 2026 is $1,475,000 and $1,711,000, respectively.
This is approximately 0.2% of forecast 2025 regulated cash operating expenses and
approximately 0.3% of forecast 2026 regulated cash operating expenses.’

The Materials Allowance calculated for 2025 and 2026 is $15,180,000 and $15,422,000,
respectively. This reflects a revised expansion factor for the calculation of expansion inventory
of 13.27%.*

2.0 CWC Allowance
2.1  Methodology

The inclusion of a CWC Allowance in rate base, and the use of a lead/lag study to calculate the
allowance, are accepted practices for regulated utilities. A lead/lag study recognizes that a utility
provides service to customers prior to the receipt of payment for that service. It also recognizes
that there is generally a delay in payment by the utility for the goods and services it acquires.

A lead/lag study analyzes transactions over a period of time to determine: (i) for each revenue
stream, the average number of lag days between the provision of service to customers and the
receipt of payment for that service from customers (the “revenue lags™); and (ii) for each
expense, the average number of lag days between the provision of service to customers and the
date that the utility pays for the goods and services that it acquires to provide service

(the “expense lags™). The difference between these two lags is referred to as a “net lag” or “net
lead.”

A net lag occurs when the payment of an expense precedes the collection of its related revenue
stream. In this situation, the utility’s investors must supply capital to finance the expense until
receipt of the related revenue. A net lead position occurs in the opposite situation and has the
opposite impact.

Newfoundland and Labrador Hydro’s (“Hydro”) rate base includes these three allowances in addition to a fuel
inventory allowance.

The last CWC Allowance and Materials Allowance review was completed for the Company’s 2022/2023
General Rate Application and formed part of the settlement agreement reached in relation to that application.
This compares to $6,548,000 and $6,800,000, or 1.1% and 1.2% of forecast regulated cash operating expenses,
used in 2022 and 2023, respectively. See Section 2.2 of this report for further detail.

This compares to a Materials Allowance of $8,756,000 and $8,905,000, which included an expansion factor of
19.08%, used in 2022 and 2023, respectively.

Newfoundland Power — 2025/2026 General Rate Application Page 1 of 5



2. 2025 and 2026 Rate Base Allowances

Once the revenue and expense lags are determined, the CWC Allowance is calculated as follows:

(1)  Weight each revenue lag by its related revenue stream to calculate the total weighted
average revenue lag.
(1))  Weight each expense lag by its related expense to calculate the total weighted average
expense lag.
(ii1)  Subtract the weighted average expense lag from the weighted average revenue lag and
divide the result by 365 days. This is the cash working capital factor (“CWC Factor”).’
(iv)  Multiply the CWC Factor by the total regulated expenses to calculate the average amount
of working capital required to finance the expenses.
(v)  Add the amount determined in step (iv) to the net impact of the collection and payment of
the harmonized sales tax (“HST”) on working capital. The result is the CWC Allowance.

The CWC Allowance determined through a lead/lag study is indicative of a utility’s average
daily working capital requirements.

2.2 Leads and Lags: 2025 and 2026
General

In determining its 2025 and 2026 forecast cash working capital allowance, each of the individual
revenue and expense lags were reviewed and updated to reflect any observed changes in
revenue/expense streams. In addition, the timing and remittance of HST payments were also
reviewed and updated.

Newfoundland Power’s lead/lag study is based on 2022 actual data as it represents the most
recent historical results available at the time. There have been no material changes to the
Company’s billing and collection procedures or to its payment procedures since 2022. In
addition, there are no material changes forecast for the 2025 and 2026 test years.

Through the lead/lag study, Newfoundland Power has determined: (i) its revenue lags; (ii) its
expense lags; and (iii) the leads/lags associated with HST for 2025 and 2026 test years. Together,
these leads and lags form the basis for the 2025/2026 CWC Allowance.

The leads and lags calculated have been applied to the Company’s forecast 2025 and 2026 test
year data to calculate the proposed CWC Allowance. These calculations are summarized on the
following page.

In a net lag situation, the CWC Factor represents the percentage of expenses that has to be financed by the
utility’s investors during the year. Investor funding is necessitated by the fact that the cash outflows for
expenses preceded the cash inflows for the related revenues. The CWC Allowance for a net lag is added to the
rate base in order to provide a utility with a reasonable opportunity to recover the cost of the related
investor-supplied funding. In a net lead situation, the opposite is true.
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2. 2025 and 2026 Rate Base Allowances

Revenue Lag

The revenue lag was calculated by analyzing all of the Company’s revenue streams and accounts
receivable for 2022 to determine the average number of lag days between when service is
provided to customers and when payment for the service is received from customers.

Newfoundland Power has two distinct revenue streams which can broadly be described as
“consumer billings” and “other billings.”

Consumer billings included in the calculation of the CWC Allowance are composed of:

(1) electricity billings and related municipal tax billings; (i1) forfeited discounts and interest
earned on overdue accounts receivable; (iii) ancillary items such as connection/reconnection
fees; and (iv) HST.

Other billings are composed of: (i) pole rentals; (i) work done by the Company for others; (iii)
various miscellaneous revenues; and (iv) HST.

Revenue lags were calculated for consumer billings and other billings. These were weighted,
based on the percentage of the total 2025 and 2026 forecast billings represented by each, to
produce a total weighted average revenue lag of 31.48 days for 2025 and 31.43 days for 2026.°
Revenue lags are set out in Schedule 1 of Appendices A and B.

For 2025 and 2026, the revenue lag associated with the collection of consumer billings decreased
compared to the 2022/2023 lead/lag study. In determining the lag days, the accounts receivable
balance was analyzed and the average monthly balance has decreased from 2020 to 2022.

Expense Lag

The expense lag was calculated by analyzing each of the Company’s cash operating expenses for

2022 to determine the average number of lag days between when service is provided to

customers and when payment is made for the goods and services that are acquired to provide
a7

service.

The calculated expense lag of each cash operating expense was weighted based on the
percentage of the total 2025 and 2026 forecast cash operating expenses represented by each to
produce a total weighted average expense lag for the Company of 29.78 days for 2025 and 29.38
days for 2026.8 These are set out in Schedule 2 of Appendices A and B.

For 2025 and 2026, the expense lag associated with the payment of corporate income taxes has
decreased compared to the 2022/2023 lead/lag study. In determining the expense lag for

By comparison, the revenue lag included in the 2022 and 2023 test year cash working capital study was 35.45
days for 2022 and 35.49 days for 2023.

The general expenses capitalized (“GEC”) lead/lag days for 2022 were adjusted to incorporate the changes to
the GEC calculation approved in Order No. P.U. 3 (2022) as part of Newfoundland Power’s 2022/2023 General
Rate Application.

By comparison, the expense lag included in the 2022 and 2023 test year cash working capital study was 31.30
days for 2022 and 31.11 days for 2023.
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2. 2025 and 2026 Rate Base Allowances

corporate income taxes, the actual 2022 tax payments were analyzed and weighted against the
average service lag. For the 2022 tax year, there was a $0.9 million tax payment made in
February 2023, a $8.7 million tax payment made in March 2023 and a $10.0 million tax refund
in June 2023 related to the 2022 fiscal year. The overall net refund decreased the 2022 income
tax expense lag.

HST Adjustment

HST is collected from customers on certain billed revenues and paid to suppliers on certain
expenses and capitalized costs. The difference between HST collections and HST payments in
each month is settled with government on the last day of the month that follows the month in
which the HST was billed or, if that day is not a business day, on the first business day thereafter.

On average, HST on most of Newfoundland Power’s billings is collected from customers before
it is settled with government. The Company has use of these funds between the collection date
and the settlement date. This reduces the necessary CWC Allowance.

On average, HST billed by Newfoundland Power’s suppliers is paid to those suppliers before it is
settled with government. The Company has to finance the HST between the payment date and
the settlement date. This increases the necessary CWC Allowance.

The net HST impact is a decrease in the Company’s proposed 2025 and 2026 test year CWC
Allowance of $1,579,000 in 2025 and $1,972,000 in 2026.° Newfoundland Power’s 2025 and
2026 HST adjustments are set out in Schedule 3 of Appendices A and B.

2.3 Test Year CWC Allowance: 2025 and 2026

Newfoundland Power’s proposed 2025 and 2026 test year CWC Allowance based on the
calculated revenue lag, expense lag and HST adjustment is $1,475,000 in 2025 and $1,711,000
in 2026.'° These are set out in Schedule 4 of Appendices A and B.

The effect of the proposed 2025 and 2026 CWC Allowance is to provide Newfoundland Power
with a reasonable opportunity to recover its cost of providing regulated service.

° By comparison, the 2022 test year HST adjustment of $44,000 and 2023 HST adjustment of $15,000 increased
the 2022 and 2023 CWC Allowance.

10 By comparison, the CWC Allowance included in the 2022 test year was $6,548,000 and $6,800,000 in the 2023
test year.
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2. 2025 and 2026 Rate Base Allowances

3.0  Materials and Supplies Allowance

The inclusion of a Materials Allowance in rate base is an accepted practice for regulated utilities.
The Materials Allowance provides regulated utilities with a means to reasonably recover the cost
of financing inventories. In determining the amounts of materials and supplies to include in rate
base, Newfoundland Power is required to exclude that portion that it identifies as expansion
inventory.!!

The Board approved the calculation of Newfoundland Power’s rate base including a Materials
Allowance based upon: (i) a 13-month average versus a simple average; and (ii) expansion
inventory of 19.08% as part of the Company’s 2022/2023 General Rate Application.

For the 2025/2026 General Rate Application, Newfoundland Power has revised its expansion
factor used in the calculation of the Materials Allowance based on a review of actual inventories
in 2022 used for expansion projects. The revised expansion factor for the 2025 and 2026 test
year is 13.27%, as compared to 19.08% calculated for the 2022 and 2023 test years.

' In Order No. P.U. 1 (1974), Newfoundland Power was directed by the Board to identify and exclude all
inventories and supplies related to expansion of the electrical system from rate base. The Board noted that
materials and supplies related to future expansion were similar in nature to work in progress in that they are
held to provide future service. Similar to the treatment of work in progress, materials and supplies related to
expansion are excluded in the calculation of rate base.
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Appendix A
2. 2025 and 2026 Rate Base Allowances Schedule 1

Newfoundland Power Inc.

2025 Forecast Revenue Lag

2025 Weighted

Forecast' Percent Net Average

Cash Inflows ($000s) of Total Lag Days Lag Days
1 Consumer Billings 860,083 98.75% 31.26 30.87
2 Other Billings 10,930 1.25% 48.53 0.61
3 Total 871,013 100.00% 31.48

! Reconciliation to 2025 Revenue Requirement ($000s):

Total Billings Above 871,013
Rate Stabilization Adjustments (71,002)
Municipal Tax Billings (20,666)
Billings Recorded as Revenue 779,345
Revenue Excluded from CWC Allowance

Revenue Accrual (non-cash) 2,078

Equity Portion of AFUDC 607
Total Revenue 782,030
Deduct: Other Revenue (13,260)
2025 Revenue Requirement from Rates 768,770
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Appendix A

2. 2025 and 2026 Rate Base Allowances Schedule 2
Newfoundland Power Inc.
2025 Forecast Expense Lag
Weighted
Average
2025 Cash Operating Percent of (Lead) Lag (Lead) Lag
Forecast Adjustments' Expenses Total Days Days
($000s)
Operating Expenses
1 Labour 44,875 44,875 6.85% 25.71 1.76
2 Vehicle Expenses 2,177 2,177 0.33% 45.21 0.15
3 Operating Materials 1,311 1,311 0.20% 45.21 0.09
4 Inter-Company Charges 1,895 1,895 0.29% 45.21 0.13
5 Plants, Subs, System Ops & Buildings 3,885 3,885 0.59% 45.21 0.27
6 Travel 1,227 1,227 0.19% 4521 0.09
7 Tools and Clothing Allowance 1,434 1,434 0.22% 45.21 0.10
8 Conservation 1,867 1,867 0.28% 45.21 0.13
9 Miscellaneous 2,329 2,329 0.36% 45.21 0.16
10 Bank Service Charges & PUB Assessment 1,451 1,451 0.22% (17.32) (0.04)
11 Uncollectible Bills 2,222 2,222 - 0.00% -
12 Insurance 2,773 2,773 0.42% (167.50) (0.70)
13 Pension Expense 1,098 59 1,039 0.16% 21.62 0.03
14 Other Post Employment Benefits 7,024 2,653 4,371 0.67% 24.66 0.17
15 Severance and Other Employee Costs 163 163 0.02% 45.21 0.01
16 Education and Training 543 543 0.08% 45.21 0.04
17 Trustee & Directors' Fees 772 772 0.12% 30.81 0.04
18 Other Company Fees 6,473 6,473 0.99% 45.21 0.45
19 Stationery & Copying 251 251 0.04% 45.21 0.02
20 Equipment Rental & Maintenance 702 702 0.11% 45.21 0.05
21 Telecommunications 1,775 1,775 0.27% 45.21 0.12
22 Postage 1,207 1,207 0.18% 45.21 0.08
23 Advertising 1,513 1,513 0.23% 45.21 0.10
24 Vegetation Management 3,377 3,377 0.52% 45.21 0.24
25 Computer Equipment & Software 4,702 4,702 0.72% 45.21 0.32
26 Gross Operating Expenses 97,046 92,112
27 Less: GEC (3,034) (3,034) -0.46% 35.31 (0.16)
28 Net Operating Expenses 94,012 89,078
29 Less: Non-Regulated Expenses (3,544) (3,544) -0.54% 34.30 (0.19)
30 Regulated Operating Expenses 90,468 85,534
31
32 Purchased Power 530,628 530,628 80.97% 35.65 28.87
33
34 Current Income Tax
35 Total Tax 26,404 8,978 17,426
36 Plus: Tax Effects of Non-Regulated Expenses 1,063 1,063
37 Regulated Current Income Tax 27,467 18,489 2.82% 9.93 0.28
38
39 Municipal Tax Paid 20,666 3.15% (89.75) (2.83)
40
41 Cash Operating Expenses in CWC Allowance 655,317 100.00% 29.78
42
43 Costs Excluded from CWC Allowance
44  Return on Rate Base 104,049
45 Depreciation Expense 83,143
46 Deferred cost recoveries and amortizations’ (12,014)
47 175,178
48
49 2025 Revenue Requirement

1 . . .
Represents items that are not reoccurring cash operating expenses.

823,741

? Includes deferred cost recoveries and amortizations (-$11,571,000), the deferred recovery of conservation costs (-85,774,000), the deferred recovery of electrification
costs (-$523,000), the amortization of conservation costs ($5,345,000), the amortization of hearing costs ($200,000) and the amortization of electrification costs ($309,000).

See Volume 1, Application, Company Evidence and Exhibits, Section 3.5: Regulatory Amortizations for a summary of the Company's 2025 deferred cost recoveries and amortizations.
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Appendix A

2. 2025 and 2026 Rate Base Allowances Schedule 3
Newfoundland Power Inc.
2025 Forecast HST Adjustment
Net CwWC
HST (Lead) Lag Allowance'
(3000s) Days ($000's)
1 Consumer Billings (128,444) (29.57) (10,406)
2 Other Billings (1,688) 2.90 13
3 Purchased Power 79,594 40.39 8,808
4 Operating Expenses 5,151 0.41 6
5 (1,579)

" (Lead) Lag Days / 365 * HST.
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Appendix A
2. 2025 and 2026 Rate Base Allowances Schedule 4

Newfoundland Power Inc.

2025 Forecast Cash Working Capital Allowance

CWC Factor

1 Revenue Lag Days (Schedule 1) 31.48
2 Expense Lag Days (Schedule 2) (29.78)
3 Net Lag Days 1.70
4
5 CWC Factor (1.70 days divided by 365 days) 0.466%
6
7
8
9

10 CWC Allowance

11

12 Total Cash Operating Expenses (Schedule 2) 655,317
13 CWC Factor 0.466%
14 3,054
15 HST Adjustment (Schedule 3) (1,579)
16 CWC Allowance 1,475
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2. 2025 and 2026 Rate Base Allowances

Appendix B

Schedule 1
Newfoundland Power Inc.
2026 Forecast Revenue Lag
2026 Weighted
Forecast' Percent Net Average
Cash Inflows ($000s) of Total Lag Days Lag Days
1 Consumer Billings 883,469 99.04% 31.26 30.96
2 Other Billings 8,546 0.96% 48.53 0.47
3 Total 892,015 100.00% 31.43

! Reconciliation to 2026 Revenue Requirement ($000s):

Total Billings Above 892,015
Rate Stabilization Adjustments (70,525)
Municipal Tax Billings (21,191)
Billings Recorded as Revenue 800,299
Revenue Excluded from CWC Allowance

Revenue Accrual (non-cash) (365)

Equity Portion of AFUDC 763
Total Revenue 800,697
Deduct: Other Revenue (11,095)
2026 Revenue Requirement from Rates 789,602
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Appendix B

2. 2025 and 2026 Rate Base Allowances Schedule 2
Newfoundland Power Inc.
2026 Forecast Expense Lag
Weighted
Average
2026 Cash Operating Percent of (Lead) Lag (Lead) Lag
Forecast Adjustments' Expenses Total Days Days
($000s)
Operating Expenses
1 Labour 46,799 46,799 7.14% 25.71 1.84
2 Vehicle Expenses 2,212 2,212 0.34% 45.21 0.15
3 Operating Materials 1,332 1,332 0.20% 45.21 0.09
4 Inter-Company Charges 1,969 1,969 0.30% 45.21 0.14
5 Plants, Subs, System Ops & Buildings 3,948 3,948 0.60% 45.21 0.27
6 Travel 1,247 1,247 0.19% 4521 0.09
7 Tools and Clothing Allowance 1,458 1,458 0.22% 45.21 0.10
8 Conservation 1,897 1,897 0.29% 45.21 0.13
9 Miscellaneous 2,369 2,369 0.36% 45.21 0.16
10 Bank Service Charges & PUB Assessment 1,475 1,475 0.23% (17.32) (0.04)
11 Uncollectible Bills 2,258 2,258 - 0.00% -
12 Insurance 2,932 2,932 0.45% (167.50) (0.75)
13 Pension Expense (1,824) (2,799) 975 0.15% 21.62 0.03
14 Other Post Employment Benefits 3,637 (943) 4,580 0.70% 24.66 0.17
15 Severance and Other Employee Costs 166 166 0.03% 45.21 0.01
16 Education and Training 551 551 0.08% 45.21 0.04
17 Trustee & Directors' Fees 785 785 0.12% 30.81 0.04
18 Other Company Fees 6,401 6,401 0.98% 45.21 0.44
19 Stationery & Copying 255 255 0.04% 45.21 0.02
20 Equipment Rental & Maintenance 713 713 0.11% 45.21 0.05
21 Telecommunications 1,791 1,791 0.27% 45.21 0.12
22 Postage 1,203 1,203 0.18% 45.21 0.08
23 Advertising 1,538 1,538 0.24% 4521 0.11
24 Vegetation Management 3,432 3,432 0.52% 45.21 0.24
25 Computer Equipment & Software 4,992 4,992 0.76% 45.21 0.34
26 Gross Operating Expenses 93,536 95,020
27 Less: GEC (3,106) (3,106) -0.47% 35.31 0.17)
28 Net Operating Expenses 90,430 91,914
29 Less: Non-Regulated Expenses (3,691) (3,691) -0.56% 34.30 (0.19)
30 Regulated Operating Expenses 86,739 88,223
31
32 Purchased Power 522,388 522,388 79.70% 35.65 28.41
33
34 Current Income Tax
35 Total Tax 26,433 3,935 22,498
36 Plus: Tax Effects of Non-Regulated Expenses 1,107 1,107
37 Regulated Current Income Tax 27,540 23,605 3.60% 9.93 0.36
38
39 Municipal Tax Paid 21,191 3.23% (89.75) (2.90)
40
41 Cash Operating Expenses in CWC Allowance 655,407 100.00% 29.38
42
43 Costs Excluded from CWC Allowance
44  Return on Rate Base 104,668
45 Depreciation Expense 86,691
46  Deferred cost recoveries and amortizations’ 9,901
47 201,260
48
49 2026 Revenue Requirement

! Represents items that are not reoccurring cash operating expenses.

837,927

2 Includes deferred cost recoveries and amortizations ($9,888,000), the deferred recovery of conservation costs (-$5,895,000), the deferred recovery of electrification
costs (-$534,000), the amortization of conservation costs ($5,659,000), the amortization of hearing costs ($400,000) and the amortization of electrification costs ($383,000).

See Volume 1, Application, Company Evidence and Exhibits, Section 3.5: Regulatory Amortizations for a summary of the Company's 2026 deferred cost recoveries and amortizations.
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Appendix B
2. 2025 and 2026 Rate Base Allowances Schedule 3

Newfoundland Power Inc.

2026 Forecast HST Adjustment

Net CwC
HST (Lead) Lag Allowance'
(3000s) Days ($000's)
1 Consumer Billings (131,580) (29.57) (10,660)
2 Other Billings (1,330) 2.90 11
3 Purchased Power 78,358 40.39 8,671
4 Operating Expenses 5,234 0.41 6
5 (1,972)

" (Lead) Lag Days / 365 * HST.
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2. 2025 and 2026 Rate Base Allowances Schedule 4

Newfoundland Power Inc.

2026 Forecast Cash Working Capital Allowance

CWC Factor
1 Revenue Lag Days (Schedule 1) 31.43
2 Expense Lag Days (Schedule 2) (29.38)
3 Net Lag Days 2.05
4
5 CWC Factor (2.05 days divided by 365 days) 0.562%
6
7
8
9
10 CWC Allowance
11
12 Total Cash Operating Expenses (Schedule 2) 655,407
13 CWC Factor 0.562%
14 3,683
15 HST Adjustment (Schedule 3) (1,972)
16 CWC Allowance 1,711
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3. Customer, Energy and Demand Forecast

1.0 Introduction

The Customer, Energy and Demand Forecast is prepared annually and forms the foundation of
Newfoundland Power Inc.’s (“Newfoundland Power” or the “Company”) planning process. The
forecast is a key input in developing estimates of capital expenditures required to ensure the
electrical system meets the demands associated with both customer growth and energy sales. The
forecast also directly addresses the estimation of future revenue from electricity sales and the
Company’s single largest expenditure, purchased power.

The forecast was created as of September 2023.
2.0  Forecast Methodology

Newfoundland Power provides electrical service to three categories of customers: Domestic,
General Service and Street and Area Lighting. In 2022, Domestic customers accounted for
61.3% of total energy sales, while General Service and Street and Area Lighting customers
accounted for 38.2% and 0.5%, respectively.

2.1 Domestic

The Domestic category includes Rate #1.1 Domestic Service and Rate #1.1S Domestic Seasonal
— Optional. The Domestic category primarily refers to residential dwellings, including single
detached homes, single attached homes, apartments and mobile homes. This category also
includes non-residential services, such as cottages, personal use garages and other metered
services that qualify for the Domestic rate category. Residential customers use electricity
primarily for space and water heating, the operation of miscellaneous appliances, and lighting.

In this category, a customer/average use methodology is employed, where growth in the number
of customers is primarily based on forecast housing completions. Average use is forecast using
an end-use/econometric model that includes the market share for electric space heating,
household disposable income and the marginal price of electricity in the current and previous
year. The model also includes variables to reflect the impacts on energy sales of electrification,
oil-to-electric conversions and Conservation and Demand Management (“CDM”) programs, as
well as the market penetration of heat pumps.

2.2 General Service

The General Service category primarily refers to commercial, institutional and industrial
customers. While the Domestic category represents a relatively homogenous group of customers,
the General Service category represents a diverse group whose activities include trade, finance,
real estate, public administration, health, education, commercial services, transportation,
manufacturing, mining, fishing, forestry and construction. These customers provide goods and
services to the local market as well as for export. In 2022, approximately 85% of energy sales in
this category were to customers in the service producing sector of the economy and 15% were in
the goods producing sector.

For forecasting purposes, the General Service category is divided into small General Service,
which includes Rate #2.1 General Service 0 — 100 kW (110 kVA), and large General Service,
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3. Customer, Energy and Demand Forecast

which includes Rate #2.3 General Service 110 kVA (100 kW) — 1000 kVA and
Rate #2.4 General Service 1000 kVA and Over.

In the small General Service category, the growth in the number of customers is primarily based
on forecast Domestic customer growth. Energy sales are forecast using an econometric model
that includes the Gross Domestic Product (“GDP”) for the service sector, the average price of
electricity in the current year, and the number of customers. The model also includes a variable
to reflect the impact of CDM programs and electrification on energy sales.

Given the relatively small number of customers in the large General Service category, an
informed opinion methodology is employed and energy sales are forecast on an individual
customer basis.

2.3 Street and Area Lighting

Street and Area Lighting energy sales primarily relate to the number of fixtures required to meet
the lighting needs of municipalities and unincorporated communities. At the end of 2022,
approximately 66,000 fixtures were installed.

Given the nature of this category, an end-use forecasting methodology is employed. The Street
and Area Lighting sales forecast is determined by multiplying the forecast quantity of
high-pressure sodium (“HPS”) and light-emitting diode (“LED”) fixtures by the amount of
electricity consumed for each fixture type and wattage. The Street and Area Lighting sales
forecast includes the effects of Newfoundland Power’s LED Street Lighting Replacement Plan to
replace all HPS fixtures with LED fixtures over a six-year period.'

2.4 Produced and Purchased

Total energy sales are calculated by adding Domestic, General Service, and Street and Area
Lighting sales. Company use, system losses and wheeled energy are then added to total energy
sales to obtain total produced, purchased and wheeled. Company use includes all electricity
consumed in facilities owned by Newfoundland Power and used in the delivery of service to
customers. System losses refer to energy that is lost during the transmission and distribution of
energy between the source of supply and delivery to customers. Wheeled information is provided
by Newfoundland and Labrador Hydro (“Hydro”).>

Purchased energy is calculated by subtracting normal hydro production (“normal production”)
from the forecast of total produced and purchased. Each year, normal production is adjusted to
reflect plant availability and any modifications to plants that may impact production.

Newfoundland Power’s LED Street Lighting Replacement Plan was filed with the Board as part of the
Company’s 2021 Capital Budget Application. The plan includes replacement of approximately 60,000 HPS
fixtures with LED fixtures over a 6-year period from 2021 to 2026. Annual approval of capital expenditures
associated with the plan were approved by the Board in Order Nos. P.U. 37 (2020), P.U. 36 (2021), and P.U. 38
(2022).

Wheeled energy represents energy that is supplied to Hydro’s customers through Newfoundland Power’s
electrical system.
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2.5 Peak Demand

Newfoundland Power forecasts its native peak demand (“peak demand”) to estimate its expected
purchased power costs from Hydro throughout the forecast period.> Newfoundland Power’s
native peak is determined using a load factor-based methodology.* The load factor used in the
calculation is the average of five years of normalized annual load factors.® Native peak is
calculated by applying the average load factor to total produced and purchased power. Purchased
power demand is calculated by subtracting the Generation Credit and Curtailable Credit from
native peak.°®

3.0 Key Forecast Assumptions

The forecasting process relies on a wide range of information related to the economy, energy
prices, electrification and CDM activities, and other resource-based developments within
Newfoundland Power’s service territory.

3.1 Economic Outlook

The economic assumptions used in preparing the forecast are based on The Conference Board of
Canada’s Provincial Medium-Term Economic Forecast, dated August 2023. A table
summarizing the key economic indicators used in preparing the forecast is provided in Appendix
A.

The provincial economy encountered challenges in 2022, with Real GDP contracting by 1.4%.
This was largely due to a slowdown in the oil and gas sector combined with slowdowns in the
mining, and manufacturing sectors. Further reductions in these sectors are forecast for 2023, but
are expected to be less severe. Scheduled maintenance at the Hebron and White Rose oil
platforms and delays in bringing the Terra Nova platform back online will hurt oil and gas output
in 2023. The sector is expected to rebound in 2024 as production increases.’

Construction is expected to be a major driver of economic activity for the province this year.

Hydro’s Billing Demand is determined by subtracting the load curtailment and generation credits from native
peak.

Load factor is the ratio of the average demand on the electrical system to the peak demand on the system.
Newfoundland Power’s typical load factor is approximately 50%. Conceptually, this implies that the peak
demand Newfoundland Power will expect in a year will be approximately twice the average demand for the
year. Hydro’s demand and energy wholesale rate was first approved by the Board in Order No. P.U. 44 (2004).
The five-year average system load factor used by Newfoundland Power includes actual system load factors
from 2018 to 2022. The Company’s load factor in 2020 was the highest recorded system load factor in at least
30 years and was influenced by public health measures in effect to manage the COVID-19 pandemic. The 2020
load factor was therefore excluded in forecasting Newfoundland Power’s peak demand.

Newfoundland Power’s Utility rate from Hydro includes a Generation Credit to account for Newfoundland
Power’s generating capacity less allowance for system reserve. The Generation Credit was most recently
approved in Order No. P.U. 30 (2019). Hydro’s Utility rate for Newfoundland Power also includes a Curtailable
Credit to account for load that can be curtailed by Newfoundland Power’s Curtailable Service Option
customers. In order to receive the Curtailable Credit, Newfoundland Power must demonstrate the capability to
curtail its customer load requirements to the level of the Curtailable Credit.

The Conference Board of Canada, Economy Recovery Delayed as Growth Stalls: Newfoundland and
Labrador’s Three-Year Outlook (“Newfoundland and Labrador’s Three-Year Outlook™), September 6, 2023,
page 6.
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Several ongoing construction projects such as the West White Rose project have kept
construction activity healthy in 2023. In addition to ongoing construction projects related to oil
and gas, mining, and health care, there was significant investment in transportation infrastructure
including the expansions of the Trans-Canada Highway and the Port of Argentia. This will
partially offset the reduced oil production resulting in a 0.2% decrease in provincial Real GDP in
2023. As the resource-based industries perform better, the province’s economic growth is
expected to strengthen to 1.6% in 2024 followed by 1.4% in 2025.2 In 2026, provincial Real
GDP is expected to increase by 1.1%.°

The population of Newfoundland and Labrador is forecast to increase by 1.6% in 2023, the
highest growth rate since the early 1970s. These population gains are expected to slow in 2024
and resume a long-term decline in 2025 and beyond.!? The Conference Board of Canada expects
the increase in annual immigration spaces recently announced by the provincial government may
offset some of the province’s demographic challenges.'!

The economic recovery from the COVID-19 pandemic and population gains in recent years have
supported employment and labour force growth in Newfoundland and Labrador since 2021.
While the province’s labour force grew by 2.1% in 2022, it is expected to mirror the population
trend, dropping to 0.3% growth in 2023 before averaging annual losses of 0.1% in future years.!
Anticipated employment trends reflect the demographic challenges of a declining and aging
population. One sector that is expected to benefit from the needs of an aging population is the
health and social services industry which is forecast to gain 1,440 jobs in 2023. Employment
gains in this industry account for approximately 45% of the total employment gains for the
province in 2023."

2

The impact of high inflation and interest rates have weakened consumer purchasing power in
2023. Despite easing inflationary pressures, weakening population and employment growth over
the medium term is expected to cause real household spending to contract by 0.5% and 0.1% in
2023 and 2024, respectively, before growing by 0.8% in 2025.'* Housing starts are also expected
to decline over the forecast period due to higher mortgage rates and demographic trends. '
Housing starts were 1,379 in 2022 and are expected to decline to 821 in 2023, 707 in 2024, 616
in 2025, and 525 in 2026.'¢

Ibid, page 6.

% See Attachment 1, Page 2 of 2.

The Conference Board of Canada, Economy Recovery Delayed as Growth Stalls: Newfoundland and
Labrador’s Three-Year Outlook (“Newfoundland and Labrador’s Three-Year Outlook™), September 6, 2023,
page 6.

Ibid. See also Government of Newfoundland and Labrador News Release: Ministerial Statement — Doubling
Immigration Spaces for 2023 to Welcome More Newcomers Throughout Newfoundland and Labrador, April 26,
2023.

The Conference Board of Canada, Economy Recovery Delayed as Growth Stalls: Newfoundland and
Labrador’s Three-Year Outlook (“Newfoundland and Labrador’s Three-Year Outlook™), September 6, 2023,
page 7.

13 Ibid.

Ibid, page 8.

15 Ibid, page 11.

16 See Attachment 1, Page 2 of 2.
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3.2  Energy Prices Outlook

Changes in energy prices have a direct impact on energy sales through the inclusion of price
elasticity effects in the various models. Overall, customer response to changes in the price of
electricity in the short-term is relatively inelastic. Current analysis indicates that a 1% increase in
the price of electricity will result in a 0.19% decrease in energy sales. The analysis indicates the
response will vary depending on the timeframe and rate category. In addition, changes in oil
prices can impact the market share of electricity in the space heating market.

Electricity price forecasts are developed based on information available internally and information
provided by Hydro. The energy sales forecast under existing rates includes: (i) a 6.9% increase on
July 1, 2023 related to the annual July 1*' rate adjustment; (ii) an approximate 9% increase on

July 1, 2024 reflecting anticipated rate pressures associated with the July 1°' rate adjustment of
7.5% as well as the 1.5% rate increase associated with Newfoundland Power’s 2024 Rate of Return
on Rate Base Application filed with the Board on November 23, 2023;!7 and (iii) a 2.25% increase
on July 1% in each of 2025 and 2026.!® The Company’s proposed 5.5% increase in customer rates
effective July 1, 2025 has also been included in the energy sales forecast under proposed rates.

Furnace oil prices increased by approximately 68% in 2022, which was largely due to the effect
of geopolitical events on the world economy and oil markets. In 2023, a decrease of 8% is
expected, which reflects the announcement that furnace oil carbon tax has been paused for three
years.!” From 2024 to 2026, the price is expected to be stable until the carbon tax is reintroduced
in 2027. However, there is considerable uncertainty due to volatility in world oil prices.?

3.3 CDM and Electrification Impacts

The energy sales component of the forecast includes the impact of CDM programs as well as
government electrification initiatives such as its oil to electric program as well as forecast
electric vehicle adoption.

3.4  Net Metering Service Option

The Net Metering Service Option was introduced in 2017 and permits customers to install
generation on their premises to offset part or all of their electrical requirements. As of
December 31, 2022, Newfoundland Power’s customers have installed 29 net metering projects.
This includes: (i) 27 solar projects ranging in capacity from 2.0 kW to 44.2 kW; and (ii) two
wind projects with capacities of 5 kW and 10.0 kW. The total installed capacity of the
Company’s Net Metering Service option is 303.3 kW.?!

For the purposes of estimating the impact of the July 1% rate adjustment, Hydro’s indicated increase of 7.5%
was used. See footnote 3 in Hydro’s response to Request for Information PUB-NLH-236 filed as part of the
Reliability and Resource Adequacy Study Review.

Annual rate increases of 2.25% are based on the Provincial Government’s April 2019 release Protecting You
from the Cost Impacts of Muskrat Falls.

On October 26, 2023 the federal government announced a three-year pause on furnace oil carbon tax.

Based on the US Energy Information Administration’s Short-Term Energy Outlook, September 2023.

See Newfoundland Power’s 2022 Net Metering Service Option Annual Report filed with the Board on
March 24, 2023.
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Given the low installed capacity of the Net Metering Service Option to date, no adjustments have
been made to the forecast on this basis.

3.5  Other Inputs

Information from a number of other sources is used in preparing the forecast. Newfoundland
Power surveyed approximately 105 large General Service customers representing approximately
175 customer accounts in 2023 to request information on future load requirements. This
information, along with information gathered from the Company’s regional operations, the
Atlantic Economic Council, and the provincial and federal governments, is also incorporated into
the large General Service forecast.

4.0 Customer and Energy Forecast

Newfoundland Power’s energy sales declined each year from 2016 to 2021.22 This was in contrast to
the annual growth in energy sales experienced by the Company in the prior decade.? In 2022,
energy sales increased due to increased domestic average usage. This resulted from the increased
price of furnace oil and the province’s population growth, both of which were influenced by
geopolitical events that resulted in higher immigration to the province. Additionally, there were
increased General Service energy sales in 2022 compared to 2021 as COVID-19 public health
measures were lifted.

Newfoundland Power is forecasting that energy sales in 2023 will also increase. During the forecast
period, energy sales are expected to be influenced primarily by conversions from oil to electric
heating, major projects, energy prices, CDM programs and the continued adoption of heat pumps to
offset electric baseboard heating. Changes in key economic indicators, such as service sector GDP,
household disposable income, and housing starts and completions will also impact forecast energy
sales.

Appendix B provides actual customer and energy sales for 2021 and 2022, and forecast customer
and energy sales for 2023 through 2026 under both existing and proposed rates.

With a weak economic outlook, customer growth is expected to remain low over the forecast
period. The total number of customers is forecast to increase by 0.6% in 2023, 0.4% in each of 2024
and 2025, and 0.3% in 2026. Energy sales under existing rates are forecast to increase by 2.8%,
0.5% and 0.9% in 2023, 2024 and 2025, respectively, followed by a decrease of 0.1% in 2026.%*
Energy sales under proposed rates, which include the elasticity effects of the proposed 5.5%
customer rate increase, are forecast to increase by 0.5% in 2024 and 0.6% in 2025, followed by a
decrease of 0.7% in 2026.

22 Newfoundland Power’s annual energy sales declined by an average of approximately 0.7% over the 2016 to

2021 period.
Between 2004 and 2015, Newfoundland Power experienced annual sales growth of approximately 1.7%.
Forecast energy sales in 2024 positively impacted by approximately 0.3% due to 2024 being a leap year.

23
24
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Domestic

Growth in the number of Domestic customers is largely a result of housing starts and completions.
Based on The Conference Board of Canada forecasts of housing starts and completions, the number
of Domestic customers is forecast to grow by 0.5%, 0.4%, 0.4% and 0.3% in 2023, 2024, 2025 and
2026, respectively.

Domestic electricity consumption is a function of the major end uses in the home, such as space
heating, water heating, lighting, and major appliances. Changes in customer heating sources in
recent years, particularly as it relates to oil to electric conversions and adoption of heat pumps to
offset baseboard heating influences domestic electricity consumption. Changes in energy prices,
household disposable income, and CDM programs also have an impact on electricity
consumption. Under proposed rates, the average use of energy is forecast to increase by 2.8% in
2023 and decrease by 0.4%, 1.8% and 1.3% in 2024, 2025 and 2026 respectively.

The combined impact of the increased number of customers and changes in average use is
forecast to increase Domestic energy sales under proposed rates of 3.4% in 2023. Domestic
energy sales are expected to be flat in 2024 and decrease by 1.1% and 0.1% in 2025 and 2026,
respectively.

General Service

In the small General Service Rate #2.1 rate class, customers and energy sales growth are
dependent on growth in the service producing sector of the GDP, changes in the price of
electricity and the impact of electrification and CDM programs. In the large General Service
Rate #2.3 and Rate #2.4 rate classes, energy sales are primarily determined by changes in the
load of larger customers in the goods producing sector. Information obtained from specific
customers is incorporated into forecasts for General Service Rate #2.3 and Rate #2.4 customers.

Overall, the number of General Service customers is forecast to grow by 0.8% in 2023, and 0.4%
in each of 2024, 2025 and 2026. Under proposed rates, General Service energy sales are forecast
to increase by 2.2%, 1.6% and 4.0% in 2023, 2024 and 2025 respectively, followed by a 0.1%
decrease in 2026. The energy sales growth in 2024 and 2025 is primarily related to Memorial
University’s conversion of its oil boilers to electric.?’

Street and Area Lighting

The number of Street and Area Lighting customers is forecast to increase by 0.7%, 0.6%, 0.5% and
0.5% in 2023, 2024, 2025 and 2026, respectively. Energy sales are forecast to decrease by 9.3%,
10.6%, 11.0% and 11.4% in 2023, 2024, 2025 and 2026, respectively. The decrease in energy sales
is due to the Company’s six-year LED Street Lighting Replacement Plan, which will replace all

25 The forecast load at Memorial University is expected to reach over 40 MVA following the university’s addition

of electric boilers to its oil-fired boiler system. The project is being executed with funding from the provincial
and federal governments to help meet net-zero objectives. See Provincial Government press release, Provincial
and Federal Governments Invest in Electrification Project at Memorial University, March 25, 2022.
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HPS street light fixtures with more energy-efficient LED street light fixtures from 2021 to 2026.%
Produced and Purchased

Produced and purchased is the sum of total energy sales, company use and system losses. The
forecast of company use is based on historical energy usage and information gathered from each
of Newfoundland Power’s operating areas with respect to the operation of these facilities.
System losses are forecast to be approximately 4.8% of total produced and purchased throughout
the forecast period.?’

5.0 Purchased Energy and Demand Forecast

Purchased energy is calculated by subtracting Newfoundland Power’s normal production from
produced and purchased. The Company’s normal production for 2023 is 425.6 GWh.?® Normal
production is projected to be 424.4 GWh in 2024 and 429.0 GWh for 2025 and 2026.%°

Newfoundland Power’s forecast of native peak demand is determined by applying the average
weather-adjusted load factor to the forecast of produced and purchased energy. The Company’s
purchased demand is then derived by subtracting load curtailment by Newfoundland Power
customers and company-owned facilities, and the generation credit approved by the Board.

The Purchased Energy and Demand Forecast is provided in Appendix C.

6.0  Forecast Accuracy

The energy sales forecasts and actual weather-adjusted energy sales for the past 10 years are
provided in Appendix D. During this period, differences from forecast have ranged from a high

of 1.5% to a low of -1.1%. In six of the past 10 years, differences from forecast were 1% or less.
The average forecast accuracy over the 10 year period was -0.25%.

26 See Newfoundland Power’s 2021 Capital Budget Application. The first year of the plan was approved by the

Board in Order No. P.U. 37 (2020). Approval of annual capital expenditures in subsequent years were approved

by the Board in Order Nos. P.U. 36 (2021), and P.U. 38 (2022).

System losses were 4.8% of total produced and purchased in 2022.

On February 3, 2023, Newfoundland Power filed its annual letter to the Board detailing its normal production

for 2023, including adjustments made to reflect scheduled outages in 2023.

2 Normal production of 424.4 GWh in 2024 reflects scheduled outages in 2024. For 2025 and 2026, normal
production of 429.0 GWh includes a three-year average reduction for typical scheduled outage levels.
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Appendix A

Newfoundland Power Inc.

Key Economic Indicators'
2012 - 2026F

(millions of dollars)

Actual Forecast
Average Change Change Change Change
Indicator 2012 -2021 2022 2023 From 2022 2024 From 2023 2025 From 2024 2026  From 2025

1
2 Gross Domestic Product (Millions 2012 $)
3
4 Goods Producing Industries -0.2% 13,525 13,373 -1.1% 13,875 3.8% 14,120 1.8% 14,310 1.3%
5
6 Service Producing Industries 0.6% 16,530 16,637 0.6% 16,588 -0.3% 16,782 1.2% 16,953 1.0%
7
8 Total of All Industries 0.3% 30,150 30,106 -0.1% 30,559 1.5% 30,997 1.4% 31,358 1.2%
9
10
11 Labour Force ('000s) -0.8% 262 263 0.3% 262 -0.1% 263 0.2% 262 -0.3%
12
13
14 Employment ('000s) -0.8% 232 236 1.4% 233 -1.0% 234 0.2% 234 -0.1%
15
16
17 Consumer Price Index (2002=1.000) 1.7% 1.539 1.587 3.1% 1.623 2.3% 1.654 1.9% 1.687 2.0%
18
19
20 Household Disposable Income (Millions $) 2.6% 18,560 19,349 4.3% 19,797 2.3% 20,105 1.6% 20,305 1.0%
21
22
23 Unemployment Rate (%) N/A? 11.2%  10.3% N/A 11.0% N/A 11.1% N/A 10.9% N/A
24
25
26 Retail Sales (Millions $) 2.6% 11,221 11,563 3.0% 11,720 1.4% 11,861 1.2% 11,975 1.0%
27
28
29 Housing Starts - Units N/A® 1,379 821 -40.5% 707 -13.9% 616 -12.9% 525 -14.8%
30
31
32 Housing Completions - Units N/A® 1,130 889 -21.3% 702 -21.0% 616 -12.3% 527 -14.4%
33
34
35 Canadian GDP Deflator (2012=1.000) 2.0% 1.279 1.291 0.9% 1.316 1.9% 1.337 1.6% 1.359 1.6%
36
37
38
39 ' The Conference Board of Canada, Provincial Medium-Term Economic Forecast , August 2023.
40 ? The unemployment rate increased from 12.8% in 2012 to 13.1% in 2021.
41 * The average number of housing starts and completions over the 2012 to 2021 period were 1,719 units and 1,838 units, respectively.
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3. Customer, Energy and Demand Forecast
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3. Customer, Energy and Demand Forecast Appendix D

Newfoundland Power Inc.

Comparison of Forecast Energy Sales
to Weather Adjusted Actual Sales

Forecast Weather Adjusted

Sales Actual Sales Difference

(GWh) (GWh) (GWh) (%)
1
2 2013 5,763.6 5,763.3 -0.3 0.0
3
4 2014 5,835.6 5,898.5 62.9 1.1
5
6 2015 5,997.2 5,956.6 -40.6 -0.7
7
8 2016 5,990.5 5,950.1 -40.4 -0.7
9
10 2017 5,992.2 5,922.2 -70.0 -1.2
11
12 2018 5,915.0 5,876.1 -38.9 -0.7
13
14 2019 5,882.9 5,846.6 -36.3 -0.6
15
16 2020 5,793.0 5,729.0 -64.0 -1.1
17
18 2021 5,719.5 5,715.0 -4.5 -0.1
19
20 2022 5,699.3 5,784.5 85.2 1.5
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3. Customer, Energy and Demand Forecast Attachment 1

The Conference Board of Canada

Provincial Medium-Term Economic Forecast,
August 2023
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3. Customer, Energy and Demand Forecast Attachment 1

Table 1: Key Economic Indicators for Canada, 2023 to 2027
The Conference Board of Canada, Provincial Medium-Term Economic Forecast

August 2023
2023 2024 2025 2026 2027
GDP at Market Prices (Millions $) 2,845,329 2,933,365 3,055,024 3,169,919 3,288,541
2.3 3.1 4.1 3.8 3.7
GDP at Market Prices (Millions $2012) 2,204,722 2,229,507 2,284,655 2,332,660 2,380,375
1.3 1.1 2.5 2.1 2.0
GDP at Basic Prices (Millions $2012) 2,084,045 2,108,223 2,161,374 2,208,319 2,254,162
1.5 1.2 2.5 2.2 2.1
Implicit Price Deflator 1.3 1.3 1.3 1.4 14
GDP at Basic Prices (2012=1.0) 0.9 1.9 1.6 1.6 1.7
Consumer Price Index (2002=1.0) 1.6 1.6 1.6 1.7 1.7
3.5 2.3 2.0 2.0 2.0
Wages and Salary per Employee (Thousands $) 62.7 64.6 66.2 67.7 69.2
2.8 3.0 2.5 2.3 2.3
Primary Household Income (Millions $) 1,854,025 1,922,355 1,999,304 2,071,551 2,147,342
4.4 3.7 4.0 3.6 3.7
Household Disposable Income (Millions $) 1,556,867 1,600,737 1,658,428 1,714,210 1,773,138
24 2.8 3.6 34 3.4
Population of Labour Force Age 32,412 32,909 33,479 34,003 34,477
2.0 1.5 1.7 1.6 1.4
Labour Force (000) 21,248 21,528 21,867 22,168 22,470
2.2 1.3 1.6 1.4 1.4
Employment (000) 20,141 20,310 20,639 20,938 21,242
2.2 0.8 1.6 1.4 1.4
Unemployment Rate 52 5.7 5.6 5.5 55
Retail Sales (Millions $) 794,706 812,730 837,766 862,941 888,358
2.2 2.3 3.1 3.0 2.9
Housing Starts (Number of Units) 230,126 233,553 232,628 230,482 227,235
-12.1 15 -0.4 -0.9 -14
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3. Customer, Energy and Demand Forecast

Attachment 1

Table 2: Key Economic Indicators for Newfoundland and Labrador, 2023 to 2027
The Conference Board of Canada, Provincial Medium-Term Economic Forecast

August 2023

2023 2024 2025 2026 2027

GDP at Market Prices (Millions $) 40,522 40,865 41,390 41,681 42,448
-5.9 0.8 13 0.7 18

GDP at Market Prices (Millions $2012) 32,510 33,038 33,504 33,888 34,493
-0.2 16 14 1.1 18

GDP at Basic Prices (Millions $2012) 30,106 30,559 30,997 31,358 31,926
-0.1 15 14 1.2 18

Implicit Price Deflator 1.2 1.2 1.2 1.2 1.2
GDP at Basic Prices (2012=1.0) -5.7 -0.8 -0.1 -0.4 0.1
Consumer Price Index (2002=1.0) 1.6 1.6 1.7 1.7 1.7
3.1 2.3 1.9 2.0 2.0
Wages and Salary per Employee (Thousands $) 60.2 62.0 63.5 64.7 66.0
2.4 3.0 2.3 1.9 2.0

Primary Household Income (Millions $) 20,883 21,352 21,898 22,326 22,751
3.0 2.2 2.6 2.0 1.9

Household Disposable Income (Millions $) 19,349 19,797 20,105 20,305 20,544
4.3 2.3 1.6 1.0 12

Population of Labour Force Age 459 461 462 463 463
2.0 0.5 0.2 0.1 0.0

Labour Force (000) 263 262 263 262 261
0.3 -0.1 0.2 -0.3 -0.4

Employment (000) 236 233 234 234 233
14 -1.0 0.2 -0.1 -0.2
Unemployment Rate 10.3 11.0 11.1 10.9 10.7
Retail Sales (Millions $) 11,563 11,720 11,861 11,975 12,081
3.0 14 12 1.0 0.9
Housing Starts (Number of Units) 821 707 616 525 434
-40.5 -13.9 -12.9 -14.8 -17.3
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4. Cost of Service Study

1.0 General

Cost of service studies are conducted on a regular basis to evaluate the reasonableness of cost
recovery by class of service and as a step in the traditional process for establishing
Newfoundland Power Inc.’s (“Newfoundland Power” or the “Company”) customer rates.

In Newfoundland Power’s 2003/2004 General Rate Application, the Company presented detailed
evidence on its cost of service study methodology. Through a mediation process, the parties at
the hearing recommended the approval of the cost of service study methodology. In Order No.
P.U. 19 (2003), the Board approved the recommendations as presented in the evidence and the
Mediation Report.

In Order No. P.U. 32 (2007), the Board stated that it was satisfied that Newfoundland Power’s
cost of service study and methodology, along with the Marginal Cost Study, were appropriate to
be used in establishing 2008 customer rates.

At Newfoundland Power’s 2010, 2013/2014, 2016/2017, 2019/2020 and 2022/2023 general rate
applications, the results of the Company’s cost of service studies were accepted for use in
establishing customer rates.

2.0 2022 Pro Forma Cost of Service Study

The Company has completed a 2022 pro forma Cost of Service Study (the “Cost of Service
Study”). The detailed results of the Cost of Service Study are shown in Appendix A.

Table 1 provides the pro forma revenue-to-cost ratios.

Table 1:
Revenue-to-Cost Ratios
(%)
2022 Pro Forma

Domestic 96.5
General Service

(0-100kW) 107.9

(110-1000kVA) 107.5

(1000kVA and Over) 105.8
Street Lighting 97.2
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4. Cost of Service Study

The Cost of Service Study is based on actual costs and revenue incurred in 2022 adjusted to
reflect the pro forma impact of the timing of the implementation of customer rates approved in
the 2022/2023 General Rate Application and cost of service changes related to the execution of
the Company’s LED Street Lighting Replacement Plan.'

3.0 Cost of Service Study Results
Appendix A shows the detailed results of the Cost of Service Study.

The results of the Cost of Service Study have been divided into the following five groups of
schedules:

Group 1: Results, pages 2 to 14 of 43.
Group 2: Functional Classification of Rate Base, pages 15 to 22 of 43.
Group 3: Functional Classification of Expenses, pages 23 to 29 of 43.
Group 4: Determination of Class Allocation Factors, pages 30 to 38 of 43.
Group 5: Miscellaneous Schedules, pages 39 to 43 of 43.

3.1 Group 1: Results

Schedule 1.1 shows the major components that make up the total cost of service (excluding rate
stabilization costs, municipal taxes and the rural deficit funding). The major components include
purchased power expenses,” operating and maintenance expenses, depreciation expenses,
expense credits and return and taxes. The schedule shows the breakdown of these cost
components into the various functional classification groups used in the study. Expense credits
include revenue that is either not generated from rates or is recovered through the RSA and is
associated with particular functional classification groups.

Schedule 1.2 provides the cost by each functional classification group and the amount allocated
to each class of service. The costs do not include rate stabilization costs, municipal taxes or the
rural deficit funding.

Schedule 1.3 shows the total cost of service by class of service including rate stabilization costs,
municipal taxes and the rural deficit funding. The schedule also subtracts other revenue from
total costs to provide a column representing the total costs recovered from final customer rates.

' In Order No. P.U. 3 (2022), the Board approved rates, tolls and charges as set out in Schedule A of the
Application with effect for service provided on and after March 1, 2022. The 2022 Cost of Service Study
includes pro forma adjustments to reflect: (i) a full year impact of that rate change; (ii) changes in rates due to
the RSA and MTA with effect on July 1, 2023; and (iii) the forecast cost of service once all HPS street lights
fixtures have been replaced with energy-efficient LED fixtures in 2026.

The purchased power expense excludes the portion of the expense that is attributed to funding Newfoundland
and Labrador Hydro’s (“Hydro”) rural deficit.
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4. Cost of Service Study

Schedule 1.4 shows the revenue attributed to each class of service. The schedule shows all the
components that make up the total billings to customers plus other revenue. The other revenue
amount excludes the revenue treated as expense credits in Schedule 1.1. Other revenue is
attributed to each class of service based on the total revenue from base rates by class.

Schedule 1.5 compares the revenue by class to the cost by class and shows the revenue-to-cost
ratios for each class of service. The costs from Schedule 1.3 and the revenues from Schedule 1.4
are used to compute the revenue-to-cost ratios.

Schedule 1.6 provides rate loaders that, when applied to the classified cost components (demand,
energy, customer and specifically assigned costs), result in costs that can be compared to final
customer rate components. The rate loaders are applied to each of the classified cost components.
The RSA loader is added to the classified energy costs.

Schedule 1.7 expresses the cost of service in terms of unit costs. The unit costs provided are the $
per kW/kVA for demand costs, ¢/kWh for energy costs, and $/bill for customer-related costs.
Also provided is a breakdown of demand and customer costs in ¢/kWh and an overall total cost
expressed in terms of ¢/kWh.

3.2 Group 2: Functional Classification of Rate Base
Schedule 2.1 shows the original cost of the Company’s fixed assets and its breakdown by the
various functional classification categories. The total cost is based on the average amount of

fixed assets employed during the year.

Schedule 2.2 shows the average accumulated depreciation and its breakdown into functional
classification categories.

Schedule 2.3 shows the net contributions in aid of construction (“CIAC”). The net CIAC is the
total CIAC received from customers and governments, less the CIAC amortized to date.

Schedule 2.4 shows the average rate base. The average rate base includes the total net utility
plant, deductions from rate base and additions to rate base.’ The net utility plant is the original
cost of the fixed assets (Schedule 2.1) less the accumulated depreciation (Schedule 2.2).

3.3 Group 3: Functional Classification of Expenses

Schedule 3.1 shows the Company’s expenses, both regulated and non-regulated, by cost of
service expense category.

Schedule 3.2 shows the functional classification of the Company’s expenses by expense category
as follows:

The deductions from average rate base include the net CIAC (Schedule 2.3), customer security deposits, post-
retirement benefits liability, future income taxes, and the demand management incentive liability. The additions
to average rate base include average deferred charges (mostly pension costs), unamortized cost recovery
deferrals, customer financing programs, the balance in the weather normalization reserve, cash working capital
allowance, and materials and supplies allowance.
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4. Cost of Service Study

1. Purchased Power Expense.*

2. Direct Operating and Maintenance Expenses. These expenses include those internal costs
that can be directly placed into functional groups.

3. General System Expenses. These expenses include costs related to general operations,
communications and the system control center.

4. Administration and General Expenses. These expenses include the costs of
administration, human resources, information systems, finance and regulatory costs.

5. CDM Costs. These expenses include CDM general costs, CDM program costs and the
costs associated with the Curtailable Service Option.

Schedule 3.3 shows the breakdown of depreciation expense, net of CIAC amortization, into
functional classification categories.

3.4 Group 4: Determination of Class Allocation Factors

Schedule 4.1 shows the customer statistics used to develop the allocation factors. The customer
statistics include: the number of customers; total energy sales; total billing demand (where
applicable); the estimated class load factors based on non-coincident peak (“NCP”); and the
estimated class load factors based on coincident peak (“1 CP”). Schedule 4.1 also shows the
estimated class demands at time of class peak (NCP) and the estimated class demands at time of
Hydro’s system peak (1 CP).

Schedule 4.2 shows the loss factors that are used as an input in calculating the energy and
demand allocation factors.

Schedule 4.3 shows the development of the allocation factors for customer-related costs. The
allocation factor for each type of customer cost is based on a weighting factor and the number of
customers. An allocation factor of 0.0% occurs in a number of instances, such as the allocation
factor used to allocate customer-related secondary costs to transmission customers. This reflects
the concept that a transmission customer (i.e. a customer that takes their electricity supply from
the transmission system) is not responsible for any of the cost of the distribution secondary or
distribution primary system.

Schedule 4.4 shows the development of the secondary, primary and transmission allocation
factors for energy-related costs. The allocation factors are based on energy sales and losses.
Three separate allocation factors are required to ensure that within the Cost of Service Study, a
transmission customer is not allocated any of the cost of the distribution secondary or primary
system and that a distribution primary customer is not allocated any of the cost of the distribution
secondary system.

Schedule 4.5 shows the development of the NCP demand allocation factors. The allocation
factors are based on the estimated class peak and the loss factors shown in Schedule 4.1 and

4 The expense shown in the schedule excludes the portion of the purchased power cost associated with funding

Hydro’s rural deficit.
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4. Cost of Service Study

Schedule 4.2 respectively. The table shows three sets of allocation factors that are used when
allocating the demand-related cost associated with either the secondary, primary or transmission
levels.

Schedule 4.6 shows the development of the 1 CP demand allocation factor. The allocation factors
are based on the estimated class demand at time of system peak and the loss factors shown in
Schedule 4.1 and Schedule 4.2, respectively. The table shows three sets of allocation factors that
are used when allocating the demand-related cost associated with either the secondary, primary
or transmission levels.

3.5  Group 5: Miscellaneous Schedules

Schedule 5.1 shows the functional classification splits used in the Cost of Service Study. The
input data was primarily derived from a variety of functionalization and classification studies.
The sources of each functionalization and classification split are detailed in the footnotes in
Schedule 5.1.

Schedule 5.2 shows the reconciliation of the total expenses used in the Cost of Service Study to
the 2022 Annual Report to the Board.

Schedule 5.3 shows the reconciliation of the total revenue used in the Cost of Service Study to
the 2022 Annual Report to the Board.

Schedule 5.4 shows the reconciliation of the total return and taxes used in the Cost of Service
Study to the 2022 Annual Report to the Board.
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4. Cost of Service Study Appendix A

Cost of Service Study
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5. Customer Rate Impacts

1.0 Introduction

Newfoundland Power Inc. (“Newfoundland Power” or the “Company”’) performed an impact
analysis on the proposed rates with effect on July 1, 2025 relative to the rates with effect on
July 1, 2024 for the Domestic class and for each of the General Service classes.

This report summarizes the results of this analysis.
2.0 Domestic Methodology

2.1 General

There were approximately 237,054 customer accounts billed on the Domestic rate and
approximately 1,299 customer accounts billed on the Domestic - Seasonal Optional rate at
December 31, 2022. Evaluation of customer impacts of the proposed rate change for the
Domestic class was based upon data from a representative sample of customers served under the
Domestic rate.

The Domestic rate has the same energy price year-round. Therefore, the billing impacts can be
determined based upon annual usage. The sample design methodology focused on ensuring that
the annual usage distribution of the sample is reasonably representative of the annual usage of
the population.

The Domestic customers identified in the Customer Service System with electricity as their
primary heating source (“Domestic All-Electric”) were analyzed separately from the Domestic
customers identified as having some other heating source (“Domestic Regular”). The billing
impacts were determined by applying the proposed rates with effect on July 1, 2024 and

July 1, 2025 to the 2022 monthly electricity usage of a sample of 5,770 customers in the
Domestic Regular subgroup and 15,485 in the Domestic All-Electric subgroup.?

The Domestic samples were selected using a systematic random sampling method to ensure the
samples had comparable annual energy usage distributions to the subgroup populations.

The Domestic - Seasonal Optional Rate has approximately 1,299 participants. The impacts of the
proposed customer rates were analyzed based upon the usage data of all customers on the rate
option for the full year of 2022.

Reflects the customer rates proposed in the 2024 Rate of Return on Rate Base Application filed with the Board
on November 23, 2023, with effect on July 1, 2024.

The samples represent approximately 11% of the customers in the respective subgroups who were active for all
12 months of 2022.

Newfoundland Power — 2025/2026 General Rate Application Page 1 of 5
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2.2 Sample Reliability
The Domestic samples provide a 95% confidence with +£0.8% relative accuracy on average
monthly energy usage for the Domestic All-Electric subgroup and a 95% confidence with +1.9%

relative accuracy on average monthly energy usage for the Domestic Regular subgroup.

The Domestic samples are reasonable for the purpose of evaluating the effects of the proposed
rate changes on customer accounts.

3.0 General Service Methodology
There were 24,386 General Service customer accounts billed at year-end 2022.

Table 1 provides the breakdown of General Service customer accounts, sales and revenue by rate
class.

Table 1:
General Service Classes

Rate Customer Sales Revenue

Rate Class Accounts (GWh) ($000s)
#2.1 0-100 kW (110 kVA) 23,069 781.3 95,983
#2.3 110-1000 kVA 1,258 1,034.6 107,955
#2.4 1000 kVA and Over 59 392.6 36,923
Total General Service 24,386 2,208.5 240,861

The Company reviewed the billing impacts for all customer accounts that were on each General
Service rate for the full year of 2022.

4.0  Customer Impacts
4.1  Domestic

The overall average revenue increase of 5.5% applies to Domestic Rate #1.1 and Domestic
Seasonal Rate #1.1S customers. The proposed 5.5% increase has been applied to Rate #1.1
energy charges. Slightly higher and lower rate increases have been applied to rate components
that require the maintenance of specific cost differentials. This includes basic customer charges
as well as winter and non-winter energy charges for Rate #1.1S customers.?

3 See Volume 1, Application, Company Evidence and Exhibits, Section 5.4.3 Changes to Rate Components.
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Table 2 shows the customer bill impacts for Rate #1.1 and #1.1S under the proposed rate.

Table 2:
Domestic #1.1 and #1.1S
Customer Bill Impacts

Annual Impact Percentage of
(%) Customers
Less than 5.4 0.3
541t05.6 91.4
Greater than 5.6 8.3
Total 100.0

Approximately 91.4% of Rate #1.1 and #1.1S customers will receive annual bill impacts of
between 5.4% and 5.6%.

Approximately 8.3% of domestic customers will receive annual bill impacts of between 5.7%
and 6.0%. These customers typically have 200-amp service and have lower than average energy
consumption.

4.2 General Service

The overall average revenue increase of 5.5% applies to General Service Rate #2.1. The
proposed 5.5% increase has been applied to Rate #2.1 energy charges. Slightly higher and lower
rate increases have been applied to rate components that require the maintenance of specific cost
differentials. This applies to basic customer charges for unmetered, single phase, and three phase
customers. It also applies to winter and non-winter demand charges.*

Table 3 shows the customer bill impacts for Rate #2.1 under the proposed rate.

Table 3:
Rate #2.1
Customer Bill Impacts

Annual Impact Percentage of
(%) Customers
421t05.2 5.6
53t05.7 62.9
5.8t0 6.6 28.3
6.7t0 11.0 3.2
Total 100.0

4 See Volume 1, Application, Company Evidence and Exhibits, Section 5.4.3 Changes to Rate Components.
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Approximately 5.6% of Rate #2.1 customers will receive annual bill impacts of between 4.2%
and 5.2%. Approximately 91.2% of Rate #2.1 customers will receive annual bill impacts of
between 5.3% and 6.6%. Approximately 3.2% of Rate #2.1 customers will receive annual bill
impacts of between 6.7% and 11.0%.

Customers receiving annual bill impacts of greater than 6.6% are unmetered customers with low
energy usage.

The overall average revenue increase of 5.5% applies to General Service Rate #2.3 customers.
The proposed 5.4% increase has been applied to Rate #2.3 energy charges and the basic
customer charge. A slightly higher rate increase has been applied to non-winter demand charges
and a slightly lower rate increase has been applied to winter demand charges. This is to maintain
the specific cost differential between the winter and non-winter demand charges for Rate #2.3
customers.’

Table 4 shows the customer bill impacts for Rate #2.3 under the proposed rate.
Table 4:

Rate #2.3
Customer Bill Impacts

Annual Impact Percentage of
(%) Customers
5.2t05.6 98.5
5.7t06.0 1.5
Total 100.0

Approximately 98.5% of Rate #2.3 customers will receive annual bill impacts of 5.2% to 5.6%.
Approximately 1.5% of Rate #2.3 customers will receive annual bill impacts of 5.7% to 6.0%.

Customers receiving annual bill impacts of 5.7% to 6.0% experienced relatively low demand in
the 2022 winter months compared to the non-winter months.

The overall average revenue increase of 5.5% applies to Rate #2.4 customers. The proposed
5.3% increase has been applied to Rate #2.4 energy charges and the basic customer charge.
Winter and non-winter demand charges differ slightly from the proposed 5.3% increase to
maintain specific cost differentials for those rate components.®

5
6

See Volume 1, Application, Company Evidence and Exhibits, Section 5.4.3 Changes to Rate Components.
See Volume 1, Application, Company Evidence and Exhibits, Section 5.4.3 Changes to Rate Components.
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Table 5 shows the customer bill impacts for Rate #2.4 under the proposed rate.

Table 5:
Rate #2.4
Customer Bill Impacts

Annual Impact Percentage of
(%) Customers
52t05.5 94.6
5.6t05.8 5.4
Total 100.0

Approximately 94.6% of Rate #2.4 customers will receive annual bill impacts of 5.2% to 5.5%.
Approximately 5.4% of Rate #2.4 customers will receive annual bill impacts of 5.6% to 5.8%.

Differences in annual rate impacts are the result of customers’ monthly billing demand and the
changes to winter and non-winter demand charges required to maintain specific cost differentials

between those rate components.
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I.  INTRODUCTION AND QUALIFICATIONS
A. James Coyne

My name is James M. Coyne, and I am employed by Concentric Energy Advisors, Inc.
(“Concentric”) as a Senior Vice President. My business address is 293 Boston Post Road West,
Suite 500, Marlborough, MA 01752. I am testifying on behalf of Newfoundland Power Inc.

(“Newfoundland Power” or the “Company”).

[ am among Concentric’s professionals who provide expert testimony before federal, state, and
Canadian provincial agencies on matters pertaining to economics, finance, and public policy in
the energy industry. Concentric provides financial, economic, and regulatory advisory services to
clients across North America, including utility companies, regulatory and public agencies, and
utility sector investors. I regularly advise utilities, generating companies, public agencies and
private equity investors on business issues pertaining to the utilities industry. This work includes
calculating the cost of capital for the purpose of ratemaking, and providing expert testimony and
studies on matters pertaining to incentive regulation, rate policy, valuation, capital costs, fuels
and power markets. I have testified or provided expert evidence in state, provincial and federal
jurisdictions across Canada and the U.S., including before the Newfoundland and Labrador Board
of Commissioners of Public Utilities (the “Board”). This work has been provided on behalf of

utilities, regulatory commissions, and staff.

[ am also a frequent speaker and author of articles and white papers on the energy industry. For
example, on behalf of the Canadian Gas Association and the Canadian Electricity Association, I
prepared a discussion paper for utility executives and provincial regulators that examined the
roles that Canada’s utilities and regulators can play to promote innovation. In addition, I
facilitated workshops between Canadian regulators and utility executives on regulatory and
utility responses to a low carbon world, and drafted follow-up white papers to facilitate further
discussion on emerging industry issues. I have been an invited speaker for several CAMPUT
events, including the Energy Regulation Course at Queen’s University where [ spoke on

“Innovations in Utility Business Models and Regulation.”

In earlier positions, I served as Senior Economist for the Massachusetts Energy Facilities Siting
Council, where I analyzed the supply plans and facilities proposals from the state’s electric and

gas utilities, and I also served as State Energy Economist for the Maine Office of Energy Resources.

CONCENTRIC ENERGY ADVISORS, INC. PAGE 1



10
11
12

13
14
15
16
17
18
19

20
21
22

23
24
25
26
27
28

29
30

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

[ hold a B.S. in Business Administration from Georgetown University and a M.S. in Resource
Economics from the University of New Hampshire. My qualifications are detailed more fully in

Attachment 1.

B. John Trogonoski

My name is John P. Trogonoski, and [ am employed by Concentric as an Assistant Vice President.
My business address is 293 Boston Post Road West, Suite 500, Marlborough, MA 01752. [ am also

testifying on behalf of Newfoundland Power.

[ provide expert testimony before U.S. state and Canadian provincial regulatory agencies on
matters pertaining to finance, economics, and public policy in the utility industry. [ have testified
or provided expert evidence on more than 25 occasions in various U.S. state and Canadian
provincial jurisdictions. This testimony has been filed on behalf of both utilities and regulatory

commission staff.

Prior to joining Concentric, I was a member of the Staff of the Colorado Public Utilities
Commission from 1999-2008, where | supervised the financial analysts in the energy and
telecommunications sections, provided advisory services to the Commissioners on financial and
economic matters, and filed expert testimony on rate of return, revenue requirement, cost
allocation, rate design, incentive regulation, and public policy matters. I hold a M.S. in Business
Administration and a B.S. in Marketing from the University of Colorado at Denver. My

qualifications are detailed more fully in Attachment 2.

C. Executive Summary

Concentric has been asked to estimate the cost of capital for Newfoundland Power for the
purpose of establishing the return on equity (“ROE”) and capital structure for rate-making
purposes. In order to estimate the cost of capital, we have relied upon analytical tools and data
sources normally used for such purposes before regulators in Canada and the U.S. We have also
reviewed past decisions of the Board in consideration of such matters. The analysis provided in
this report supports our overall recommendation on the cost of equity and capital structure for

Newfoundland Power. That analysis includes the following:

e examination of the legal and regulatory requirements for determination of a fair rate of

return;
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selection of Canadian, U.S. and North American proxy groups with companies comparable

to Newfoundland Power with respect to business and financial risks;

estimation of the cost of common equity for the proxy group companies using the
Discounted Cash Flow (“DCF”) method, the Capital Asset Pricing Model (“CAPM”), and the

Bond Yield Plus Risk Premium (“Risk Premium”) approach;

examination of authorized returns on equity for other investor-owned electric utilities in

Canada and the U.S;;

development of a range of results for the Canadian, U.S. and North American proxy

groups; and

an assessment of the appropriateness of Newfoundland Power’s capital structure based
on an examination of the Company’s business and financial risks relative to the respective

proxy groups.

As shown in Figure 1 below, the ROE estimation models produce a range of results for the proxy

group companies from 9.38 percent to 10.68 percent. The average of all methods for the North

American Electric proxy group is just over 10.0 percent. Because the utilities in the North

American Electric proxy group are most representative of Newfoundland Power, we place

greater weight on those results.

Figure 1: Summary of Results?

CANADIAN U.S. NORTH
UTILITY | ELECTRIC | AMERICAN
PROXY PROXY ELECTRIC
GROUP GROUP PROXY
GROUP
CONSTANT GROWTH 10.03% 10.44% 10.07%
DCF
MULTI-STAGE DCF 10.17% 9.38% 9.42%
AVERAGE CAPM 10.09% 10.68% 10.37%
RISK PREMIUM 10.26% 10.26%
AVERAGE 10.10% 10.19% 10.03%

1 DCF results are based on 90-day average stock prices for proxy group companies. Results include 50
basis points for flotation costs and financial flexibility except for risk premium results.
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We also present our results using only the Multi-Stage DCF model, the CAPM with a historical
market risk premium, and the Risk Premium model. This provides a more conservative estimate

of the cost of equity for Newfoundland Power. Those results are summarized in Figure 2 below.

Figure 2: Summary of Alternative Results

CANADIAN U.S. NORTH
UTILITY | ELECTRIC | AMERICAN
PROXY PROXY ELECTRIC
GROUP GROUP PROXY

GROUP
MULTI-STAGE DCF 10.17% 9.38% 9.42%
HISTORICAL CAPM 9.57% 10.15% 9.86%
RISK PREMIUM 10.26% 10.26%
AVERAGE 9.87% 9.93% 9.85%

The average results of the Multi-Stage DCF, historical CAPM and Risk Premium methods for the
North American Electric proxy group is 9.85 percent, within the range from 9.42 percent to 10.26
percent. The average for the Canadian proxy group is 9.87 percent and for the U.S. Electric proxy
group is 9.93 percent. Based on this analysis, we recommend Newfoundland Power’s cost of
equity be set at 9.85 percent. In addition, a common equity ratio of 45.0 percent remains

reasonable, if not conservative, given the business and financial risks of Newfoundland Power.

D. Report Organization

The remainder of the report is organized as follows: Section II discusses the legal requirements
and regulatory precedents for the determination of a fair rate of return; Section III provides an
overview of economic and financial market conditions in Canada and the U.S. and how those
conditions affect the cost of equity for Newfoundland Power. Section IV describes the selection
of proxy group companies to estimate the cost of equity for Newfoundland Power and discusses
the precedent in Canada for considering the use of U.S. data. Section V discusses the methods
used to estimate the cost of equity and summarizes the results of the DCF, CAPM and Risk
Premium analyses. Section VI provides an assessment of a reasonable capital structure for
Newfoundland Power given the business and financial risks the Company faces. Section VII
addresses the use of an automatic adjustment formula for future ROE determinations, and

Section VIII summarizes our overall conclusions and recommendations.
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II. LEGAL REQUIREMENTS AND KEY REGULATORY PRECEDENTS
A. The Fair Return Standard

The principles surrounding the concept of a “fair return” for a regulated company were first
established by the Supreme Court of Canada in Northwestern Utilities v. City of Edmonton (1929)
S.C.R. 186 (“Northwestern”), where the Supreme Court of Canada found:

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

United States common law regarding a fair return for utility cost of capital has evolved similarly.
In Bluefield Water Works & Improvement Company v. Public Service Commission of West Virginia

(262 U.S. 679, 693 (1923)), the U.S. Supreme Court stated:

The return should be reasonably sufficient to assure confidence in the financial
soundness of the utility and should be adequate, under efficient and economical
management, to maintain and support its credit and enable it to raise the money
necessary for the proper discharge of its public duties. A rate of return may be
reasonable at one time and become too high or too low by changes affecting
opportunities for investment, the money market and business conditions generally.

The U.S. Supreme Court further elaborated on this requirement in its decision in Federal Power
Commission v. Hope Natural Gas Company (320 U.S. 591, 603 (1944)), when it described the

relevant criteria as follows:

From the investor or company point of view it is important that there be enough revenue
not only for operating expenses but also for the capital costs of the business. These
include service on the debt and dividends on the stock.... By that standard the return to
the equity owner should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, moreover, should be sufficient to
assure confidence in the financial integrity of the enterprise, so as to maintain its credit
and to attract capital.

With the passage of time, the Fair Return Standard has been interpreted many times in both

Canada and the U.S. For example, the National Energy Board (now the Canadian Energy

2 Northwestern, at 193.
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Regulator) summarized its interpretation of the “fair return standard” in its RH-2-2004 Phase II
Decision and more recently reiterated that interpretation in its Trans Québec & Maritimes

Pipelines Inc. RH-1-2008 Decision.

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:

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

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

e 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.3

All three standards must be met, and none ranks in priority to the others. To that point, the
Ontario Energy Board (“OEB”) articulated the legal requirements for satisfying the Fair Return

Standard in Canada in its 2009 Generic Cost of Capital Order as follows:

The Board affirms its view that the Fair Return Standard frames the discretion of a
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
judgment and apply its discretion in the determination of a rate regulated entity’s cost
of capital .4

kkk

3 National Energy Board RH-2-2004 Reasons for Decision, TransCanada PipeLines Ltd, Phase II, April 2005,
at17.

4 Ontario Energy Board, EB-2009-084, Report of the Board on the Cost of Capital for Ontario’s Regulated
Utilities, December 11, 2009, ati.
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... 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 tests and that focusing on
meeting the financial integrity and capital attraction tests without giving adequate
consideration to the comparability test is not sufficient to meet the [Fair Return
Standard].>

The Board embraces the same legal standards for the application of the Fair Return Standard as
those put forth by the NEB, the OEB and those established through Canadian and U.S. common

law. In that regard, the Board has stated:

In carrying out its duties under the Act the Board is required by Section 4 of the EPCA to
observe the power policy of the Province as set out in Section 3 of the EPCA, and to apply
tests which are consistent with generally accepted sound public utility practice. Section
3(a)(iii) of the EPCA provides that the rates to be charged for the supply of power should
provide sufficient revenue to enable the utility to earn a just and reasonable return so
that it is able to achieve and maintain a sound credit rating in the financial markets of
the world.6

In 2019, the Board cited its 2009, 2013 and 2016 Orders which addressed the three elements of
the fair return standard directly, as follows: “To be considered fair the return must be
commensurate with the return on investments of similar risk and sufficient to assure financial
integrity and to attract necessary capital.”? In 2019, the Board reiterated the 2009 Order as
follows: “All three requirements must be met and no one requirement takes precedence over the
other two. Determining a fair return involves an assessment of both the utility’s capital structure
and return on equity, in the context of the current capital market conditions and the utility’s risk
profile.”8 In 2022, the Board approved a settlement agreement and stated that the return on
common equity and the agreed-upon common equity ratio were consistent with the fair return

principle.®

The assessment of whether the Fair Return Standard has been met requires an examination of

the required returns by investors in comparable-risk enterprises. Investors consider whether

O 0 N o

Ibid, at 19.

Order No. P.U. 18(2016), at 10.
Order No. P.U. 2(2019), at 12.
Order No. P.U. 2(2019), at 12.
Order No. P.U. 3(2022), at 5.
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there are alternative investment opportunities that would provide a better return for the same
level of risk. This weighing of alternatives and the highly-competitive nature of capital markets
causes stocks and bonds to settle on a price that provides investors with a return that is adequate
for the risks involved. Thus, for any given level of risk, there is a corresponding return that
investors expect in order to take on that risk and not invest their money elsewhere. That return

is referred to as the “opportunity cost” of capital or “investor-required” return.

In addition to setting the fair return at the “opportunity cost” of capital, a fair return must also be
adequate to maintain the financial integrity of the utility, which requires a return sufficient to
maintain credit metrics such that the utility can maintain a favorable credit rating in order to
minimize debt costs and provide lenders assurance that the company’s earnings are adequate to
meet its fixed obligations. Finally, a fair return must be sufficient to attract incremental capital

on reasonable terms and conditions, to the benefit of both investors and customers.

B. The Stand-Alone Principle

The Stand-Alone Principle provides that the utility must be regulated as if it were a stand-alone
entity, raising capital on the merits of its own business and financial characteristics. In this way,
capital may be efficiently allocated, with each business segment earning a return based on its
own unique set of risks and business characteristics regardless of affiliations within the holding
company structure. In order to establish a fair return and satisfy the Stand-Alone Principle, the
utility must be allowed a return sufficient to meet all three requirements of the Fair Return

Standard on the basis of the utility’s individual merits.

C. The Relationship Between Capital Structure and ROE

The cost of common equity depends in part on the company’s capital structure. The equity ratio
and equity rate of return must therefore be considered together to determine whether the Fair
Return Standard has been met. Other factors being equal, firms with lower common equity ratios
require higher rates of return to compensate shareholders for the additional financial risks.
Consequently, when a regulator approves a capital structure, that decision impacts the required

rate of return on common equity.

The risk to the earnings stream of the company is a function of both its business and financial

risk. Business risk refers to the political and regulatory environment in which the company
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operates and the operational and competitive forces that could potentially exert pressure on
earnings. Financial risk refers to the amount of debt in the utility’s capital structure and the
extent to which fixed debt obligations must be met before utility shareholders receive their
returns. Both business and financial risks therefore need to be considered when setting the

capital structure.

III. ECONOMIC AND CAPITAL MARKET CONDITIONS
A. Summary and Relevance to Utility Cost of Capital

Utilities raise debt and equity in a global market influenced by macroeconomic fundamentals,
capital markets and central bank policies. The cost of debt for utilities is observable, but the cost
of equity must be estimated with an informed view of the macroeconomic and capital market
factors that impact the analysis. Projections of real GDP growth, inflation and interest rates are
direct inputs to the cost of capital models. Likewise, the cost of equity for regulated utilities is
influenced by factors such as central bank policy, investor confidence, and uncertainty and
volatility in financial markets. Each of these factors is discussed in this section of our report,

starting with macroeconomic conditions in Canada and the U.S.

In summary, there has been a fundamental shift in the economy and capital markets since March
2021 (when our analysis was conducted for Newfoundland Power’s 2022/2023 General Rate
Application (“GRA”)), and cost of capital (along with other input costs, including labor) is higher
for all companies, including utilities. This shift has occurred in large part because the extended
period of declining interest rates (which began in 1982 and accelerated in the years after the
financial crisis of 2008-2009) and low inflation has come to an end. Figure 3 provides a

comparison of key economic and market indicators in August 2023 to those in March 2021.
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Figure 3: Comparison of Key Economic and Market Indicators

Indicator March 2021 August 2023
Bank of Canada Overnight Rate 0.25% 5.0%
10-year Government of Canada bond 1.50% 3.65%
30-year Government of Canada bond 1.94% 3.50%
A-rated Canadian utility bond 3.24% 4.98%
Consumer Price Inflation - Canada 2.2% 4.0%
Spread between 2 yr /10 yr Treasury bond 1.24% (1.05%)
TSX Volatility Index 13.0 11.2
State Street Investor Confidence Index - 91.9 96.8

U.S.

The Figure above shows that interest rates on government bonds and utility bonds have
increased by 156 to 215 basis points depending on the security, inflation increased substantially
in 2022-23 after a prolonged period of relative price stability, the Bank of Canada has raised its
policy interest rate significantly to combat much higher inflation, and the yield curve inverted as
interest rates on shorter dated government bonds exceed those on longer dated maturities due
to uncertainty around the longer term economic and inflation outlook. Stock market volatility is
nonetheless down while investor confidence has improved as reflected in a relatively strong
stock market, although utility shares are down. All of these indicators are considered and
discussed in more detail in this section of our report, starting with macroeconomic conditions in
Canada and the U.S. Some indicators are described for context, and others because they are direct

inputs to the models used to estimate the return on equity.

B. Macro-Economic Conditions

At the time of the 2022/2023 GRA filing by Newfoundland Power in May 2021, the economies in
both Canada and the U.S. were expected to emerge from sharp contractions in 2020 precipitated
by the COVID-19 pandemic, which forced the closure of many businesses as economies went into
lockdown to control the spread of the virus. Extraordinary policy measures were necessary from

central banks and federal governments in both Canada and the U.S. to stabilize the financial
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O 00 9 O »n A~ W N =

10

11
12
13
14
15
16
17
18

19

20

@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

system and support economic growth in the immediate aftermath of the pandemic. That policy
response caused a precipitous drop in interest rates on government and corporate bonds. Those
bond yields, however, have increased significantly since July 2020 as investors anticipated the
economic recovery and responded to the sharp increase in inflation. Although inflation has eased
from the highest levels in almost 40 years as central banks in Canada and the U.S. have
aggressively tightened monetary policy to slow the economy, inflation has proven more
persistent than expected, and central banks have indicated that they may need to raise short-
term rates further in order to bring inflation down to the target range of 1-3 percent in Canada

and 2 percent in the U.S.

1. Canada

GDP is an important indicator of economic activity that is a direct input to the multi-stage DCF
model and also signals demand for all inputs to the economy, including capital. The Canadian
economy shrank 5.4 percent in 2020 due to the spread of COVID-19, before recovering in 2021
as restrictions were eased. Figure 4 shows that real GDP grew steadily in the first three quarters
of 2022, at an annualized rate between 2.3 percent and 3.5 percent, but was nearly unchanged in
the fourth quarter of 2022. GDP growth resumed in the first quarter of 2023 at an annualized
rate of 2.6 percent but unexpectedly contracted in the second quarter as tighter monetary policy

slowed economic growth.

Figure 4: Canadian Real GDP Growth1¢

s 40.00 %
30.00 %
20.00 %
8.5 10.00 %
- 57 6.7
. H El.-.
mn B == . 0.00%
-0.1 -0.2
2.4
-10.00 %
Jul 2020 Jan 2021 Jul 2021 Jan 2022 Jul 2022 Jan 2023 Jul 2023

TRADINGECONOMICS.COM | STATISTICS CANADA

10

https://tradingeconomics.com/canada/gdp-growth-annualized
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The unemployment rate declined steadily for much of 2021 from a peak of 13.7 percent in May
2020 and was slightly over 5 percent for most of 2022. As shown in Figure 5, the unemployment
rate has increased in recent months to 5.5 percent, as tighter monetary policy has constrained
the pace of hiring. While unemployment is not a direct input to the cost of capital models, it

provides another indicator of the strength of the economy.

Figure 5: Canadian Unemployment Rate!1
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11 https://tradingeconomics.com/canada/unemployment-rate
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As shown in Figure 6, consumer prices in Canada generally have risen less than 2.0 percent in the
past decade, but the inflation rate increased at a 30-year high of 4.8 percent in 2021 and 6.3
percent in 2022. This is below the peak of 8.1 percent in June 2022, which was the highest rate
in 40 years. The annual inflation rate in September 2023 increased from the June low to 3.8
percent, while the core trimmed-mean rate, which is closely watched by the Bank of Canada, was
3.7 percent.12 [nflation is an important factor in the cost of capital and is also an input to the
multi-stage DCF model. Higher inflation rates drive higher capital costs as investors seek more

stable “real” returns (after the effects of inflation).
Figure 6: Canadian Inflation Rate13
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12 CPI-trim is a measure of core inflation that excludes CPI components whose rates of change in a given
month are located in the tails of the distribution of price changes.
13 https://tradingeconomics.com/canada/inflation-cpi
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1 2. United States
2 After experiencing steady economic growth from 2017-2019, as in Canada, the consequences of
3 the COVID-19 pandemic forced the U.S. economy into a sharp recession in 2020. GDP growth
4 resumed in 2021 as the economy recovered, but unexpectedly contracted in the first and second
5 quarters of 2022 (a technical recession), as shown in Figure 7. GDP has since expanded at an
6 annualized rate between 2.0 percent and 3.2 percent in the past four quarters.
7 Figure 7: U.S. Real GDP Growth14
40.00 %
35.3
30.00 %
20.00 %
03 7 7 10.00 %
I [ e e .
16 06
-10.00 %
Jul 2020 Jan 2021 Jul 2021 Jan 2022 Jul 2022 Jan 2023 Jul 2023
g TRADINGECONOMICS.COM | U.S. BUREAU OF ECONOMIC ANALYSIS
9
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14 Source: https://tradingeconomics.com/united-states/gdp-growth.
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After reaching a low of 3.5 percent in January 2020, the U.S. unemployment rate spiked to 14.7
percent in April 2020 as businesses were forced to close due to COVID-19. Figure 8 shows that

the U.S. unemployment rate has ranged from 3.4 to 3.8 percent over the past 12 months.

Figure 8: U.S. Unemployment Rate15
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15 Source: https://tradingeconomics.com/united-states/unemployment-rate
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The U.S. Consumer Price Index (“CPI”) increased at an annual rate of 1.8 percentin 2019 and 1.2
percent in 2020. Inflationary pressure mounted with the Bureau of Labor Statistics reporting
that the CPlincreased at an annualized rate of over 8 percent in every month from March through
September 2022 (a level not seen since the early 1980s), before declining to 7.1 percent in
November 2022. As shown in Figure 9, the CPI in September 2023 increased at an annualized
rate of 3.7 percent as more restrictive monetary policy helped ease price pressure on food and
energy, although core inflation (which excludes more volatile food and energy prices) remained

at 4.1 percent.

Figure 9: U.S. Consumer Price Inflation16
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TRADINGECONOMICS.COM | U.S. BUREAU OF LABOR STATISTICS

C. Central Bank and Federal Government Policies

The policies of central banks directly impact interest rates, inflation, and the pace of economic
growth. All of these factors influence the cost of capital for utilities. Central banks and federal
governments in both Canada and the U.S. took aggressive steps to stabilize financial markets in
the Spring of 2020 and to provide ongoing support for the economies of both countries in
response to the economic effects of COVID-19. During this period, interest rates on government
bonds were being driven by actions of central banks and not just the decisions of investors in the

bond markets. In the Spring of 2022, central banks in both countries embarked on a path of

Source: https://tradingeconomics.com/united-states/inflation-cpi
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tightening monetary policy in response to stronger employment and excess demand, which have

contributed to the highest inflation in 40 years.

1.

Canada

In response to inflation being higher than its target range of 1-3 percent (consumer prices

increased by 6.3 percent in 2022), the Bank of Canada (“BOC”) raised the overnight rate on

multiple occasions from 0.25 percent in March 2022 to 5.00 percent in July 2023. The BOC held

the overnight rate steady at its October 2023 meeting, but noted that core inflation has been more

persistent than anticipated:

CPlinflation has been volatile in recent months—2.8% in June, 4.0% in August, and 3.8%
in September. Higher interest rates are moderating inflation in many goods that people
buy on credit, and this is spreading to services. Food inflation is easing from very high
rates. However, in addition to elevated mortgage interest costs, inflation in rent and

other housing costs remains high. Near-term inflation expectations and corporate

pricing behaviour are normalizing only gradually, and wages are still growing around
4% to 5%. The Bank’s preferred measures of core inflation show little downward
momentum.’

In its October 2023 Monetary Policy Report, the BOC underscored several key messages about

the outlook for the economy:18

1)

2)

3)

4)

Inflation continues to decline gradually in most economies. Higher policy interest
rates and tight financial conditions are contributing to slowing global demand
growth and easing price pressures, although inflation in services prices is sticky.

Global economic growth is slowing. While the US economy has been surprisingly
robust, the weakness in China has been more pronounced than expected in the
July Report.

In Canada, higher interest rates are working to ease price pressures, and
consumer price index (CPI) inflation has come down significantly from its peak in
June 2022. However, progress toward the 2% target is proving to be slow, and the
pace of future declines in inflation remains uncertain. Core inflation has been
more persistent than expected.

At the same time, demand growth has eased and supply is rising. Evidence
suggests that the economy is approaching balance. With supply growing faster
than demand, price pressures are expected to gradually moderate further.

17
18

Bank of Canada, Press Release issued October 25, 2023.
Bank of Canada, Monetary Policy Report, October 25, 2023, at 5.
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5)

6)

7)

8)

2.

Economic activity is forecast to be modest through most of 2024, with annual
growth in gross domestic product (GDP) just under 1%. As past interest rate
increases continue to work their way through the economy, they will weigh on
household spending and business investment. Weak foreign demand is also
expected to slow export growth. GDP growth is projected to rise to about 2%4% in
2025.

Inflation is now projected to stay around 3%% until the middle of 2024. As the
economy moves into excess supply and price pressures moderate, inflation is
forecast to ease to about 2%% in the second half of 2024 and then return to target
in 2025.

A considerable amount of uncertainty surrounds the forecast. Three-month rates
of core inflation have remained elevated, in the range of 3%2% to 4% for the past
year. Near-term inflation expectations are still high, and there is a risk that they
could become a driver of wage- and price-setting behaviour.

Another risk is that the war in Israel and Gaza spreads further into a broader
regional conflict, disrupting oil supplies and leading to a resurgence of inflation
in energy prices.

Overall, there is more evidence that the economy is slowing, which is relieving

price pressures. But the progress to price stability is slow, and inflationary risks
have increased.

United States

Monetary policy has followed a similar path in the U.S., with the U.S. Federal Reserve (the “Fed”)

raising the federal funds rate to combat higher than expected inflation. The Fed raised the

discount rate on numerous occasions from a range of 0.00-0.25 percent in March 2022 to a range

of 5.25-5.50 percent in July 2023, the highest level since March 2001. Atits most recent meeting,

the Fed recommitted to its objectives and present course of action noting:19

The Committee seeks to achieve maximum employment and inflation at the rate of 2

percent over the longer run. In support of these goals, the Committee decided to
maintain the target range for the federal funds rate at 5-1/4 to 5-1/2 percent. The
Committee will continue to assess additional information and its implications for
monetary policy. In determining the extent of additional policy firming that may be
appropriate to return inflation to 2 percent over time, the Committee will take into
account the cumulative tightening of monetary policy, the lags with which monetary
policy affects economic activity and inflation, and economic and financial developments.
In addition, the Committee will continue reducing its holdings of Treasury securities and

19

Federal Reserve Press Release, September 20. 2023.
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agency debt and agency mortgage-backed securities, as described in its previously
announced plans. The Committee is strongly committed to returning inflation to its 2
percent objective.

D. Overview of Bond Yields and Equity Markets
1. Interest Rates

Bond yields are a direct indicator of the cost of capital, as they reflect the level of interest required
to compensate debt (but not equity) investors in the current market. Bond yields are also a direct
input to the CAPM and Risk Premium models. Figure 10 shows that both the 10- and 30-year
Canadian government bond yields increased sharply after trading at or near all-time lows in July
2020. Average yields on 10-year government bonds in March 2021 (when our analysis for
Newfoundland Power’s 2022/2023 GRA was conducted) were 1.50 percent, as compared to 3.65
percent in August 2023. For 30-year government bonds, the average yield in March 2021 was
1.94 percent, compared to 3.50 percent in August 2023. The spread between 10- and 30-year
Canadian government bonds was 44 basis points in March 2021 and minus 16 basis points in
August 2023, reflecting current uncertainty regarding both the economy and inflation. The

average historical spread since January 2005 has been 39 basis points.

Figure 10: Canadian Government Bond Yields - 10-Year and 30-Year?20
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20 Bloomberg series GCAN10YR and GCAN30YR as of August 31, 2023.
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Yields on Canadian utility bonds have followed a similar pattern. As Figure 11 illustrates, the
Canadian Utility “A” rated bond yield index was 3.24 percent in March 2021 compared to 4.98
percent in August 2023. The spread between Canadian A-rated utility bonds and the 30-year
Government of Canada long bond increased from 130 basis points in May 2021 to 149 basis
points in August 2023, slightly above the historical average of 145 basis points. The higher
spread in August 2023 indicates that bond market participants are slightly more concerned about

credit risk for corporate borrowers (even A-rated utilities) than in March 2021.

Figure 11: Canadian Utility “A” Rated Bond vs. 30-Year Canada Long Bond?1
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As shown in Figure 12, forecast 10-year government bond yields from Consensus Economics are
lower than current interest rates in Canada (which are about 4.1% in late October 2023) and in
the U.S. (which are around 5.0%). This suggests that forecasters believe that central banks are
nearing the end of monetary policy tightening and are expecting that an economic slowdown will

ease inflation and the demand for money.

Figure 12: Long-Term Forecast for 10-Year Government Bond Yields?22

2024 2025 2026 2027 2028 2029-

2033
Canada 3.0% 3.2% 3.2% 3.2% 3.2% 3.2%
U.S. 3.5% 3.4% 3.4% 3.4% 3.4% 3.4%

2. Yield Curve

The yield curve measures the difference between long-term and short-term interest rates. It is
not a direct input to the models, but the cost of capital for utilities is more determined by long-
term rates, so it is an indicator. A flat or inverted yield curve occurs when long-term interest
rates are equal to or less than short-term interest rates, which usually occurs prior to a recession,
while a steepening yield curve occurs when the difference between long-term interest rates and
short-term interest rates is increasing and indicates that the economy is entering a period of

expansion.z3

To test this measure, we calculated the difference between the yield on the 10-year government
bond and the 2-year government bond (“bond spread”) from March 2021 to August 2023. We
selected the 10-year government bond yield to represent long-term interest rates and the 2-year
government bond to represent short-term interest rates. In Canada, the bond spread was 124
basis points in March 2021 versus negative 105 basis points in August 2023, while in the U.S,, the
monthly average bond spread was 146 basis points in March 2021 versus negative 73 basis

points in August 2023. The yield curve became inverted in July 2022 in both countries, reflecting

22
23

Consensus Forecasts by Consensus Economics Inc., Survey Date April 11, 2023, at 3 and 28.

“What is a yield curve”, Fidelity.com. https://www.fidelity.com/learning-center/investment-
products/fixed-income-bonds/bond-yield-curve
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10 Year Minus 2 Year Bond Spread

greater uncertainty regarding economic growth, due to much tighter monetary policy in response
to inflationary pressure. A negative bond spread should be expected to shift to a normal positive
relationship through either higher long-term yields or lower near-term yields. For the time
being, Concentric is of the view that the forecast 10-year bond yield with a normalized 10-30 year
spread is a reasonable indicator of the forward-looking 30-year bond. The referenced bond

spreads are shown in Figure 13.

Figure 13: 10-year Government Bond Yield Minus 2-year Bond Yield24
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Canadian Government Bond Spread ——— US Treasury Bond Spread

3. Volatility in Equity Prices

We look at volatility in equity prices as an indicator of investor risk. In general, periods of
heightened market volatility signal greater risk to investors, causing an increase in the required
return to absorb that risk, and vice versa when volatility decreases. As of August 2023, volatility
in equity markets has receded from extreme levels in both countries during the pandemic and is

slightly below the long-term median of 12.3 in Canada and below the long-term median of 17.8

24

Federal Reserve Bank of St. Louis, 10-Year Treasury Constant Maturity Minus 2-Year Treasury Constant
Maturity [T10Y2Y], retrieved from FRED, Federal Reserve Bank of St. Louis.
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in the U.S., as shown in Figure 14. By comparison, volatility readings were higher in March 2021,
at 13.0 in Canada and 21.8 in the U.S.

Figure 14: Canadian and U.S. Volatility Indexes?25
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The sudden and dramatic spike in volatility in 2020 reflected the prevailing uncertainty and fear
among equity investors. Volatility in equity markets declined in both Canada and the U.S. after it
became apparent to investors that the aggressive monetary and fiscal policy response was having
the desired impact on the economy and financial markets, although volatility has risen again in
October 2023 as markets weigh the impact of interest rate conditions and increasing global

conflicts on economic growth.

25 Bloomberg Professional. Data through August 31, 2023.
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4. Investor Confidence

Another indicator of market risk is investor confidence. The investor confidence index published

by State Street Bank in the U.S. provides a quantitative measure of global risk tolerance. Figure

15 shows that investor confidence in 2020 was generally lower than during the global economic

crisis of 2008-2009. After peaking in May 2018 at 114.80, investor confidence turned sharply

lower and remained below 100 in all but two months from September 2018 through July 2021.

After readings above 100 from August through November 2022, the index declined sharply in
December 2022 and remained below 90 through June 2023. The August 2023 reading of 96.8 is

below the long-term average of 99.2 but higher than the March 2021 level of 91.9.
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Figure 15: State Street Investor Confidence Indices?26
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26 Bloomberg SSICCONF Index and SSICAMER Index as of August 31, 2023.
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In Canada the Richard Ivey School of Business at the University of Western Ontario publishes a
monthly Purchasing Managers Index (“PMI”) that measures business confidence. The PMI is an
economic index which measures the month-to-month variation in economic activity as indicated
by a panel of purchasing managers from across Canada, and is based on one question only: "Are
your purchases (in dollars) higher, the same, or lower than the previous month?" As shown in
Figure 16, the Index fell from a 16-year high of 74.2 in March 2022 to 53.4 in August 2023, but up
from 48.6 in the prior month. The Index is used as a leading indicator of price levels, supplier

delivery times, job creation and inventories.
Figure 16: Canadian Business Confidence Index2?
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TRADINGECONOMICS.COM | IVEY BUSINESS SCHOOL

5. Integration of Canadian and U.S. Economies and Capital Markets

As the Board considers the applicability of a mix of U.S. and Canadian market and company data,
it must consider the comparability of the risk environment from an investor’s perspective, as risk
drives return expectations. In a world of increasingly linked economies and capital markets,
investors seek returns from a global basket of investment options. Investors distinguish between
risks on a country-to-country basis, factoring in the comparability of the economic, business and

political environments.

https://tradingeconomics.com/canada/business-confidence .
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Country-specific economic, business and political conditions that affect investment risk can be
measured through a variety of qualitative and quantitative metrics. One such measure, produced
by The Economist Intelligence Unit (“EIU”), rates Canada and the U.S. precisely the same from an
overall country risk perspective. Both are rated as A, with AAA being the highest rating.28 The

Economist provides the following description of its country risk ratings:

The Economist Intelligence Unit's Country Risk Service produces reports on 100
emerging markets and 20 OECD countries. These country-specific reports are
complemented by this Risk ratings review, which analyses regional and global risk
trends. The main focus of the ratings is on three risk categories to which clients can have
direct exposure: sovereign risk, currency risk and banking sector risk. We also publish
ratings for political risk and economic structure risk, as well as an overall country credit
rating. The ratings are measured on a scale of 0-100. Higher scores indicate a higher
level of risk. The scale is divided into ten overlapping bands: AAA, AA, A, BBB, BB, B, CCC,
CC, C, D. In the Risk ratings review, ratings for a region are defined as the unweighted
average of the ratings for all the countries being assessed in that region.??

Figure 17 summarizes the EIU country risk ratings for Canada and the U.S. as of August 2021.

Figure 17: Country Risk Ratings

Canada U.S.
Sovereign Risk Rating A AA
Currency Risk Rating A A
Banking Sector Risk Rating AA A
Political Risk Rating AAA AA
Economic Structure Risk Rating A A
Overall Country Risk Rating A A

This suggests that from a country risk perspective, Canada and the U.S. are highly comparable.

Allianz, a global financial services firm headquartered in Munich, Germany, assigns both Canada
and the U.S. a country rating of AA1 based on an evaluation of several factors, including economic

risk, business environment risk, political risk, commercial risk, and financing risk.30 Allianz

28 The Economist Intelligence Unit, Country Risk Service, Risk Ratings Review, August 2021, at 30.
29 ]bid, at 28.

30 Country Risk Report Canada (allianz.com); Country Risk Report United States (allianz.com)
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reports that the U.S. is the top trading partner for Canada (accounting for 75.5% of exports and
48.5% of imports in 2021). Similarly, Canada is the top export market for the U.S. (at 17.5% in
2021) and the third leading import market (at 12.4%).

The magnitude and significance of trade between the two countries reflects the high degree of
integration between the two economies. According to the U.S. Department of State: “The United
States and Canada enjoy the world’s most comprehensive trading relationship, which supports
millions of jobs in each country. Canada and the U.S. are each other’s largest export markets, and
Canada is the number one export market for more than 30 U.S. States.”3! Canada is currently the
U.S.’s second largest goods trading partner overall with $793 billion in total (two way) goods
trade during 2022.32 Although two way trade has decreased slightly from $US 2.17 billion per
day in 2022 to $US 2.12 billion per day during the first seven months of 2023, it continues to

demonstrate the high degree of economic integration between the two economies.

Exhibit JMC-2 presents several measures that reflect the overall economic and investment
environment in Canada and the U.S. On balance, the economic and business environments of
Canada and the U.S. are highly integrated and exhibit strong correlation across a variety of
metrics, including GDP growth and government bond yields. From a business risk perspective,
including overall business environment and competitiveness, Canada and the U.S. are ranked

closely when compared against other developed and developing countries.

Based on these macroeconomic indicators, there are no fundamental dissimilarities between
Canada and the U.S. (in terms of economic growth, inflation, or government bond yields) that
would cause a reasonable investor to have a materially different return expectation for a group
of comparable risk utilities in the two countries. Our cost of capital analysis is framed by the
conclusion that Canada and the U.S. have comparable macroeconomic and investment
environments. The National Energy Board (“NEB”, now the “CER”) reached a similar conclusion
when it found: “the opportunity cost of capital is not significantly different between Canada and
the U.S.” The NEB concluded: “Based upon its assessment of overall risk of the Company (IPL)
relative to U.S. and Canadian industrials, the Board concludes that the cost of equity should be

equal to, or slightly less than, the opportunity cost of investments in such (U.S.) companies.”33

31
32
33

U.S. Department of State, https://www.state.gov/u-s-relations-with-canada

https://www.census.gov/foreign-trade/balance/c1220.html
RH-2-76 Part II, PDF pages 144-145.
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The BCUC recently reinforced the appropriateness of using a North American approach when it

determined:

On balance, we find that having a proxy group of North American comparators trumps
any jurisdictional or structural differences. In making this determination, we rely on the
facts that financial and capital markets are highly integrated and that utility regulatory
regimes in North America are sufficiently similar for the purpose of establishing a
comparable ROE.3*

In concurrence, we utilize both Canadian and U.S. proxy companies for our analysis.

E. Capital Market Conclusions

There has been a fundamental shift in capital market conditions since 2021, and the cost of capital
(along with other input costs, including labor) is higher for all companies, including utilities. This
shift has occurred in large part because the extended period of declining interest rates (which
began in 1982 and which accelerated in the years after the financial crisis of 2008-2009) and low
inflation has come to an end. Interest rates on government and corporate utility bonds reached
all-time lows in 2020 before rebounding to levels in August 2023 that are 156 to 215 basis points
higher than those in March 2021 (the date of the analysis in our report for Newfoundland Power’s
previous GRA). The future path of the costs of debt and equity will be influenced by the path of
an uncertain economy and persistently higher inflation. In general, the low capital cost and low
inflation environment of the past two decades has yielded to new economic circumstances
requiring the upward repricing of capital, labor, and materials to reflect new market realities.
These factors are captured in the models we have utilized to estimate the current cost of equity

for Newfoundland Power, as discussed in the following sections.

IV.  SELECTION OF PROXY COMPANIES

The ROE is a market-based concept and, given the fact that Newfoundland Power is not publicly-
traded, it is necessary to establish a group of companies that are both publicly-traded and
comparable to Newfoundland Power’s business and financial characteristics to serve as its
“proxy” for purposes of the ROE estimation process. Even if Newfoundland Power’s regulated

electric utility operations made up the entirety of a publicly-traded entity, transitory events could

34

British Columbia Utilities Commission Generic Cost of Capital Proceeding (Stage 1) Decision and Order G-
236-23, September 5, 2023 at 16.
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bias that entity’s market value in one way or another over a given period of time. A significant
benefit of using a proxy group is that it provides the ability to mitigate the effects of anomalous
events that may be associated with any one company. The proxy companies used in our ROE
analyses possess a set of business and financial characteristics that are similar to Newfoundland
Power’s regulated electric utility operations, and thus provide a reasonable basis for the

derivation and assessment of ROE and capital structure estimates.

We developed three proxy groups for the ROE analysis. The first proxy group is comprised of
publicly-traded, regulated Canadian electric and natural gas utility companies. Recognizing there
are few publicly-traded companies in the utility sector in Canada, the only screening criterion
was an investment grade credit rating, which all companies in the sector have. Fortis Inc. has
been excluded from the Canadian proxy group because it is the parent company of Newfoundland
Power. TC Energy (formerly TransCanada) has also been excluded because gas and oil pipeline
companies arguably have greater risk than electric utility operations. The following six

companies comprise the Canadian Proxy Group:

Figure 18: Canadian Proxy Group

Company Ticker
Algonquin Power and Utilities Corp. AQN
AltaGas Inc. ALA
Canadian Utilities Limited CU
Emera Inc. EMA
Enbridge Inc. ENB
Hydro One, Ltd. H

Four of the six companies in the Canadian proxy group derive a significant percentage of their
revenues/income from utility subsidiaries that operate in the U.S. and have a significant
percentage of their total assets dedicated to U.S. operations. For example, the vast majority of
Algonquin Power’s utility operations are in the U.S,, including its largest subsidiary Empire
District Electric Co. (Missouri and Kansas); AltaGas derives the majority of its normalized EBITDA
and income before taxes from gas distribution operations in the U.S. (Maryland, Virginia, and
Washington DC); Emera Inc. has significant U.S. electric and gas operations through its Tampa
Electric Company (Florida), Peoples Natural Gas (Florida), and New Mexico Gas subsidiaries.

Enbridge Inc. also has significant U.S. operations including its oil and natural gas pipeline
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business that was acquired from Spectra Energy Corp in 2017.35 Figure 19 summarizes the
percentage of Canadian and U.S. operations for each of these companies in 2022 based on

available segment data.

Figure 19: Percentage of Canadian and U.S. Operations

Canadian U.S.
Algonquin Power and Utilities Corp.36 3% 83%
Alta Gas Inc.37 39% 61%
Canadian Utilities Limited38 93% 0%
Emera Inc.39 23% 70%
Enbridge Inc.40 52% 48%
Hydro One, Ltd. 100% 0%

The second proxy group is comprised of U.S. electric utility companies that would be considered
by investors as generally comparable in risk to Newfoundland Power. To obtain companies of
like-risk, we applied a number of screens to develop a group of companies that is primarily
engaged in the provision of regulated electric utility service. Starting with the 36 domestic
companies Value Line classifies as Electric Utilities, we further screened for companies that meet

the following criteria:

a) Creditratings of at least BBB+ from S&P or Baal from Moody’s;

b) Consistently pay quarterly cash dividends that have not been reduced in the previous

two years;

35

36
37

38

39
40

The recently announced acquisition of Dominion Energy’s natural gas utilities will further expand

Enbridge’s U.S. market presence ttps [/ www. enbrldge com/media-

d%ZOof%20%24U89
Percentage of regulated revenue, as reported in Algonquin Power’s 2022 SEC Form 10-K, at 10.
Percentage of normalized EBITDA, as reported in AltaGas Ltd’s 2022 MD&A and Financial Statements, at
32.

Percentage of assets, as reported in Canadian Utilities Ltd. 2022 Consolidated Financial Statements, at 16-
17. Canadian Utilities does not have regulated operations in the U.S. The company only reports revenues
and net income for Canada, Australia, and the Caribbean.

Percentage of revenues, as reported in Emera, Inc.’s 2022 Consolidated Financial Statements, at 28.
Percentage of revenues, as reported in Enbridge Inc.’s 2022 Consolidated Financial Statements, at 30.
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c) Positive earnings growth rate projections from at least two sources;

d) Atleast 70 percent of operating income derived from regulated operations in the period

from 2020-2022;

e) Atleast 80 percent of regulated operating income derived from electric utility service

in the period from 2020-2022; and

f) Not involved in a merger or other significant transformative transaction during the

evaluation period.

The following U.S. electric utility companies met the screening criteria:

Figure 20: U.S. Electric Proxy Group

Company Ticker
Alliant Energy Corp. LNT
American Electric Power Company AEP
Duke Energy Corporation DUK
Entergy Corporation ETR
Evergy Inc. EVRG
Eversource Energy ES
NextEra Energy Inc. NEE
OGE Energy Corp. OGE
Pinnacle West Capital Corp. PNW
Portland General Electric Company POR
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The third proxy group is comprised of the four Canadian investor-owned utilities that are
primarily engaged in the provision of electricity (Algonquin Power & Utilities Corp., Canadian
Utilities Limited, Emera Inc. and Hydro One Ltd) plus all ten U.S. electric utilities in Figure 21.

This group is referred to as the North American Electric proxy group.

Figure 21: North American Electric Proxy Group

Company Ticker
Algonquin Power & Utilities Corp AQN
Canadian Utilities Limitedtd. CuU
Emera Inc. EMA
Hydro One, Ltd. H
Alliant Energy Corp. LNT
American Electric Power Company AEP
Duke Energy Corporation DUK
Entergy Corporation ETR
Evergy Inc. EVRG
Eversource Energy ES
NextEra Energy Inc. NEE
OGE Energy Corp. OGE
Pinnacle West Capital Corp. PNW
Portland General Electric Company POR

Exhibit JMC-3 provides additional information on the proxy group screening process.

Canadian regulators have accepted the use of U.S. data and proxy groups to estimate the allowed
ROE for Canadian regulated utilities. As noted, the British Columbia Utilities Commission
(“BCUC”), for example, recently accepted the use of a North American proxy group that included
both Canadian and U.S. utilities in the ROE analysis.4! The BCUC explained its decision to use a

North American proxy group as follows:

Finally, we reject RCIA’s submission for the BCUC to only use Canadian data for the
Canadian proxy group because it is country and market specific. Instead, we agree with
FortisBC that there is ample basis to include US data in our ROE analysis because:

British Columbia Utilities Commission, Generic Cost of Capital Proceeding (Stage 1), Order G-236-23,
September 5, 2023, at 16-17.

CONCENTRIC ENERGY ADVISORS, INC. PAGE 32



11
12
13
14
15
16
17

18

19
20
21
22
23
24
25

26
27

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

There are insufficient comparators to each of FEI [FortisBC Energy Inc.] and FBC
[FortisBC Inc.] in Canada to allow the BCUC to use only data pertaining to Canadian
counterparts;

Both experts agree that the inclusion of US data is appropriate and both favour the use
of North American proxy groups;

The BCUC’s 2016 Decision used US proxy groups results, citing both increasing
integration and the scarcity of Canadian publicly traded utilities; and

Other Canadian regulators (and more recently FERC) have taken a similar approach;
and the extent of North American financial and capital markets integration has only
increased over time.

The Canadian Energy Regulator (formerly known as the NEB), the OEB and the Régie de I’energie
(Quebec) have also accepted the use of U.S. data and proxy groups for purposes of establishing
the allowed ROE and common equity ratio for Canadian electric and gas utilities.4? In summary,
multiple regulatory authorities in Canada have recognized that Canadian utility companies are
competing for capital in global financial markets and that Canadian data are limited by the small
number of publicly-traded utilities. Regulators have also recognized the integrated nature of

Canadian and U.S. financial markets, and the similarity of the utility regulatory regimes.

V. METHODS FOR ESTIMATING THE COST OF EQUITY

Analysts use multiple approaches to estimate the cost of common equity. The required ROE can
be estimated using one or more analytical techniques that rely on market-based data to quantify
investor expectations regarding required equity returns, adjusted for certain incremental costs
and risks. Quantitative models produce a range of results from which the market-required ROE
is determined. A consideration in determining the cost of equity is to ensure that the
methodologies employed reasonably reflect investors’ forward-looking views of financial

markets in general, and the subject company (in the context of the proxy group) in particular.

No financial model can exactly pinpoint the correct ROE; rather, each test brings its own

perspective and set of inputs that inform the estimate. Consistent with the Hope standard, it is

42

National Energy Board, Reasons for Decision, TQM RH-1-2008 (March 2009), at 66-72; Ontario Energy
Board, EB-2009-0084, Report of the Board on the Cost of Capital for Ontario’s Regulated Utilities,
December 11, 2009, at 23; and English translation of Régie de I’energie, Decision 2009-156 (R-3690-
2009), Gaz Metro, December 7, 2009, at paragraph [249].

CONCENTRIC ENERGY ADVISORS, INC. PAGE 33



AN N AW N =

|

10
11
12
13
14
15
16

17
18
19

20
21
22
23
24
25

26

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

“the result reached, not the method employed, which is controlling.”43 Although each model
brings a different perspective and adds depth to the analysis, each model also has its own
inherent limitations and should not be relied upon individually without corroboration from other
approaches. Regardless of which analyses are used to estimate the investor-required ROE,
analysts must apply informed judgment to assess the reasonableness of results and to determine

the appropriate weighting to apply to results under prevailing capital market conditions.

The Board has acknowledged the need to use multiple methodologies in determining a fair return

on equity for Newfoundland Power, stating:

The Board notes that both Mr. Coyne and Dr. Booth used a combination of
methodologies, primarily founded in the CAPM and DCF approaches, to arrive at a
recommended return on equity in this proceeding. This is consistent with the Board's
approach in Order No. P.U. 13(2013), in which the Board found that, given the financial
and economic conditions at the time, the simple application of the CAPM model could
not be relied upon to produce a fair return for Newfoundland Power. Instead the Board
found that a broader view and assessment of other information in relation to fair return
was necessary. 44

For these reasons, in the 2016 Order,*s the Board determined that “primary weighting should be
given to CAPM results but also looked to the results of other accepted models and other relevant

evidence when determining the fair return.”

The BCUC’s recent Order in the GCOC proceeding also favored the use of multiple methodologies
to establish the authorized ROE. In particular, the BCUC's ROE determinations for FortisBC
Energy, Inc. and FortisBC, Inc. were based on the average results of three models: 1) the Multi-
Stage DCF model; 2) the CAPM using an average of the forward-looking and the historical market
risk premium; and 3) the Risk Premium model based on authorized returns for U.S. electric and

gas utilities since 1992.46

43
44
45
46

See Hope Natural Gas v. Federal Power Commission.

Order No. P.U. 18(2016), at 27.

Ibid.

British Columbia Utilities Commission, Generic Cost of Capital Proceeding (Stage 1), Order G-236-23,
September 5,2023,at 117-118.
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A. Discounted Cash Flow (“DCF”) Model

The premise underlying the DCF model is that investors value a given investment according to
the present value of its expected cash flows over time. The standard DCF model is shown in

Formula [1]:

_ Do(1+g9)' | D1(1+g)? | | Dpa(14+g)" [1]
T (4! (1+1)2 (1+7r)n

where:

P = the current stock price
g = the dividend growth rate
D, = the dividend in year n

r = the cost of common equity.

Assuming a constant growth rate in dividends, the model may be rearranged to compute the ROE,

as shown in Formula [2]:

D
r= — + 2
P g [2]

Stated otherwise, the cost of common equity is equal to the dividend yield plus the expected

dividend growth rate.

1. Constant Growth DCF Model Assumptions

The Constant Growth DCF model requires the following assumptions: (1) a constant average
growth rate for earnings and dividends; (2) a stable dividend payout ratio; (3) a constant price-
to-earnings multiple; and (4) a discount rate greater than the expected growth rate. As discussed
later in the report, other forms of the DCF model do not rely on the assumption of constant growth

in perpetuity.
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2. Dividend Yield

As shown in equation [3], the dividend yield component of the DCF model is calculated as follows:

3] Y = Do(1+0.5g)?!
Po
One half year’s growth rate is applied to the annual dividend rate to account for increases in
quarterly dividends at different times throughout the year. It is reasonable to assume that
dividend increases will be evenly distributed over calendar quarters. This adjustment ensures
that the expected dividend yield is, on average, representative of the coming twelve-month

period and does not overstate the aggregated dividends to be paid during that time.

The dividend yields were calculated for each company in the respective proxy groups by dividing
the current annualized dividend by the average stock price for each company for the 90 trading
days ended August 31, 2023. Those dividend yields are multiplied by one-half the growth rate to

reflect expected future dividend increases.

3. Growth Rate Estimates

In considering the appropriate growth rate for the DCF model, the most relied upon indicator of
investors’ expectations is analysts’ estimates of future earnings growth. We have relied on
earnings growth estimates from S&P Capital 1Q (formerly SNL Financial), Value Line, Zacks
Investment Research and Thomson First Call (as published on Yahoo! Finance) for the companies

in the respective proxy groups. Those growth rates are shown in Exhibit JMC-4.

Investors typically rely on projected earnings growth rates rather than dividend growth rates for
several reasons. First, although the DCF model is based on dividend growth rates, a company’s
dividend growth is derived from and can only be sustained by earnings growth. Second, in order
to reduce the long-term growth rate to a single measure, as required in the Constant Growth DCF
model, it is necessary to assume a constant payout ratio, and that earnings per share, dividends
per share and book value per share grow at a constant rate. Third, earnings growth rates are less

influenced by dividend decisions that companies may make in response to near-term changes in
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the business environment. Finally, analysts’ forecasts of earnings growth are widely available,

whereas dividend and book value growth rates are generally available only from Value Line.4”

Some utility regulators have expressed concern that analysts’ earnings growth rates may be
overly optimistic. If optimism bias were present in analysts’ earnings forecasts, it could create
an upward bias in the estimated cost of capital that results from the DCF approach. However,
financial regulators implemented several changes more than 20 years ago that were designed to
provide fair disclosure and to reduce or eliminate the possibility of analysts’ bias. For example,
on August 15, 2000, the U.S. Securities and Exchange Commission (“SEC”) adopted Regulation
Fair Disclosure (“Regulation FD”) to address the selective disclosure of information by publicly-
traded companies. Regulation FD provides that when an issuer discloses material nonpublic
information, the issuer must publicly disclose that information to all investors at the same time.

In this way, the rule aims to promote full and fair disclosure.

Also, in 2002 the SEC, the New York Stock Exchange, the New York Attorney General, and other
state regulators introduced guidelines regarding the interaction between analysts and
investment banks that became known as the “Global Settlement.” The Global Settlement outlined
several structural reforms that limit the interaction between analysts and investment banks, thus

removing any incentive for analysts to produce upwardly-biased growth forecasts.

In Canada, regulators took a parallel set of actions, with Policy 11 as the core framework. On
April 12, 2001, the Securities Industry Committee on Analyst Standards released a draft report
containing recommendations aimed at improving the independence of research and ensuring the
professional practice of Canadian securities industry analysts. The Investment Dealers
Association published the initial proposed Policy 11 on July 5, 2002, a revised version on April
25,2003, and a summary of comments on August 8, 2003. Policy 11 requires more disclosures
from analysts and independence of research departments. Also, in a letter dated August 15,2002,
the Ontario Securities Commission (“OSC”) requested information from financial institutions
about current practices to address conflicts of interest relating to equity analysts. Accordingly,

in September 2002, most financial institutions had adjusted their practice and replied to OSC.

47

Value Line is the only publication of which I am aware that projects dividend and book value growth
rates. Those estimates represent the Value Line analyst’s perspective on dividend and book value
growth. In contrast, many of the earnings growth rates that are publicly available are consensus
estimates with contributions provided by several analysts.
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A 2010 article in Financial Analyst Journal found that analyst forecast bias had declined

significantly or disappeared entirely since the Global Settlement:

Introduced in 2002, the Global Settlement and related regulations had an even bigger
impact than Reg FD on analyst behavior. After the Global Settlement, the mean forecast
bias declined significantly, whereas the median forecast bias essentially disappeared.
Although disentangling the impact of the Global Settlement from that or related rules
and regulations aimed at mitigating analysts’ conflicts of interest is impossible, forecast
bias clearly declined around the time the Global Settlement was announced.
These results suggest that the recent efforts of regulators have helped neutralize
analysts’ conflicts of interest.*8

Some analysts in regulatory proceedings have argued that GDP growth should serve as a limit on
long-term utility earnings growth. In order to assess whether earnings growth rates are
reasonable relative to GDP growth, Concentric compared the actual earnings and dividends per
share growth rates for the companies in the three proxy groups for which the required data are

available to GDP growth. These results are shown in Figure 22.

Figure 22: Utility Earnings, Dividend and GDP Growth Comparisons

(1] (2] (3] [4] (5]
Median Median Nominal Median Nominal
EPS Growth, DPS Growth, GDP Growth Five-Year EPS Long-Term GDP
Historical Historical CAGR, Growth Growth
2008-2022 2008-2022 2008-2022 Forecast Forecast
Canadian Proxy Group 7.45% 10.02% 5.07% 4.75% 4.04%
U.S. Electric Proxy Group 5.04% 4.65% 3.97% 5.70% 4.14%
North American Electric Proxy Group 511% 4.82% 4.73% 5.68% 4.10%
Average 5.87% 6.50% 4.59% 5.37% 4.09%

[1] Value Line, median compound annual growth rate in EPS of each company in the proxy group
[2] Value Line, median compound annual growth rate in DPS of each company in the proxy group
[3] Statistics Canada and Bureau of Economic Analysis, nominal GDP Growth

[4] See Exhibit JMC-4 Constant DCF

[5] See Exhibit JMC-5 Multi-Stage DCF

18

48

Armen Hovakimian and Ekkachai Saenyasiri, Conflicts of Interest and Analyst Behavior: Evidence from
Recent Changes in Regulation, Financial Analysts Journal, Volume 66, Number 4, July/August 2010, at 105.
[Emphasis added.]
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This analysis shows important relationships based on the most recent 15 years of history, which
is a sufficient time-period to draw meaningful conclusions and to frame reasonable expectations

for the future.

e Historically, dividends have tracked reasonably well with earnings growth, as would be
expected, as earnings drive dividend growth. The exception is the Canadian proxy group,
where dividends outpaced earnings growth over this period. This is primarily due to
Enbridge, which had a significant increase in its payout ratio. We conclude that earnings
growth is a reasonable proxy for dividend growth, especially with a broad enough
company sample.

e Both earnings and dividend growth exceeded GDP growth by a wide margin, with the
exception of DPS growth for the North American Electric proxy group, where the two
measures are approximately equal. This should not be a surprise, as earnings for a
healthy and well-managed utility can exceed the growth of the overall economy. There is
no fundamental basis to assume that economy-wide GDP growth with a mix of
macroeconomic, social, and business drivers serves as a limit on utility earnings growth.

e Looking to the future, itis not unreasonable to rely on analyst projections, as we and other
experts commonly do, just because they exceed GDP growth. In fact, over the historical
period, dividend growth for the three utility groups exceeded historical GDP growth by
1.91 percent. Further, the median analyst earnings growth projection of 5.37 percent is

lower than the historical earnings growth rate of 5.87 percent by 0.50 percent.

These relationships indicate the projected analyst growth rates are entirely reasonable by

historical standards.

4. Multi-Stage DCF Model

In order to address some of the limiting assumptions underlying the Constant Growth form of the
DCF model, we also considered the results of a multi-period (three-stage) DCF Model. The Multi-
stage DCF model tempers the assumption of constant growth in perpetuity with a three-stage

approach based on near-term, transitional, and long-term growth rates.

The Multi-stage DCF model transitions from near-term growth (i.e., the average of Value Line,

Zacks, S&P Capital IQ and First Call forecasts used in the Constant Growth model) in the first stage
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(years 1-5) to the long-term forecast of nominal GDP growth in the third stage (year 11 to 200).
The second, or transitional, stage connects near-term growth with long-term growth by changing
the growth rate each year on a pro rata basis. In the terminal stage, the dividend cash flow then
grows in perpetuity at the same rate as nominal GDP. The return on equity is the internal rate of
return based on the current price and this stream of dividend payments. As we have shown
above, nominal GDP growth is conservative based on the historic earnings and dividend growth

of the proxy group companies.

Nominal GDP growth rates for the proxy groups were developed using data for each country as
reported by Consensus Economics, Inc. for the period from 2029-2033. These forecasts are based
on real (constant dollar) growth rates and estimates for inflation. The inflation estimate was
applied to the estimate of real GDP growth to develop the nominal (post-inflation) GDP growth

rate. The estimates of nominal GDP growth are summarized in Figure 23.

Figure 23: Estimates of Nominal GDP Growth#+°

Source Canada U.S.
Real GDP Growth 1.9% 1.8%
Inflation 2.1% 2.3%
Nominal GDP Growth 4.04% 4.14%

49

Consensus Forecasts, Survey Date April 11, 2023, at 3 (U.S.) and 28 (Canada).
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5. DCF Results

The DCF results are shown in Exhibits JMC-4 and JMC-5. As summarized in Figure 24, the DCF
analyses produce cost of equity estimates ranging from 9.38 to 10.44 percent and an overall
average of 9.7 percent for the North American Electric Utility proxy group, including an

adjustment for flotation costs and financial flexibility.

Figure 24: 90-day Average DCF Results (including adjustment for flotation costs and
financial flexibility)

Proxy Group Constant Multi- Average
Growth Stage

Canadian Utility 10.03% 10.18% 10.1%
U.S. Electric Utility 10.44% 9.38% 9.9%
North American Electric Utility 10.07% 9.42% 9.7%

As discussed in more detail in Section VI, the North American Electric Utility proxy group is more
comparable to Newfoundland Power than the Canadian utility proxy group companies, several of
which have significant non-electric operations and unregulated operations. Conversely, the U.S.
Electric utility proxy group is comprised of companies that derive almost 100 percent of net
operating income and operating revenues from electric utility operations and dedicate almost
100 percent of assets to regulated electric utility service. In addition, a September 2013 Moody’s
report indicated that the regulatory environment for utilities in the U.S. is more favorable than
the rating agency previously believed, primarily due to the increased use of cost recovery

mechanisms and reduced regulatory lag in the U.S. Moody’s stated:

Based on our observations of trends and events, we propose to adopt a generally more
favorable view of the relative credit supportiveness of the US utility regulatory
environment. Our updated view considers improving regulatory trends that include the
increased prevalence of automatic cost recovery provisions, reduced regulatory lag, and
generally fair and open relationships between utilities and regulators.50

50

Moody’s Investors Service, “Proposed Refinements to the Regulated Utilities Rating Methodology and Our
Evolving View of U.S. Utility Regulation,” September 23, 2013, at 1.
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On that basis, in February 2014 Moody’s upgraded the credit ratings of many U.S. utilities. Finally,
the BCUC’s September 2023 Order in the GCOC proceeding relied on the results of a North
American proxy group that included both Canadian and U.S. companies, and no adjustment was

made to the U.S. data for differences in risk between the two countries.

B. Capital Asset Pricing Model (“CAPM")

The CAPM method is based on the relationship between the required return of a security and the
systematic risk of that security. As shown in Equation [4], the CAPM is defined by four

components, each of which must be a forward-looking estimate:
[4] Ke =rf + f(rm - rf)
where:

Ke = the required ROE for a given security;

B = Beta of an individual security;

rf = the risk-free rate of return; and

rm = the required return for the market as a whole.

The term (rm - rf) represents the Market Risk Premium (“MRP”). According to the theory
underlying the CAPM, since unsystematic risk can be diversified away, investors should be
concerned only with systematic or non-diversifiable risk. Non-diversifiable risk is measured by

Beta, which is defined as:

Covariance(r,,r,)

[5] B= Variance(r,))
where:

re = the rate of return for the individual security or portfolio.

The variance of the market return, noted in Equation [5], is a measure of the variability in the
general market, and the covariance between the return on a specific security and the market
reflects the extent to which the return on that security will respond to a given change in the

market return. Thus, Beta represents the risk of the security relative to the market.
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1. Risk Free Rate

Bond yields have increased substantially after reaching historic lows in 2020, as higher inflation
has caused bond market participants to require higher yields. Although current interest rates on
Canadian government bonds are 156 to 215 basis points higher than in March 2021, we have
continued to use a forecast bond yield as the risk-free rate because the cost of equity is forward-
looking. Forecast bond yields reflect the market reality that while current bond yields have

increased substantially, investors are factoring somewhat lower interest rates into their longer-
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term expectations and required returns.

Our CAPM analysis relies on the 2024 through 2026 average Consensus Economics forecast of the

Canadian 10-year government bond (shown in Figure 25) plus the historical spread between 10-

year and 30-year government debt.

Figure 25: Long-term Forecast for 10-Year Government Bond Yields 2024-202651

2024 2025 2026 Average
Canada 3.0% 3.2% 3.2% 3.13%
U.S. 3.5% 3.4% 3.4% 3.43%

With an average spread between 10-year and 30-year government bond yields of 38 basis points

in Canada and 54 basis points in the U.S.,52 the corresponding longer-term yield on 30-year

government bonds over the period 2024 - 2026 is shown in Figure 26.

Figure 26: Risk Free Rate

30-Year Risk Free Yield Canada U.S.
April 2023 Consensus Forecast Average 2024-2026 3.13% 3.43%
Forecasts
Average Daily Spread between 10-year and 30-year 0.38% 0.54%
government bonds (2013-2023)

Sum 3.52% 3.98%

51
52

Consensus Forecasts by Consensus Economics Inc., Survey Date April 11, 2023, at 28 and 3.
Historical spreads were calculated using daily bond yields for the 10-year period from September 1,
2013, and August 31, 2023. All values are rounded to two decimal places.
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In light of current 30-year bond yields (5.05% in the U.S. and 3.88% in Canada as of October 26,

2023) these forecasts seem conservative on the low side.

2. Beta

We have measured the beta coefficients for the Canadian and U.S. proxy groups using estimates
from both Value Line and Bloomberg. Value Line publishes the historical beta for each company
based on five years of weekly stock returns and uses the New York Stock Exchange as the market
index. Bloomberg produces beta estimates based on parameters entered by the user. We have
computed Bloomberg betas based on five years of weekly stock returns and using the S&P 500 or
the S&P/TSX Composite as the market index. Value Line reports adjusted betas to compensate
for the tendency of beta to revert toward the market average of 1.0 over time, and we have used
adjusted betas from Bloomberg over a five-year period for consistency. The betas used in our

CAPM analyses are shown in Figure 27.

Figure 27: Value Line and Bloomberg Betas

Value Line  Bloomberg

Canadian Group 0.78 0.87
U.S. Electric Utility Group 0.89 0.89
North American Electric Group 0.87 0.86

There are two primary reasons to adjust raw betas. First, empirical studies have provided
evidence that an individual company beta is more likely than not to move toward the market
average of 1.0 over time. Second, adjusting beta serves a statistical purpose. Because betas are
statistically estimated and have associated error terms, betas greater than 1.0 tend to have
positive estimated errors and thus tend to overestimate future returns. Betas below the market
average of 1.0 tend to have negative error terms and underestimate future returns.
Consequently, it is necessary to adjust forecasted betas toward 1.0 in an effort to improve the
accuracy of forecasts.53 Furthermore, with utility betas increasing substantially over the course
of the past three years, the effect of the standard Blume adjustment is lessened by the increase in

the raw beta.

Roger A. Morin, New Regulatory Finance, at 74.
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Because current stock prices reflect expected risk, one must use an expected beta to
appropriately reflect investors’ expectations. A raw beta reflects only where the stock price has
been relative to the market historically and is an inferior proxy for the expected returns when
compared to the adjusted beta. Some have argued, particularly in Canada, that raw betas or some
other (lesser) adjustment to utility betas is appropriate. An expert took this position in the
2022/2023 GRA proceeding for Newfoundland Power.>* The common approach, however, is to

employ the widely utilized Blume adjusted betas.

Dr. Marshall Blume specifically studied four groups of betas, ranging from a very low beta group
(averaging 0.50, and similar to the utility industry) to a very high beta group, and he found that
his adjustment best predicted future betas for each of the four risk groups over the next seven
years. Dr. Blume found that a low beta portfolio that averaged 0.50 migrated towards the grand
mean of all betas of 1.0 approximately in accordance with the Blume formula. The study makes
obvious that betas migrate towards 1.0 and do indeed exceed their long-term unadjusted
averages. Given that the purpose of estimating the CAPM relying on these beta coefficients is to
estimate the forward-looking cost of capital, it is important to reflect a forward view of beta and
its tendency to migrate towards the market mean over time, which is not limited to the long term

historic average of the industry beta.

In its September 2023 Order in the GCOC proceeding, the BCUC accepted the use of Blume
adjusted betas in the CAPM analysis, noting that this was a departure from its previous decisions
ontheissuein 2013 and 2016. The BCUC retained Dr. Jonathan A. Lesser to provide expert advice
on the appropriate methodologies and inputs to be used in each model. Dr. Lesser also supported

the use of Blume adjusted betas. Specifically, the BCUC stated:

The Panel notes Mr. Coyne’s explanation that Dr. Blume found that his adjustment was
applicable to all betas, ranging from a low of 0.50 to a high of 1.53, and in Mr. Coyne’s
view, there is no reason to expect that regulated utilities would be an exception to this
rule. Given the views of the two experts in this proceeding and since none of the parties
object to Mr. Coyne’s use of Blume-adjusted data, the Panel accepts the experts’
recommendation to use the Blume-adjusted beta estimates for the proxy groups.>>

54
55

Evidence of Laurence D. Booth, September 28, 2021, at 61-62.
British Columbia Utilities Commission, Generic Cost of Capital Proceeding (Stage 1), Order G-236-23,
September 5, 2023, at 75.
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We agree with Dr. Lesser, and in Concentric’s experience these are the commonly employed

sources of Beta for cost of capital analysis.

3. Market Risk Premium (“MRP”)

Estimates of the MRP generally fall into two categories, ex-post (historical arithmetic average)
and ex-ante (forward looking). The historical MRP is based on the arithmetic mean of the equity
market returns over the income-only return on long-term government bonds, based on data from
Kroll (formerly Duff & Phelps) since 1919 in Canada and since 1926 in the U.S. The forward-
looking MRP is calculated by subtracting the risk-free rate for each country from the estimated
total return for the overall market, as calculated using the DCF methodology for the S&P/TSX
Composite Index in Canada and the S&P 500 Index in the U.S.

Because the U.S. and Canadian economies are highly integrated and capital flows freely across
the border, the risk premiums for each country are highly correlated. Accordingly, it is
reasonable to derive a single estimate of the MRP for Canada and the U.S., as shown in Figure 28.
See Exhibits JMC-6 and JMC-7 for the derivation of the forward-looking MRP for Canada and the
U.S.

Figure 28: Market Risk Premia - Canada and U.S.

Canadian MRP U.S. MRP
Historical 5.62% 7.17%
Forward-Looking 4.85% 10.33%
Average 6.99%

The BCUC’s September 2023 GCOC decision supported use of an equal weighting of the historical
and forward-looking MRP for Canada and the U.S., with the forward MRP estimated using a DCF
analysis of the companies in the S&P/TSX and S&P 500 indices.56

Although we have presented an average of the historical and forward-looking MRP, we rely on

the CAPM results using only a historical MRP in order to temper the results of our CAPM analysis.

56

British Columbia Utilities Commission, Generic Cost of Capital Proceeding (Stage 1), Order G-236-23,
September 5, 2023, at 84-85.
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4. CAPM Results

The results of the CAPM analysis, including an adjustment for flotation costs and financial

flexibility, are provided in Figure 29 and in Exhibit JMC-8.

Figure 29: CAPM Results

Average MRP Historical MRP
Canadian Utilities 10.09% 9.57%
U.S. Electric Utilities 10.68% 10.15%
North American Electric 10.37% 9.86%
Utilities

C. Flotation Costs and Financing Flexibility

[t is common practice for Canadian regulators to approve an adjustment for flotation costs and
financing flexibility. The Board has previously determined that it is appropriate to add an
allowance for flotation costs and financing flexibility of 0.50 percent to the allowed equity
return.5? This adjustment for flotation costs and financial flexibility compensates the equity
holder for the costs associated with the sale of new issues of common equity, and it also provides
the financial strength needed to attract capital under a variety of economic and financial market
conditions. These costs include out-of-pocket expenditures for the preparation, filing,
underwriting and other costs of issuance of common equity including the costs of financial
flexibility such that there is adequate cushion to raise equity in challenging capital market
conditions. Because the purpose of the allowed rate of return in a regulatory proceeding is to
estimate the cost of capital the regulated company would incur to raise money in the “primary”
markets, an estimate of the returns required by investors in the “secondary” markets must be
adjusted for flotation costs in order to provide an estimate of the cost of capital that the regulated
company requires. We have adjusted the DCF and CAPM results upwards by 50 basis points for

flotation costs and financing flexibility.

57

In Order No. P.U. 18(2016), the Board did not explicitly accept/reject flotation costs but did note that the
CAPM results include a 50 bps adjustment.

CONCENTRIC ENERGY ADVISORS, INC. PAGE 47



~N N DN R W -

10
11

12
13
14
15
16
17
18

19
20

21

22

23
24
25
26

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

D. Risk Premium Analysis

In general terms, the Risk Premium approach recognizes that equity is riskier than debt because
equity investors bear the residual risk associated with ownership. Equity investors, therefore,
require a greater return (i.e., a premium) than would a bondholder. The Risk Premium approach
estimates the cost of equity as the sum of the Equity Risk Premium and the yield on a particular

class of bonds.
ROE=RP+Y [6]
Where:

RP = Risk Premium (difference between allowed ROE and the 30-Year Treasury Yield) and
Y = Applicable bond yield.

Since the equity risk premium is not directly observable, it is typically estimated using a variety
of approaches, some of which incorporate ex-ante, or forward-looking, estimates of the cost of
equity and others that consider historical, or ex-post, estimates. For our Risk Premium analysis,
we have relied on authorized returns from a large sample of U.S. electric utility companies. It is
necessary to conduct the Risk Premium analysis based on authorized returns for U.S. electric
utility companies because there are not a sufficient number of Canadian ROE decisions to develop

a statistically-meaningful regression analysis.

To estimate the relationship between risk premia and interest rates, we conducted a regression

analysis using the following equation:
RP=a+ (bxY)[7]
Where:

RP = Risk Premium (difference between allowed ROEs and the 30-Year Treasury Yield);
a = Intercept term;
b = Slope term; and

Y = 30-Year Treasury Yield.
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Data regarding allowed ROEs were derived from 717 integrated electric utility company rate

cases in the U.S. from January 1992 through August 31, 2023, as reported by Regulatory Research

Associates.
Figure 30: Risk Premium Results
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U.S. Government 30-year Treasury Yield

As illustrated in Figure 30, the risk premium varies with the level of the bond yield, and generally
increases as the bond yields decrease, and vice versa. In order to apply this relationship to
current and expected bond yields, we consider three estimates of the 30-year Treasury yield,
including the current 30-day average, a near-term consensus forecast for Q4 2023 - Q4 2024, and
a long-term consensus forecast for 2025-2029. We find this 5-year result to be most applicable
because investors typically have a multi-year view of their required returns on equity. Based on
the regression coefficients in Exhibit JMC-9, which allow for the estimation of the risk premium

at varying bond yields, the results of our Risk Premium analysis are shown in Figure 31.
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The BCUC recently included the results of the Risk Premium model based on an analysis of the
risk premium indicated by authorized ROEs for U.S. gas and electric utilities over the
corresponding yield on U.S. government bonds. The BCUC gave the Risk Premium analysis equal
weighting with the Multi-Stage DCF model and the CAPM in establishing the authorized ROE for
FortisBC Energy, Inc. and FortisBC, Inc. Specifically, the BCUC stated that “considerable weight
should be given to the use of a Risk Premium Model for the purposes of determining the
appropriate ROE for FEI and FBC given the volatility in the market and economic conditions,” and

that “the strengths of the Risk Premium Model outweigh its shortcomings.”s8

Figure 31: Risk Premium Results Using 30-Year Treasury Yield

Using 2025-
2029 Forecast
Using 30-Day Using Q4 2023-Q4 | for Yield 30-
Average Yield 2024 Forecast for Year
on 30-Year Yield on 30-Year Treasury

Treasury Bond Treasury Bond>® Bonds0
Yield 4.21% 4.04% 3.80%
Risk Premium 6.23% 6.33% 6.46%
Resulting ROE 10.44% 10.37% 10.26%

58 British Columbia Utilities Commission, Generic Cost of Capital Proceeding (Stage 1), Order G-236-23,
September 5,2023,at 117-118.

59 Blue Chip Financial Forecasts, Vol. 42, No. 7, July 1, 2023, at 2.

60 Blue Chip Financial Forecasts, Vol. 42, No. 6, June 1, 2023, at 14. The bond yield forecast shown in Figure
26 is based on information from Consensus Economics and is somewhat higher than the Blue Chip
forecast used in the Risk Premium analysis.
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E. Comparison to Other Authorized ROEs

Regulators also consider authorized ROEs and common equity ratios for other investor-owned
electric utilities in Canada and the U.S. when setting allowed returns. Given the “opportunity
cost” concept underlying a fair return, this is appropriate, as an investor would shift capital to a
higher return for the same level of risk, if available. As shown in Figure 32, the average allowed
ROE for Canadian investor-owned electric utilities in 2023 is approximately 9.17 percent, while
in the U.S,, the average allowed ROE for electric utilities from January 2022 through September
2023 was 9.66 percent. Notably, the formula-based ROE in Ontario increased from 8.66 percent
for 2022 to 9.36 percent for 2023 for all regulated utilities operating under the formula, reflecting

higher interest rates on government and corporate bonds.6!

Figure 32: Authorized Electric ROEs

Newfoundland Power (existing) 8.50%
Newfoundland Power (proposed) 9.85%
Nova Scotia Power 9.00%
Maritime Electric Company Ltd 9.35%
Ontario Electric Utilities 9.36%
Alberta Electric Utilities62 8.50%
FortisBC Inc. 9.65%
Canadian Electric Average 9.17%
U.S. Electric Utilitiesé3 9.66%

61

62

63

Ontario Energy Board, Cost of Capital Parameter Updates for 2023 Cost of Service and Custom Incentive
Rate-setting Applications, issued October 20, 2022.

In Decision 27084-D02-2023, the Alberta Utilities Commission established a notional ROE for electric and
gas utilities of 9.0 percent. This value is to be adjusted using the AUC’s new formula to determine the
authorized ROE for 2024 and subsequent years.

Source: SNL Financial. Figures are from January 1, 2022 through September 25, 2023, excluding limited
issue riders and electric transmission cases, and excluding decisions in Illinois and Vermont where the
authorized ROE is set based on an automatic formula that adjusts with changes in government bond
yields.

CONCENTRIC ENERGY ADVISORS, INC. PAGE 51



O 0 9 N n kA W

10

11
12

13
14
15
16
17
18

19
20
21
22

23

24
25
26

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

VI. CAPITAL STRUCTURE AND RISK ANALYSIS
A. Newfoundland Power’s Deemed Equity Ratio

In Order No. P.U. 3(2022), the Board approved a settlement agreement for Newfoundland
Power’s 2022/2023 GRA which included a deemed common equity ratio for Newfoundland
Power at 45 percent. In particular, the Board observed that “Newfoundland Power has
maintained a solid financial profile and investment grade credit rating... and this has contributed
to its continued access to capital markets on reasonable terms”¢4 and that “both Moody’s and
DBRS recognize Newfoundland Power’s longstanding 45% common equity component of its
capital structure as a key credit strength.”¢5 This determination is consistent with the Board’s

2016 decision when it cited the following factors:

a) Newfoundland Power's small size relative to its peers has been identified by the Board

in the past as supporting a 45% common equity ratio.s¢

b) Moody's cites the higher deemed equity level of 45% as a factor which mitigates against
the lower return on equity historically allowed by the Board compared to other
Canadian utilities. The Board accepts that there is a cost to maintaining the higher
common equity ratio. However, there may also be a cost to reducing the equity ratio in
terms of required borrowings, potential credit metric impacts and increased financial

risk...67

c) The Board is not satisfied that the evidence supports a decrease in the common equity
component at this time. As noted by Newfoundland Power, the Court of Appeal has
alluded to the importance of stability in the management of capital structure for a

utility.68

Based on these considerations, the Board concluded:

In the circumstances the Board does not believe it is appropriate to deem a reduced
common equity ratio for Newfoundland Power given the uncertainty associated with
Muskrat Falls and the economic outlook for the province and also in light of the concerns

64
65
66
67
68

Order No. P.U. 3(2022), at 5.
Ibid.

Order No. P.U. 18(2016), at 24.
Ibid.

Ibid.
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set out by Newfoundland Power in relation to the issuance or deeming of preferred
shares. The Board is concerned about the impact of such a change on Newfoundland
Power's credit metrics and how this would be viewed by the markets. The Board believes
that the circumstances require a conservative and stable regulatory approach and
therefore Newfoundland Power's deemed common equity ratio will not be lowered at
this time.°

In 1999, the Board explained the rationale for its decision supporting the 45 percent deemed
common equity ratio as follows: “The Board believes that in order to maintain an “A” rating and
appropriate access to capital markets, as a small utility, NLP will require a stable and strong
capital structure.””® In particular, the Board observed that Newfoundland Power’s smaller size

reduces the Company’s financial flexibility.”? That factor was again cited in the 2016 Order.72

B. Risk Analysis

Concentric examines risk from two primary perspectives: (1) financial risk; and (2) business risk.
Financial risk primarily relates to the risk associated with the way in which a company finances
its business, as evidenced by the relative percentages of debt and equity in the capital structure.
To the extent the company is more highly leveraged, it requires higher net income to cover its
fixed interest obligations, which must be paid before there is any net income for shareholders.
Business risk for a regulated utility encompasses both operational risk (e.g., economy of service
territory, weather conditions, geographical diversity, etc.) and regulatory risk (e.g., opportunity
for timely recovery of prudently incurred costs). Taken together, financial risk and business risk
are the primary elements of investment risk that investors consider when establishing their

return requirements.
In each risk category, Concentric further considers three perspectives:

a) Comparison of the risk profile of Newfoundland Power to other investor-owned electric
utilities in Canada to determine if the Company continues to be an average risk Canadian

utility;

69
70
71
72

Ibid, at 25.

Order No. P.U. 16(1998-99), at 58.
Order No. P.U. 16(1998-99), at 37.
Order No. P.U. 18(2016), at 24.
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b) Comparison of the current risk profile of Newfoundland Power to a proxy group of

comparable electric utilities in the U.S.; and

c) Comparison of Newfoundland Power’s risk profile today to the circumstances at the

time of the Company’s 2022/2023 GRA filing.

1. Financial Risk

a. Definition of Financial Risk

Financial risk exists to the extent a company incurs debt obligations in financing its operations.
These fixed obligations increase the level of income which must be generated to cover interest
payments before common stockholders receive any return, and they are considered by both debt
and equity investors in addition to business risks. Fixed financial obligations also reduce a
company’s financial flexibility and its ability to respond to adverse economic circumstances and
capital market conditions, such as those during the credit crisis and financial market disruptions
of 2008 and 2009, and more recently during the COVID-19 induced disruption in financial

markets.

b. Implication of Capital Structure on Rate of Return

The capital structure relates to a company’s financial risk, which represents the risk that a
company may not have adequate cash flows to meet its financial obligations and is a function of
the percentage of debt (or financial leverage) in the capital structure. The Board has observed
the relationship between rates of return and capital structure in previous decisions, stating: “The
inter-relationship between rates of return and capital structure is quite strong and, therefore,
selecting a point within a range for capital structure is a critical component of the decision for all
parties.””3 Moreover, the Board has stated: “However, the higher the debt as a proportion of total
capital, the greater the risk to shareholders. Debtors rank ahead of shareholders for cash flow
and in the event of liquidation.”74 In that regard, as the percentage of debt in the capital structure
increases, so do the fixed obligations for the repayment of that debt. Consequently, as the degree

of financial leverage increases, the risk of financial distress for common equity holders (i.e.,

73
74

Order No. P.U. 16 (1998-99), at 47.
Ibid, at 49.
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financial risk) also increases.’> Since the capital structure can affect the company’s overall level

of risk, it is an important consideration in establishing a fair return.

c. Comparison to Other Investor-Owned Utilities

As explained in Section IV, we have selected three proxy groups consisting of Canadian, U.S.
Electricc and North American Electric utilities for purposes of establishing our ROE
recommendation for Newfoundland Power. In order to assess the reasonableness of the common
equity ratio for Newfoundland Power, our analysis is based on a comparison to the equity ratios
of other investor-owned electric utilities in Canada and the U.S. at the operating company level
because that is the level at which a regulated capital structure is established based on an

evaluation of the business risk of the utility and related factors.

As shown in Figure 33, Newfoundland Power’s deemed common equity ratio of 45 percent is
higher than the five other Canadian investor-owned electric operating utilities. The average
authorized common equity ratio for U.S. electric utilities from January 2022 through August 2023
was 51.6 percent, or 6.6 percent points higher than Newfoundland Power’s current deemed

common equity ratio of 45 percent.

Figure 33: Comparison of Allowed Equity Ratios and Authorized ROEs

Operating Utility Deemed Equity Authorized ROE
Ratio
Newfoundland Power (existing) 45.0% 8.50%
Newfoundland Power (proposed) 45.0% 9.85%
Alberta Electric Utilities76 37.0% 8.50%
FortisBC Electric 41.0% 9.65%
Ontario Electric Utilities 40.0% 9.36%
Maritime Electric 40.0% 9.35%
Nova Scotia Power 40.0% 9.00%
Canadian Electric Average 39.6% 9.17%
US Electric Utility Average7? 51.6% 9.66%

75
76

77

See Roger A. Morin, New Regulatory Finance, Public Utility Reports, Inc., 2006, at 45-46.

In Decision 27084-D02-2023, the Alberta Utilities Commission established a notional ROE for electric and
gas utilities of 9.0 percent. This value is to be adjusted using the AUC’s new formula to determine the
authorized ROE for 2024 and subsequent years.

S&P Global Market Intelligence, based on electric rate case decisions from January 1, 2022 through
September 25, 2023, excluding decisions in Arkansas, Florida, Indiana and Michigan where the equity
ratio includes zero cost items (such as accumulated deferred income taxes) that are typically excluded
from rate base in other jurisdictions.
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Concentric also compared Newfoundland Power’s common equity ratio of 45 percent to
Transmission and Distribution (“T&D”) utilities of similar size in the U.S. Figure 34 presents the
average allowed common equity ratio for a group of T&D utilities, most of which provide electric
utility service in the northeastern U.S. Each company has 1) a rate base between $500 million
and $3 billion, and 2) a rate case decision between January 2022 and September 2023. The
average common equity ratio for this group of T&D utilities is 50.3 percent, reflecting higher

overall equity ratios than Newfoundland Power.

Figure 34: U.S. T&D Utility Sample

Company Authorized Common
Equity Ratio
The United [lluminating Company 50.0%
Delmarva Power and Light (MD) 50.5%
Central Maine Power 50.0%
Versant Power 49.0%
Orange and Rockland Utilities 48.0%
Duke Energy Ohio 50.5%
Dayton Power & Light Co. 53.9%
Mean 50.3%

In addition, we compared Newfoundland Power’s common equity ratio of 45 percent to the actual
common equity ratios of the operating utility companies held by the U.S. Electric proxy group. As
shown in Exhibit JMC-10, the average common equity ratio for the U.S. Electric proxy group is
52.84 percent over the past eight quarters, within a range from 45.52 percent to 61.32 percent.
Newfoundland Power’s common equity ratio is below the low end of the range for the U.S. Electric

proxy group, indicating its greater debt leverage compared to similar companies in the U.S.
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d. Assessment of Credit Metrics

Financial risk is also measured through other credit metrics, such as Cash From Operations
(“CFO”) to Interest, CFO to Debt, and CFO - Dividends to Debt. Exhibit JMC-11 (also summarized
in Figure 35 below) shows the credit metrics for Newfoundland Power in 2022 compared to the

companies in the U.S. Electric proxy group and the Canadian proxy group.

Figure 35: 2022 Moody’s Credit Metrics Comparison

Credit Metric NPI Canadian U.S.
Electric
Debt to Capitalization 48.5% 56.0% 53.2%
CFO pre W/C + Interest / Interest 4.40 3.65 6.79
CFO pre W/C / Debt 17.4% 10.1% 15.2%
CFO pre W/C - dividends / Debt 13.2% 6.3% 10.8%

Compared to the U.S. Electric proxy group average, Newfoundland Power has a lower debt to
capitalization ratio, a weaker CFO pre-Working Capital + Interest to Interest ratio, and higher
ratios for CFO pre-Working Capital to Debt and CFO pre-Working Capital - Dividends to Debt.
Comparison to the Canadian proxy group is limited because Emera Inc. and Hydro One Limited
are the only companies in the Canadian peer group that have relevant credit metrics from
Moody’s. Enbridge Inc. is rated by Moody’s but has different credit metrics that do not align with

these categories. The other companies in the Canadian proxy group are not rated by Moody’s.

Based on a comparison of the equity ratios and credit metrics of Newfoundland Power to the
companies in the U.S. Electric proxy group, Concentric concludes that Newfoundland Power
generally has a comparable financial risk profile in relation to the U.S. Electric proxy group based
on its 2022 metrics. Newfoundland Power’s credit metrics are impacted by wholesale power
pricing that fluctuates year-to-year.’8 The Company’s CFO pre-W/C + Interest /Interest ratio is
expected to decline from 4.4 in 2022 to 3.6 in 2023 and its CFO pre-W/C / Debt ratio is expected
to decline from 17.4 to 12.9. These ratios would bring Newfoundland Power closer to its

Canadian peers but below its U.S. peers.

78

The marginal cost of power that Newfoundland Power obtains from Hydro exceeds the average supply
costs embedded in customer rates which, along with energy sales variances, can create fluctuations in the
cash flow metrics from year-to-year. These pricing dynamics may change due to Muskrat Falls. See
Moody’s March 31, 2023, credit opinion for Newfoundland Power Inc. at page 5 for details.
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e. Change in Newfoundland Power’s Financial Risk Since 2021

Newfoundland Power’s first mortgage bonds have consistently maintained credit ratings of “A”
from DBRS since 1997 and “A2” from Moody’s since 2009. The long-term issuer rating for
Newfoundland Power from DBRS is “A” and from Moody’s is “Baal”. In previous Orders, the
Board has observed that “Newfoundland Power’s capital structure is recognized by the credit
rating agencies as a strength, which positively impacts its credit worthiness.””® A March 2023
Moody’s report reaffirmed the current ratings for Newfoundland Power, noting the supportive
regulatory environment in Newfoundland and Labrador. Moody’s continues to express concern,
however, with respect to the effect of the Muskrat Falls hydroelectric project on electricity rates,

and Moody’s has further elaborated on that concern in its most recent report where it states:

The credit profile is negatively impacted by the risk of future cost recovery associated
with the Province of Newfoundland and Labrador’s sizeable Muskrat Falls hydroelectric
project. This politically sensitive project is large relative to the provincial economy and
may place significant upward pressure on the future electricity rates of NPI, a credit
negative.80

*kk

NPI faces uncertainties due to the timing and size of expected rate increases associated
with the Province's Muskrat Falls hydroelectric project. The total cost of Muskrat Falls
and associated transmission in Newfoundland and Labrador has increased to about
CAD13.4 billion and this may increase. The size of the project and associated rate
increases are exacerbated by the relatively small size of NPI. The 824 MW hydro electric
project was completed in November 2021, however the Labrador Island Link (LIL) a key
transmission project, is still not yet fully commissioned although it is transmitting some
power. The LIL has not passed high power testing that would enable it to operate at its
design capacity. The entire project, including the LIL, needs to be fully commissioned
before it goes into rates.

79
80

Order No. P.U. 18(2016), at 24.
Moody'’s Investors Service Global Credit Research, Credit Opinion: Newfoundland Power Inc. Update to
credit analysis, March 31, 2023, at 1.
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NL Hydro continues to work with the Province towards a rate mitigation plan that will
clearly include ongoing federal government support. While NPI is allowed to pass
through the increase in power supply costs to customers, the utility remains exposed to
volume risk. The increase in rates from the project may lead to lower electricity demand
resulting in lower revenues and cash flow.81

Even though this has financial risk implications due to the potential impact on credit ratings, we
consider this an operating and regulatory risk; therefore, this is covered in more detail in the

section on business risk.

DBRS Morningstar has also commented that “Newfoundland Power’s financial risk assessment

has remained stable, with all key credit metrics supportive of the current credit ratings.”82

f. Conclusions on Financial Risk

Newfoundland Power with its 45 percent common equity ratio has more common equity in its
capital structure than the other Canadian investor-owned electric utilities and falls between the

long-term issuer ratings from Moody’s of Emera Inc. and Hydro One Ltd.83

Newfoundland Power has weaker CFO to interest coverage ratios than the U.S. Electric utility
proxy group companies, and greater debt leverage, but is stronger on the two other credit
metrics. Newfoundland Power’s long-term issuer rating of Baal is the same as the U.S. Electric
utility proxy group average. While credit rating agencies may be satisfied with the degree of
regulatory and cash flow protection for debt investors, Newfoundland Power’s weaker cash flow
to interest coverage ratio exposes equity investors to somewhat greater risk than their U.S.
counterparts. Overall, Newfoundland Power has a comparable financial risk profile in relation to
the U.S. Electric proxy group, based on 2022 credit metrics, although the cash flow metrics

fluctuate from year-to-year as discussed above.

81
82
83

Ibid, at 3.

DBRS Morningstar Rating Report, Newfoundland Power Inc., October 13, 2023, at 1.

Among proxy group companies, Newfoundland Power’s Moody’s credit rating of Baal is higher than
Emera Inc. at Baa3 but lower than Hydro One Ltd. at A3. Newfoundland Power has the same Moody’s
rating as other electric operating utilities in Canada such as FortisBC Electric and FortisAlberta. Nova
Scotia Power is also rated BBB+ by S&P, which is equivalent to Newfoundland Power’s Baal rating from
Moody’s.
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2. Business Risk

a. Definition of Business Risk

Business risk for a regulated utility reflects risks affecting cash flows and earnings that impact
the utility’s ability to recover its costs including the fair return on, and of, its capital in a timely
manner. Concentric includes operating risk and regulatory risk under this broad definition of

business risk.

b. Business Risk Analysis

In order to assess Newfoundland Power’s business risk, we examined the following factors: 1)
the small size of Newfoundland Power relative to other investor-owned electric utilities; 2)
macroeconomic and demographic trends in Newfoundland and Labrador; 3) operating risks
associated with the Company’s service territory, particularly the prevalence of severe weather
conditions and the low population density of the service territory; 4) changes in the power supply
of Newfoundland Power; and 5) competition from alternative fuels. Where appropriate, we have

examined changes since the Company’s previous 2022/2023 GRA filing.
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c. Small Size

The Board has previously indicated that the small size of Newfoundland Power is one of the key
factors supporting its common equity ratio of 45 percent.8¢ The small size of Newfoundland
Power increases the risk associated with adverse economic conditions in the province that could
resultin reduced demand for electricity among residential and commercial customers. Figure 36
shows that Newfoundland Power with 274,000 customers continues to have fewer retail
customers than most investor-owned electric utilities in Canada and the operating companies in

the U.S. Electric utility proxy group.

Figure 36: Small Size of Newfoundland Power 2022 Retail Electric Customers

Liberty Utilities (Granite State Electric) Corp.
Kingsport Power Company

Duke Energy Kentucky, Inc.

Kentucky Power Company

Empire District Electric Company

Entergy New Orleans, LLC

ATCO Electric

Newfoundland Power Newfoundland Power

Evergy Kansas South, Inc.

Evergy Missouri West, Inc.

Westar Energy (KPL)

Entergy Mississippi, LLC

Wisconsin Power and Light Company
Entergy Texas, Inc.

Interstate Power and Light Company
Public Service Company of New Hampshire
Nova Scotia Power

Southwestern Electric Power Company
Public Service Company of Oklahoma

Evergy Metro, Inc.

Indiana Michigan Power Company
Entergy Arkansas, LLC
Evergy Kansas Central, Inc.

Duke Energy Ohio, Inc.
Tampa Electric Company

Duke Energy Indiana, LLC

Portland General Electric Company
Appalachian Power Company
Entergy Louisiana, LLC

\ H H ” L.

The Connecticut Light and Power Company
Arizona Public Service Company

NSTAR Electric Company

Hydro One

Ohio Power Company

Duke Energy Progress, LLC
Duke Energy Florida, LLC

Duke Energy Carolinas, LLC

Florida Power & Light Company

1,000 2,000 3,000 4,000 5,000
2022 Total Retail Electric Customers (Thousands)

10
11
12
13

84

Order No. P.U. 18(2016), at 24.
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In terms of net property, plant and equipment, Figure 37 shows that Newfoundland Power is

smaller than other investor-owned electric utilities in Canada and is substantially smaller than

the electric utility operating companies in the U.S. Electric proxy group except for Kingsport

Power, Granite State Electric, and Wheeling Power.

Figure 37: Small Size of Newfoundland Power 2022 Net Property, Plant and Equipment
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The small size of Newfoundland Power also affects the terms of the Company’s debt financing.
Specifically, Newfoundland Power’s debt issuances are typically in the range of $75 million to
$100 million with fewer than 10 investors, while Canadian debt markets generally require a
minimum issuance amount of $100 million, a minimum requirement of 10 investors, and $200
million to reach the liquid stage of the market. In 2023, Newfoundland Power issued $90 million
in long-term first mortgage bonds to seven investors in a private placement. The Company’s
evidence discusses how the smaller size of debt issuances for Newfoundland Power contributes
to liquidity constraints in placing the debt and in higher pricing differentials with long Canada

bond yields.

As previously noted, the Board has recognized that the small size of Newfoundland Power limits
the Company’s financial flexibility and supports a higher-than-average common equity ratio.

Nothing has changed in this regard since the previous GRA filing.

d. Macroeconomic and Demographic Trends

According to the Conference Board’s February 2023 long-term outlook for Newfoundland and

Labrador:

a) Economic growth in Newfoundland and Labrador is forecast to decelerate and average
1.0 per cent over the next two decades - much lower than the 2.3 per cent annual growth

from 2000 to 2019.85

b) A poor demographic outlook will be the primary reason behind slow economic growth.
We expect Newfoundland and Labrador’s population to start dropping after the next
two years and keep falling throughout the forecast period, shrinking from around
525,000 to 463,500 between 2022 and 2045 - a decline of almost 12 per cent.86 In the
near term, however, population in Newfoundland and Labrador has increased by about
5,000 due to international immigration and people moving back to the province within

Canada.

85

86

The Conference Board of Canada: “Demographic Troubles and Opportunities in Energy, Newfoundland
and Labrador’s Outlook to 2045,” February 22, 2023, at 3.
Ibid, at 4.
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c) Another key factor affecting Newfoundland and Labrador’s long-term demographic

d)

g)

h)

outlook is the aging of its population, with many retirements expected over the coming
decade. By 2045, we forecast the share of seniors in the province will reach 29.4 per

cent - much higher than the 21.6 per cent anticipated for the country as a whole.87

The aging and declining population will weigh heavily on government finances, and

government spendings are expected to decrease over the medium term.s8

Consumer spending will decrease by an annual compound rate of 0.1 per cent
throughout the forecast period. Spending will remain constrained due to the province’s
declining employment through the forecast period. It will also boast one of the highest
unemployment rates. The unemployment rate will improve over the forecast period,
falling from 11.3 per centin 2023 to 9.1 per cent by 2045. However, the rate is declining
for the wrong reason. The sharp drop in the provincial labour force will lead to a lower
unemployment rate even though the employment picture will continue to be grim.8?

The aging population will shift spending patterns, with spending on services faring
relatively better than spending on goods, as the rise in the size of the elderly population
will increase the demand for healthcare. We project that spending on services will rise
by an average annual compound rate of 0.3 per cent. On the other hand, we forecast

spending on goods to contract by 0.6 per cent annually until 2045.90

The oil and gas sector will see decent growth until the mid-2030s thanks to new offshore
projects. After that, economic growth in the sector will start to decline as global oil
demand peaks and Canada moves toward net zero by 2050.91 However, spending in the
sector is expected to be slow in the near-term as several projects are delayed or placed

on hold.

The province’s grim population outlook will also reverberate in the housing market.

Housing starts have already started declining since 2011, and we project they will

87 Ibid, at 6.
88 Ibid, at 3.

89 Ibid, at 11.

9 ]bid,at 11
91 Ibid, at 3.
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continue to do so as the population decreases. We expect total housing starts to average

less than 200 units annually through the forecast period.9?

i) We project government spending will decrease over the medium term as the provincial
government grapples with high debt levels. Newfoundland and Labrador’s elevated
debt will also come under pressure from the Bank of Canada’s recent interest rate

hikes.93

Figure 38 compares Newfoundland and Labrador to Canada on a number of key macroeconomic

indicators over the period from 2022-2045.

Figure 38: Key Economic Indicators - 2022-2045%

Economic Indicator NL Canada
GDP Growth 1.0% 1.7%
Labor Force (0.7%) 0.9%
Employment (0.6%) 0.9%
Household Disposable Income 1.3% 3.2%
Retail Sales 2.4% 2.2%
Housing Starts (11.7%) (1.9%)

As shown in Figure 38, Newfoundland Power’s business environment is characterized by weak
long-term macroeconomic growth. Furthermore, Newfoundland and Labrador is projected to be
weaker than Canada overall on each of these key economic indicators from 2022-2045 with the
exception of retail sales, which is projected to be slightly stronger. In addition, as discussed in
Newfoundland Power’s evidence, the population demographics of Newfoundland and Labrador
are weak in relation to the rest of Canada, and population is expected to decline over the long-

term.

Economic and demographic trends in the province will weigh on Newfoundland Power’s electric
sales growth in coming years, offset over the medium to longer term by increasing electrification
measures. Regardless of changes in demand for power, the Company needs to continue investing

capital to maintain and modernize its aging infrastructure so that service quality and reliability

92
93
94

Ibid, at 10.
Ibid, at 14
The Conference Board of Canada, Provincial Outlook to 2045, Key Economic Indicators, March 20, 2023.

CONCENTRIC ENERGY ADVISORS, INC. PAGE 65



wn B~ W N =

10
11
12
13
14
15
16
17
18
19

20

21
22
23
24
25
26
27
28
29

I@ COST OF CAPITAL REPORT

PREPARED FOR NEWFOUNDLAND POWER INC.

are not compromised. However, at the same time, as discussed in more detail later in this report,
there is ongoing risk of higher electricity rates due to higher power supply costs, placing
downward pressure on electricity usage. For all of these reasons, it is important that
Newfoundland Power be allowed to maintain a capital structure that reflects the risk associated

with long-term macroeconomic and demographic trends in the Province.

e. Operating Risks

Newfoundland Power is an integrated electric utility serving approximately 274,000 residential
and commercial customers on the island portion of Newfoundland and Labrador. In 2022, the
Company had an electric rate base of approximately $1.2 billion and delivered 5,785 GWh of
power. Newfoundland Power purchases approximately 93 percent of its electricity supply from
Newfoundland and Labrador Hydro (“NLH”), while generating the remaining 7 percent using
company-owned hydro-electric plants. One of the most important operating risks for
Newfoundland Power is weather-related service disruptions. As described in the Company’s risk
evidence, Newfoundland Power’s service territory is characterized by the most severe ice and
wind conditions in the populated regions of Canada. The need to address service disruptions
caused by severe weather conditions involves unanticipated and potentially volatile capital and
operating costs. Newfoundland Power’s capital structure and allowed ROE should provide the
Company with the financial flexibility necessary to respond to unforeseen capital and operating

costs in order to restore electric service promptly to customers.

f. Power Supply Risk

Newfoundland Power is not allowed to develop new power supply for the Province with the
exception of emergency supply; only NLH is authorized to build generation. The Muskrat Falls
project including the Labrador-Island Link (“LIL”) transmission project was officially
commissioned into service on April 12, 2023.95 The Muskrat Falls project, including the LIL, was
originally intended to replace NLH’s Holyrood Thermal Generating Station (“Holyrood TGS”), but
to help ensure reliable service for customers, NLH has committed to maintaining the Holyrood
TGS and the Hardwoods Gas Turbine as generating facilities until new generation can be
integrated into the system, possibly through to 2030.9¢ Questions remain about the reliability of

NLH’s current and future generation sources, as well as concerns regarding the impact of new

95
96

Newfoundland and Labrador Hydro’s Near-Term Reliability Report, June 2, 2023, at 4.
Ibid, at 39.
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power supply on electricity rates. There also is an ongoing review by the Board into the future

reliability of NLH’s power supply.

The cost of the Muskrat Falls generation and transmission facility increased from the original
estimate of $7.4 billion when our evidence was filed in 2018 to approximately $13.1 billion in
2021, as compared to NLH’s 2022 average rate base of about $2.3 billion. The final cost is
reported as $13.5 billion.97 In order to mitigate the rate impact on customers, the federal and
provincial governments have agreed on a package of measures that include 1) a $1 billion federal
loan guarantee, 2) capital restructuring of the Muskrat Falls project and Labrador transmission
assets, and 3) a $1 billion investment by the federal government in the province’s portion of the
LIL.%8 Newfoundland Power’s future supply costs are dependent on a number of factors including
the finalization of government’s rate mitigation plan, NLH’s next general rate application, and the

cost of additional supply that may be required to ensure reliable service to customers.

Both Moody’s and DBRS have expressed concern over the risk for Newfoundland Power due to
higher supply costs, and how those supply costs might impact customer demand for electricity
and timely cost recovery for the Company. Moody’s has commented on the power supply

situation as follows:

The credit profile is negatively impacted by the risk of future cost recovery associated
with the Province of Newfoundland and Labrador’s sizeable Muskrat Falls hydroelectric
project. This politically sensitive project is large relative to the provincial economy and
may place significant upward pressure on the future electricity rates of NPI, a credit
negative.”?

Similarly, DBRS Morningstar has stated:

DBRS Morningstar continues to consider the greatest uncertainty for Newfoundland
Power to be the potential rate shock from Newfoundland and Labrador Hydro's (Hydro;
100% owned by the Province of Newfoundland and Labrador; both rated "A" with a

97

98

99

Moody’s Investors Service, Credit Opinion: Newfoundland Power, Inc. Update to credit analysis, March
31,2023, at 1.

CBC News, “Ottawa’s $5.2 billion Muskrat bailout includes more borrowing, restructuring as project
nears completion,” February 14, 2022.

Moody’s Investors Service, Credit Opinion: Newfoundland Power, Inc. Update to credit analysis, March
31,2023, at 1.
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Stable trend by DBRS Morningstar) Muskrat Falls Project (Muskrat Falls). While the
generating units were completed in 2021 and the associated Labrador-Island Link (LIL)
transmission line was officially commissioned in April 2023, the impact on customer
rates remains subject to Hydro's future general rate applications (GRAs). Should the
upward pressure on rates dffect the Company'’s ability to pass on costs, this would
negatively affect its credit profile. DBRS Morningstar will continue to monitor the
situation and treat a potential rate shock as an event risk.100

Inits 2016 Order, the Board cited the risk associated with the Muskrat Falls project as one reason

to maintain Newfoundland Power’s common equity ratio at 45 percent. The Board stated:

In the circumstances the Board does not believe it is appropriate to deem a reduced
common equity ratio for Newfoundland Power given the uncertainty associated with
Muskrat Falls and the economic outlook for the province and also in light of the concerns
set out by Newfoundland Power in relation to the issuance or deeming of preferred
shares. The Board is concerned about the impact of such a change on Newfoundland
Power's credit metrics and how this would be viewed by the markets. The Board believes
that the circumstances require a conservative and stable regulatory approach and
therefore Newfoundland Power's deemed common equity ratio will not be lowered at
this time. 101

Given the increased cost of the Muskrat Falls hydroelectric project and the need to provide
backup for this LIL, the power supply risk for Newfoundland Power remains elevated, similar to

the circumstances at the time of the 2016,/2017,2019/2020 and 2022 /2023 GRA filings.

Furthermore, according to Newfoundland Power’s evidence, power supply costs accounted for
approximately 65 percent of the Company’s 2022 revenue. To assess how Newfoundland
Power’s power supply risk compares to that of the proxy group, we studied the relative power
supply costs of the proxy group companies. Specifically, we compared bundled revenue (ie.,
including both power and delivery revenue) as reported in EIA Form 861 to power production
operating expenses (which includes purchased power expenses) as reported in FERC Form 1 for
the operating subsidiaries of our proxy group companies, to the extent available. This analysis
indicates that power supply costs account for approximately 51 percent of the proxy group’s

revenues on average, or approximately 14 percent less than Newfoundland Power. This suggests

100 DBRS Morningstar Rating Report, Newfoundland Power Inc., October 13, 2023, at 1.
101 Qrder No. P.U. (18)2016, at 25.
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that Newfoundland Power faces relatively more power supply risk than the proxy group on

average.

Newfoundland Power recovers changes in power supply costs through the Rate Stabilization
Account (“RSA”), which allows for recovery of variations in NLH’s production costs. The RSA also
recovers or credits, as appropriate, variations in Newfoundland Power’s supply costs due to
changes from test year energy and demand costs. In its Application, Newfoundland Power is
proposing changes to its Demand Management Incentive (“DMI”) threshold to +/-$500,000,
which represents approximately 15 percent of the range of return on rate base typically approved
by the Board. By contrast, the vast majority of distribution utilities in Canada and the U.S. are

allowed to pass through all fuel and purchased power costs.

g. Alternative Fuel Risk

Currently, Newfoundland Power does not face significant competition from alternative fuel
sources. Approximately 74 percent of Newfoundland Power’s residential customers use
electricity for space heating.102 Most recently, increases in the price of fuel oil combined with
government incentives to convert from oil to electric heating have increased the number of
Newfoundland Power customers using electric heat. To reduce electricity consumption related
to space heating, Newfoundland Power customers have increased their purchases of heat pumps
to offset electric baseboard heating. Penetration of heat pumps has increased from 4 percent in
2014 to 28 percent in 2022. This heat pump penetration has a tendency to reduce the average
electricity use per customer for Newfoundland Power and contributes to the decrease in

electricity sales that was experienced by Newfoundland Power from 2016 to 2021.

As discussed previously, the completion of the Muskrat Falls development and additional costs
associated with constructing new sources of supply has the potential to result in higher electricity
prices for Newfoundland Power customers. Increases in the price of electricity will signal

customers to find more ways to either conserve electricity or use alternate sources of energy.

h. Conclusions on Business Risk

Historical risks have continued to persist, and the business risk for Newfoundland Power is

comparable to that in 2021 for the Company’s previous GRA filing. In particular, from an

102 Newfoundland Power Inc. 2022 Annual Information Form, at 3.
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investors’ perspective the risk associated with higher electricity prices remains elevated, and the
electricity supply from NLH continues to pose risks to both reliability and costs. Credit rating
agencies are monitoring this situation very closely and have expressed serious concerns with
how higher electricity prices might affect demand for electricity in the Province as well as the
cash flows and earnings for Newfoundland Power. The risk related to macroeconomic and
demographic trends has not changed, as the Provincial economy is projected to continue
experiencing weaker economic growth and demographics over the next 20 years. The Company’s
business risk profile magnifies Newfoundland Power’s risk associated with its small size.
Further, there are limited opportunities for customer growth in the Company’s service territory,

although electrification is expected to contribute to higher use per customer.

3. Comparison to other Canadian Investor-Owned Electric Utilities

Concentric also compared the business risk of Newfoundland Power to five other Canadian
investor-owned electric utilities to assess whether the Company continues to be an average risk
Canadian utility, as the Board has found in previous decisions.193 Those five investor-owned
electric utilities are: ATCO Electric; FortisAlberta; FortisBC Electric; Maritime Electric; and Nova

Scotia Power.104

In assessing the business risk of Newfoundland Power relative to other Canadian investor-owned
electric utilities, Concentric considered the following factors:

a) Power supply risk and electricity prices;

b) Macro-economic and demographic conditions in the various service territories;

¢) Volume/demand risk;

d) Competition from alternative fuels;

e) Regulatory environment; and

f) Capital and operating cost recovery.

103 Qrder No. P.U. 13(2013), at 17.
104 Concentric did not include crown corporations in the risk comparison because crown corporations

cannot be used for purposes of estimating the cost of equity since they are not publicly traded and no
market data are available.
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a. Power Supply Risk

As discussed in the previous section, Newfoundland Power purchases approximately 93 percent
of its power supply from NLH. The price of Newfoundland Power’s electricity supply is expected
to increase due to costs associated with the Muskrat Falls development and future supply costs
that were previously unanticipated such as the continued operation of the Holyrood TGS and
Hardwoods Gas Turbine. This could potentially place pressure on Newfoundland Power’s
demand over the medium to longer term. Newfoundland Power’s RSA permits recovery of the
difference between the marginal energy supply cost and the average energy supply cost.
Newfoundland Power is also proposing changes to its DMI account to limit its risk of recovery of
supply costs to +/- $500,000, or approximately 15 percent of the range of return on rate base
typically approved by the Board. The primary purpose of the RSA is to ensure that variations in
NLH’s production costs approved by the PUB are recovered in or credited to Newfoundland
Power’s customer rates in a timely fashion. Newfoundland Power also has an Energy Supply Cost
Variance Clause which captures changes in the Company’s marginal purchased power costs
related to variances in customers’ load requirements. To ensure reasonable recovery of this
supply cost between GRAs, the Board has approved the annual recovery of energy cost variances

for Newfoundland Power through the RSA.

Nova Scotia Power is the only Canadian investor-owned electric utility that owns significant
regulated generation; it recovers prudently incurred increases and/or decreases in its cost of fuel
outside of general rate proceedings through periodic adjustments to customer rates via an annual
fuel adjustment mechanism. FortisBC Electric generates approximately 45 percent of its power
supply from company-owned hydro plants and has an annual fuel and purchased power cost
recovery mechanism. Maritime Electric purchases almost all of its power supply but owns
limited regulated generation for backup. FortisBC Electric has an annual fuel and purchased
power cost recovery mechanism, and Maritime Electric has a monthly fuel and purchased power
cost recovery mechanism. The Alberta electric utilities (i.e.,, ATCO Electric and FortisAlberta) are

not responsible for the generation function.

In summary, Newfoundland Power has more risk associated with recovery of variations in fuel
or purchased power costs than other Canadian investor-owned electric utilities except for Nova

Scotia Power. Moreover, Newfoundland Power is uniquely dependent on a single source of
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electric supply, creating greater supply risk than utilities such as FortisBC Electric, Nova Scotia

Power, or the Alberta utilities that rely on a more diverse mix of generation and market sources.

b. Electricity Rate Comparison

As discussed above, Newfoundland Power’s customer rates have the potential to increase once
Muskrat Falls Project costs are included in customer rates and to address reliability concerns that
may necessitate new sources of supply for customers on the island portion of Newfoundland and
Labrador. Increasing customer electricity rates can place downward pressure on electricity sales
growth over the medium to longer-term. Newfoundland Power’s residential electricity rates are
currently lower than the five other investor-owned electric utilities in Canada. Newfoundland
Power also has the highest proportion of electric space heating compared to the other electric

utilities shown in Figure 39, increasing the impacts of changes in rates.

Figure 39: Residential Electricity Rate Comparison

Hypothetical Monthly Bill [1000 kWh]

$300.00
$250.00 $241.28
$200.00 183.87
*LIe61 3 $170.79
= $148.36 $153.87
= $150.00
Q
$100.00
$50.00
$0.00
Newfoundland Fortis Alberta Nowva Scotia Maritime Electric  ATCO Hectric  Fortis BC Electric
Power Power Distribution

The magnitude of the forecasted increase for Newfoundland Power is expected to be driven by
the $13.5 billion Muskrat Falls Project and the ability of the Newfoundland and Labrador
Government to mitigate those costs for customers. Further cost pressure is expected from
continued operation of the Holyrood TGS and potential new supply additions required to reliably

serve Newfoundland Power’s customers in the future. Higher rates typically result in lower
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electricity demand from customers, as well as more customers considering alternative sources
of energy. Itis reasonable to expect that the potential increases in electricity rates due to future
supply costs could place pressure on Newfoundland Power’s demand (although this may be
partially mitigated by electrification), which could impact the Company’s credit metrics and

inhibit the Company’s ability to earn its authorized return on equity.
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1 c¢. Macroeconomic and Demographic Conditions
2 Long-term macroeconomic conditions in Newfoundland and Labrador are generally projected by
3 the Conference Board to be weaker than other Canadian provinces for the period from 2022-
4 2045. Figure 40 compares the projected macroeconomic conditions in Newfoundland and
5 Labrador to those in the provinces where the other five investor-owned electric utilities are
6 located, as well as Quebec.
7 Figure 40: Key Economic Indicators - NL and Other Provinces105
NL ALB BC NS ONT PEI QC
GDP Growth 1.0% 2.0% 2.0% 1.5% 1.9% 1.7% 1.5%
Labour Force (0.7%) 1.4% 1.1% 0.6% 1.0% 1.0% 0.3%
Employment (0.6%) 1.4% 1.1% 0.6% 1.0% 1.0% 0.3%
Disposable Inc. 1.3% 3.7% 3.5% 2.9% 3.2% 3.6% 2.2%
Retail Sales 2.4% 2.7% 3.4% 2.3% 1.9% 2.1% 2.7%
Housing Starts (11.7%) (0.5%) (1.8%) (6.6%) (0.9%) (3.0%) (9.6%)
8
9 As shown in Figure 40, Newfoundland and Labrador has the lowest projected growth rate for
10 many key economic indicators over the period from 2022-2045 (i.e., real GDP growth, labour
11 force, employment, disposable income, and housing starts), and the differences are significant in
12 many cases. Retail sales growth is the only key economic indicator in Figure 40 in which
13 Newfoundland and Labrador ranks higher than other Canadian provinces (i.e., fourth out of seven
14 provinces).
15 d. Volume/Demand Risk
16 In order to mitigate volume/demand risk, Newfoundland Power has a weather-related variance
17 account that allows the Company to recover in a future period the difference between projected
18 and actual revenues due to abnormal weather conditions in the test year. This variance account,
19 however, does not take into consideration changes in demand caused by economic conditions,
20 electricity prices, or energy efficiency and conservation programs.
21 By comparison, among Canadian investor-owned electric utilities, FortisBC Electric operates
22 under a revenue stabilization plan that includes full protection against volumetric risk. Nova
23 Scotia Power does not have any mechanisms that protect revenue against fluctuations in demand.

105 The Conference Board of Canada, Provincial Outlook to 2045, Key Economic Indicators, March 20, 2023.
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ATCO Electric Distribution and FortisAlberta both are subject to a performance-based regulation
(“PBR”) plan that adjusts revenues annually based on inflation less a productivity factor;
however, the PBR plan does not include protection against fluctuations in volume/demand.
Maritime Electric has a weather normalization clause that protects against changes in
volume/demand due to abnormal weather. In summary, Newfoundland Power’s weather-
related variance account provides less regulatory protection against changes in volume/demand
than FortisBC Electric, but more protection than Nova Scotia Power or the Alberta electric
utilities. Newfoundland Power has the highest market share of electric heating customers among
Canadian investor-owned electric utilities. The Company has implemented a weather-related
variance account to mitigate this risk. The Company’s volumetric/demand risk is more analogous
to a gas distribution company than to the typical electric utility. Gas distribution companies

typically have weather normalization accounts.

e. Regulatory Environment

UBS, a prominent investment bank, ranks regulatory jurisdictions in the U.S. and Canada for
purposes of determining whether to apply valuation discounts or premiums to the utility stocks
it covers. Specifically, UBS places regulatory jurisdictions into five tiers based on the following
equally weighted criteria: (1) whether commissioners are elected or appointed, (2) allowed
returns relative to 10-year Treasury notes, (3) mechanisms that reduce regulatory lag, (4) rate
and customer bill levels, (5) the tendency to settle or litigate rate cases, and (6) a subjective
“investor friendliness” factor.106 UBS ranked Newfoundland and Labrador’s regulatory
environment in tier three out of five in a December 2020 report.197 UBS also placed Ontario and
Prince Edward Island in tier three. British Columbia and Nova Scotia were rated more highly by

UBS, falling in tiers one and two, respectively, while Alberta was rated in tier four.

S&P also assesses the credit supportiveness of regulatory jurisdictions in U.S. states and Canadian
provinces. Specifically, S&P groups jurisdictions into five tiers ranging from “credit supportive”
to “most credit supportive.” S&P ranks Newfoundland and Labrador in its second most favorable
category (i.e., “highly credit supportive”) along with Alberta. British Columbia, Nova Scotia,

Ontario, and Quebec are ranked in the most favorable category (i.e., “most credit supportive”),

106

107

UBS Global Research, “North America Power & Utilities: Mind the Gap(s): 2021 Utility Outlook,”
December 14, 2020, at 5.
Ibid., at 6.
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and Prince Edward Island is ranked in S&P’s least favorable category (i.e., “credit supportive”).
However, S&P notes that all regulation is credit supportive, and that its rankings are only a matter

of degree:

The categories are an important starting point for assessing utility regulation and its
effect on ratings. They are all credit-supportive to one degree or another, as all utility
regulation tends to sustain credit quality. The presence of regulators, no matter where
on the spectrum of our assessments, reduces business risk and generally supports utility
ratings. We therefore designate all these jurisdictions from credit supportive to most
credit supportive, and these vary only in degree.108

f. Capital Cost Recovery

Newfoundland Power files a capital budget with the Board annually, which includes the
Company’s capital budget for the upcoming year, as well as a five-year outlook. The Board
approves capital expenditures for the coming year. Similarly, Nova Scotia Power, FortisBC
Electric, and Maritime Electric also file for pre-approval of certain capital expenditures. In
Alberta, the Alberta Utilities Commission (“AUC”) approved a new third generation PBR plan for
distribution utilities for the period 2024-2028.1% The AUC has continued to distinguish between
two types of capital costs. Costs associated with Type 1 capital are subject to a true up, but the
Type 1 capital criteria are restrictive (i.e.,, must be extraordinary, not previously in rate base,
required by a third-party, e.g., regulatory or legislative authority related to net-zero objectives,

and project cost must have material effect on distribution utility). 110

Electric utilities in Canada are not allowed to earn a cash return on Construction Work in Progress
(“CWIP”), but all utilities are permitted an Allowance for Funds Used During Construction
(“AFUDC”). In summary, Newfoundland Power has similar risk associated with capital cost
recovery as other investor-owned electric utilities in Canada except for those in Alberta, which

have higher risk on certain capital costs.

108

109
110

S&P Global RatingsDirect, “Updated Views on North American Utility Regulatory Jurisdictions - June
2021,” June 29, 2021, at 2.

AUC Decision 27388-D01-2023 (October 4, 2023).

AUC Decision 27388-D01-2023 (October 4, 2023), at para 250-268.
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g. Operating Cost Recovery

Concentric has identified several categories of operating costs where cost recovery mechanisms
tend to vary between jurisdictions. These are costs that (1) tend to fluctuate substantially from
year to year, (2) are significant in magnitude, and (3) are generally beyond the control of utility
management. Regulators in Canada have typically used variance and deferral accounts to
mitigate the risks associated with these types of costs. As shown in Figure 41, Newfoundland
Power has deferral/variance accounts for employee future benefits expenses and energy
efficiency and conservation costs, while other Canadian investor-owned electric utilities have
varying levels of protection against these risks, with the exception of FortisAlberta, which does

not have any deferral/variance accounts related to these costs.

Figure 41: Operating Cost Recovery Mechanisms

Change in Energy
Pension/OPEB Bad Debt Extraordinary Interest Efficiency

Cost Expense Expense Storm Costs Rates and DSM
Newfoundland

Power Yes No No No Yes
ATCO Electric Yes No Yes Yes No
FortisBC Electric Yes No Yes Yes Yes
FortisAlberta No No Yes No No
Hydro One Networks Yes Yes N/A No Yes
Maritime Electric Yes No No No Yes
Nova Scotia Power No No Yes No No

12

13
14
15
16
17
18
19
20
21

Importantly, Newfoundland Power does not have a mechanism to recover extraordinary storm-
related costs despite operating in a service territory characterized by the most severe ice and
wind conditions in Canada. Nova Scotia Power was recently allowed to implement a storm cost
recovery rider for extraordinary storm costs beyond specified levels. ATCO Electric,
FortisAlberta and FortisBC’s electric utility are allowed to recover extraordinary storm-related
costs under terms of their respective PBR plans on a case-by-case basis under the Z factor (i.e,,
an exogenous cost that is beyond management control and from an unforeseen event). This is an
important factor that differentiates Newfoundland Power from several Canadian electric utilities

and increases the Company’s business risk.
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h. Conclusions on Business Risk Compared to Other Canadian Electric
Utilities

Concentric concludes that Newfoundland Power has above average business risk compared to
other Canadian electric utilities. In particular, factors contributing to this higher risk profile
include Newfoundland Power’s small size, dependence on one supplier, weaker macroeconomic
and demographic trends in the province as compared to the remainder of Canada, and weather
and storm-related risk. While the regulatory framework in Newfoundland and Labrador is
generally supportive of maintaining credit quality, there are certain aspects of the operating
environment where Newfoundland Power has higher business risk than other Canadian investor-
owned electric utilities. Further, Newfoundland Power has more power supply risk than other
Canadian investor-owned electric utilities due to the cost of the Muskrat Falls project combined
with additional costs associated with bulk electricity supply on the island portion of

Newfoundland and Labrador that were previously not anticipated.

The small size of Newfoundland Power in terms of retail customers and revenues from electric
utility service makes the Company more vulnerable to changes in customer demand due to
economic and demographic conditions in the Province. Furthermore, the rising cost of the
electricity supply for Newfoundland Power has the potential to contribute to an increase in
electricity rates, which places pressure on customer demand and raises uncertainty regarding
costrecovery. Compared to other electric utilities in Canada, Newfoundland Power has more risk
associated with variations in purchased power costs due to the limitations associated with the
RSA. As mentioned, Newfoundland Power is exposed to elevated storm-related risk in its service
territory but does not have regulatory protection that ensures recovery of unanticipated storm-
related costs through a deferral account, unlike several other investor-owned electric utilities in

Canada.

4. Comparison to U.S. Electric Utility Proxy Group

a. Regulated Electric Utility Operations

Newfoundland Power derives 100 percent of its operating income and revenues from regulated
electric utility service. As shown in Exhibit ]MC-12, the U.S. Electric utility proxy group
companies derive approximately 97 percent of income from regulated service, approximately 96
percent of regulated revenues and regulated income is from electric utility service, and

approximately 96 percent of regulated assets are dedicated to electric utility operations. For this
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reason, we believe that the U.S. Electric utility proxy group is more representative of
Newfoundland Power’s electric utility operations than the Canadian proxy group companies,
which generally derive substantially lower percentages of operating income and revenues from
electric utility service, and have a lower percentage of assets dedicated to electric utility

operations.

b. Credit Rating Agency View on U.S. Regulatory Framework

In September 2013, Moody’s issued a report discussing its evolving view of U.S. utility regulation.

In that report, Moody’s stated:

Based on our observations of trends and events, we propose to adopt a generally more
favorable view of the relative credit supportiveness of the U.S. utility regulatory
environment. Our updated view considers improving regulatory trends that include the
increased prevalence of automatic cost recovery provisions, reduced regulatory lag, and
generally fair and open relationships between utilities and regulators.

*kKk

Our revised view that the regulatory environment and timely recovery of costs is in most
cases more reliable than we previously believed is expected to lead to a one notch
upgrade of most regulated utilities in the U.S., with some exceptions. This evolving view
is independent of the proposed changes in the methodology that are highlighted in the
Summary section that follows, and would have taken place even if the 2009
methodology were to remain in place without modification.111

More recently, a March 2019 report by equity analysts at Scotiabank indicated that they view the
regulatory environments in Canada and the U.S. as being similar for regulated utilities. In
explaining why they expect the valuations of Canadian and U.S. utilities to converge, Scotiabank

observed:

Canadian and U.S. valuations should converge. Historically, the Canadian utilities
have traded at a premium to their mid-cap U.S. peers. We attribute this to the
historical view that Canadian regulation was superior to U.S. regulation (we no
longer have that view) as well as to strong earnings growth in part due to M&A. As

111 Moody’s Investors Service, “Proposed Refinements to the Regulated Utilities Rating Methodology and our
Evolving View of US Utility Regulation,” September 23, 2013, at 1.
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shown in Exhibit 19, based on forward consensus estimates, the Canadian names now
trade at a 3x discount.112

The Moody’s and Scotiabank reports confirm our assessment of the comparability of the U.S. and

Canadian regulatory environments.

c. Comparison to U.S. Electric Utility Proxy Group

As a preliminary matter, Concentric notes that from the investors’ perspective, both short-term
and long-term risk are important. Regulation generally is better at addressing short-term risk,
whereas long-term risk cannot be mitigated as effectively by regulation. For example, changes in
competitive positioning vs. alternative fuels, shifts in service area demographics, or policy
mandates impacting long-term business prospects may not be fully protected. Exhibit JMC-13
compares the business risk for Newfoundland Power to the U.S. Electric utility proxy group. As
shown in that Exhibit, and summarized below, Newfoundland Power generally has comparable

business risk as the U.S. Electric Utility proxy group.

a) Regulated generation risk: Newfoundland Power owns limited regulated generation
assets and therefore has lower generation risk than the U.S. Electric utility proxy group

operating companies, the majority of which own some regulated generation assets.

b) Fuel and purchased power cost risk: Newfoundland Power purchases approximately
93 percent of its power supply from NLH and generates the remaining 7 percent of its
energy supply from Company-owned hydro-electric plants. The Company is allowed to
recover variations in NLH’s production costs in a timely fashion through the RSA,
subject to certain limitations described previously. All of the electric utility companies
in the U.S. proxy group have fuel adjustment clauses that allow them to pass through
prudently-incurred fuel and purchased power costs to customers. As such, the U.S.
Electric utility companies are not at risk for differences between the projected and
actual cost of fuel and purchased power. We note that Newfoundland Power’s
predominant reliance on a single source of power and the integration of the Muskrat
Falls project places it at greater risk of supply disruptions than the average U.S. utilities,
and the effective limitations on Newfoundland Power’s RSA constrain the Company’s

ability to recover variations in purchased power costs.

112 Scotiabank Equity Research Spotlight, Energy Infrastructure, March 18, 2019, at 9. [Emphasis added.]

CONCENTRIC ENERGY ADVISORS, INC. PAGE 80



AN N B~ W N =

10
11

12
13
14
15
16
17
18
19
20
21

22
23
24
25
26
27
28
29
30
31
32

v

CosST OF CAPITAL REPORT
PREPARED FOR NEWFOUNDLAND POWER INC.

<)

d)

Regulatory lag: Newfoundland Power files rate applications based on a forecasted test
year, while 41 percent of operating companies in the U.S. Electric proxy group use fully
or partially forecasted test years. Newfoundland Power’s revenue requirement is
determined based on average rate base, while 59 percent of operating companies in the
U.S. proxy group use year-end rate base, which provides more timely recovery of capital

investments than those with a historic test year.

Volume/demand risk: Newfoundland Power has a weather normalization adjustment

clause that provides regulatory protection against changes in volume/demand caused
by abnormal weather conditions. By comparison, approximately 54 percent of the
operating companies in the U.S. Electric utility proxy group have full or partial revenue

decoupling mechanisms that mitigate volume/demand risk.

Capital costrecovery risk: Newfoundland Power annually files a capital investment plan

with the Board, and the Board approves a specified amount that will be recoverable in
future rates. Approximately 74 percent of the operating companies in the U.S. Electric
utility proxy group either receive pre-approval for capital expenditures and/or are
allowed to earn a cash return on Construction Work in Progress. In addition, 85 percent
have cost tracking mechanisms that allow them to recover capital costs between rate
cases (for renewables expense, environmental compliance, generation capacity, generic
infrastructure replacement, and transmission expense). Newfoundland Power does not
have any capital tracking mechanisms and earns AFUDC on capital costs rather than a

cash return on CWIP.

Operating cost recovery mechanisms: Newfoundland Power has been allowed to

implement a number of deferral and variance accounts; likewise, the operating
companies in the U.S. proxy group employ similar regulatory protection against specific
categories of costs that tend to fluctuate significantly from year to year, are material in
nature, and are beyond the control of utility management. For example, Newfoundland
Power has an account for recovery of energy efficiency and conservation costs, and 80
percent of operating companies in the U.S. Electric utility proxy group also have an
account for this purpose. A notable exception is that Newfoundland Power has limited
protection against storm-related costs (both operating and capital costs), which tend to
be a significant risk factor in any given year due to harsh climate conditions in the

Province. Newfoundland Power is allowed to place storm-related capital investments
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in rate base, but cost recovery of that capital investment is delayed until the next rate
case. Of the U.S. Electric utility proxy group companies, 37 percent of the operating

companies have a storm-cost recovery account.

In addition to these short-term risks, as discussed previously, Newfoundland Power has higher
long-term business risk than the U.S. proxy group companies due to (1) unfavorable demographic
trends (e.g., Newfoundland Power serves an island where the population is aging and is expected
to decline in absolute terms over the medium to long term), and (2) the fact that macroeconomic
growth is projected to be weak in the Province over the medium to long term. In addition,
Newfoundland Power’s service territory is exposed to severe weather conditions, especially wind
and ice storms that can lead to service disruptions during the winter months with a customer

base that relies primarily on electric heating.

d. Conclusions on Business Risk of Newfoundland Power Compared
to U.S. Electric Utility Proxy Group
Based on the business risk analysis, Concentric concludes Newfoundland Power has somewhat
higher business risk than the proxy group of U.S. Electric utility companies. In particular, factors
contributing to this higher risk profile include Newfoundland Power’s small size, dependence on
one supplier, and weather and storm related risk. Newfoundland Power has similar business risk
to the U.S. Electric utility proxy group on most factors that affect the short and intermediate term
variability of earnings and cash flows. Notable differences include: a) the approval of CWIP in
rate base for companies in the U.S. proxy group; b) the use of forecasted test years for
Newfoundland Power; and c) the prevalence of storm cost trackers for the U.S. proxy group.
Further, Newfoundland Power faces a less favorable economic and demographic environment, as

well as a more severe operating environment and smaller size.

One distinguishable difference in business risk between Newfoundland Power and the U.S. proxy
group is the higher percentage of U.S. proxy group companies that own regulated generation
assets. However, Newfoundland Power has an offsetting risk related to its reliance on a single
source of electric supply and challenges associated with integration of the Muskrat Falls project.
On balance, Newfoundland Power’s business risk is somewhat higher than the operating
companies in the U.S. Electric utility proxy group that would cause an investor to assign a higher

risk profile to Newfoundland Power.
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C. Risk Analysis Conclusions

Based on the results of the financial and business risk analyses discussed throughout this report,
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Concentric recommends that the Board find that:

The small size of Newfoundland Power and the operating challenges of providing
electricity in the Company’s service territory continues to support a higher common
equity ratio than other investor-owned electric utilities in Canada;

Certain factors suggest that the business risk for Newfoundland Power remains elevated
due to the Muskrat Falls project. While certain government rate mitigation plans have
been introduced, new risks associated with the need to maintain backup for the LIL have
been introduced. This includes the continued operation of Holyrood and the need for
new supply once it is retired. This places upward pressure on the cost of the Company’s
power supply;

Challenging demographic and macroeconomic trends in the Province place downward
pressure on electricity demand over the medium to longer-term;

Regulatory protections to mitigate business risk for Newfoundland Power generally are
similar to those for the operating companies in the U.S. Electric utility proxy group;

The business risk of Newfoundland Power is higher than that of other Canadian investor-
owned electric utilities;

The business risk of Newfoundland Power is comparable to the Company’s business risk
at the time of the last GRA in 2021; and

The financial risk of Newfoundland Power with 45 percent common equity is comparable
to that of the Canadian and U.S. electric utility proxy groups, based on an analysis of

deemed equity ratios and key cash flow and interest coverage metrics.

Based on the foregoing, we conclude that the current deemed common equity ratio for
Newfoundland Power of 45 percent remains the minimum appropriate level given these relative

financial and business risks.

AUTOMATIC ADJUSTMENT FORMULA

An automatic adjustment formula was originally established for Newfoundland Power in 1998.

At that time, the Board stated that there may be circumstances which would render the use of a
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formula inappropriate for Newfoundland Power, including changes in financial market
conditions which would suggest the formula is not accurately reflecting the appropriate return
on equity.!13 In 2016, 2019 and 2022, the Board accepted the agreement between the parties

that the continued suspension of the formula is appropriate.114

In the Company’s evidence, Newfoundland Power requests continued suspension of the formula
due to volatility in financial markets and ongoing economic uncertainty. We agree with
Newfoundland Power’s position that the Board should not re-instate an automatic adjustment

formula for the Company at this time for the reasons discussed below.

Automatic Adjustment Mechanisms (“AAM”) tied only to government bond yields were once
prevalent across Canada. In the period following the global economic crisis in 2008-2009, when
government bond yields were at their lowest levels and credit spreads near the highest levels,
Canadian regulators began to recognize that ROE could not be reliably estimated through a
simple relationship to government bond yields. In response, provincial regulators and the NEB
either abandoned the formulaic approach to setting ROE, or adjusted the formula to incorporate
a second factor, corporate credit spreads. The currently suspended BC formula, the revised
Ontario formula, and the now suspended Quebec formula all adjusted their previous formulas to
include a two-factor model that used forecast government bond yields while also incorporating
utility credit spreads (over government bonds).115 Incorporating a term for the credit spread
between the utility bond and the long Canada bond yield helped to mitigate a fundamental

weakness in the legacy formula: sole reliance on the Canadian long bond yield.

Today, only the OEB and the AUC use an ROE adjustment formula. The remainder of the
provinces have either indefinitely suspended their use or have discontinued the formula
altogether. Until recently, the two-factor formula had been working relatively well in Ontario,
butin 2021 and 2022 it produced the lowest authorized ROEs for regulated utilities because bond

yields (on which the formula is based) declined sharply even as risk for equity investors

113
114
115

Order No. P.U. 13(2013), at 36.

Order No. P.U. 18(2016), at 10, Order No. P.U. 2(2019), at 15, and Order No. P.U. 3(2022), at 17.

The BCUC recently declined to reinstate a formula, citing concerns with “uncertain economic conditions”
and the “current high inflationary environment.”
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increased.116 Alberta recently returned to the use of an adjustment formula similar to the one

used in Ontario for 2024 and subsequent years.

Concentric has previously examined alternative inputs and parameters used to construct
formulas and compared how formulas perform over time against non-formulaic results and
under varying market conditions. Based on our analysis and assessment of alternatives, we
concluded that all formulaic approaches run the risk of deviation from a fair return. We further
concluded that fluctuations in financial markets are inevitable, and relationships between bond
and utility equity securities cannot be fully anticipated by historical relationships, causing the
results of ROE formulas to deviate from required equity returns. Consequently, periodic rate
hearings remain the only reliable method for determination of utility ROEs, particularly during

uncertain economic conditions.

VIII. OVERALL CONCLUSIONS AND RECOMMENDATIONS

For the reasons discussed throughout this report, it is appropriate to consider multiple
methodologies including the DCF, CAPM and Risk Premium results when establishing the
authorized ROE for Newfoundland Power. The results of our analyses are summarized in Figure

42.

Figure 42: Summary of Results11?

CANADIAN U.S. NORTH
UTILITY | ELECTRIC | AMERICAN
PROXY PROXY ELECTRIC
GROUP GROUP PROXY
GROUP
CONSTANT GROWTH 10.03% 10.44% 10.07%
DCF
MULTI-STAGE DCF 10.17% 9.38% 9.42%
AVERAGE CAPM 10.09% 10.68% 10.37%
RISK PREMIUM 10.26% 10.26%
AVERAGE 10.10% 10.19% 10.03%

116 The OEB ROE adjustment formula was producing results higher than the average of other investor-

owned electric and gas utilities until more recent years.

117 DCF results are based on 90-day average stock prices for proxy group companies. Results include 50

basis points for flotation costs and financial flexibility except for risk premium results.
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We also present our results using only the Multi-Stage DCF model, the CAPM with a historical
market risk premium, and the Risk Premium model. This provides a more conservative estimate

of the cost of equity for Newfoundland Power. Those results are summarized in Figure 43.

Figure 43: Summary of Alternative Results

CANADIAN U.S. NORTH
UTILITY | ELECTRIC | AMERICAN
PROXY PROXY ELECTRIC
GROUP GROUP PROXY

GROUP
MULTI-STAGE DCF 10.17% 9.38% 9.42%
HISTORICAL CAPM 9.57% 10.15% 9.86%
RISK PREMIUM 10.26% 10.26%
AVERAGE 9.87% 9.93% 9.85%

The average results of the Multi-Stage DCF, historical CAPM and Risk Premium methods for the
North American Electric proxy group is 9.85 percent, within the range from 9.42 percent to 10.26
percent. The average for the Canadian proxy group is 9.87 percent and for the U.S. Electric proxy
group is 9.93 percent. Based on this analysis, we believe a reasonable estimate of Newfoundland
Power’s cost of equity is 9.85 percent. In addition, a common equity ratio of 45.0 percent remains

reasonable, if not conservative, given the business and financial risks of Newfoundland Power.
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JAMES M. COYNE
SENIOR VICE PRESIDENT

Mr. Coyne provides financial, regulatory, strategic, and litigation support services to clienfs in
the nafural gas, power, and utilities industries. Drawing upon his industry and regulatory
expertise, he regularly advises utilities, public agencies and investors on business strategies,
investment evaluations, and maftters pertaining fo rate and regulatory policy. Prior to
Concentric, Mr. Coyne worked in senior consulting positions focused on North American utilities
industries, in corporate planning for an integrated energy company, and in regulatory and
policy positions in Maine and Massachusetts. He has authored numerous arficles on the energy
industry and provided testimony and expert reports before federal, state and provincial
jurisdictions in the U.S. and Canada. Mr. Coyne holds a B.S. in Business from Georgetown
University and an M.S. in Resource Economics from the University of New Hampshire.

AREAS OF EXPERTISE
Energy Regulation

Rate policy

Cost of capital

Incentive regulation

Fuels and power markets
Management and Business Strategy

e Fuels and power market assessments

e Investment feasibility

e Corporate and business unit planning

e Benchmarking and productivity analysis

Financial and Economic Advisory

e Valuation analysis
e Due diligence
e Buy and sell-side advisory

Litigation Support and Expert Testimony

e Rate and regulatory policy
e Fuels and power markets
e Contract litigation

e Valuation and damages
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PROFESSIONAL HISTORY

Concentric Energy Advisors, Inc. (2006 - Present)
Senior Vice President
Vice President

FTI Consulting (Lexecon) (2002 - 2006)
Senior Managing Director — Energy Practice

Arthur Andersen LLP (2000 - 2002)
Managing Director, Andersen Corporate Finance - Energy and Utilities

Navigant Consulting, Inc. (1996 - 2000)
Managing Director, Financial Services Practice
Senior Vice President, Strategy Practice

TotalFinaEIf (1990 - 1996)

Manager, Corporate Planning and Development

Manager, Investor Relations

Manager of Strategic Planning and Vice President, Natural Gas Division

Arthur D. Little, Inc. (1989 - 1990)
Senior Consultant - International Energy Practice

DRI/McGraw-Hill (1984 - 1989)
Director, North American Natural Gas Consulting
Senior Economist, U.S. Electricity Service

Massachusetts Energy Facilities Siting Council (1982 - 1984)
Senior Economist - Gas and Electric Utilities

Maine Office of Energy Resources (1981 - 1982)
State Energy Economist
EDUCATION

University of New Hampshire
M.S., Resource Economics, with honors, 1981

Georgetown University

B.S., Business Administration and Economics, cum laude, 1975
DESIGNATIONS AND AFFILIATIONS

Community Rowing Inc., Board of Directors, 2015 - 2019

Georgetown University, Alumni Admissions Interviewer, 1988 - current

NASD General Securities Representative and Managing Principal (Series 7, 63 and 24 Certifications),
2001
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American Petroleum Institute, CEO’s Liaison to Management and Policy Committees, 1994-1996
National Petroleum Council, Regulatory and Policy Task Forces, 1992

President, International Association for Energy Economics, Dallas Chapter, 1995

Gas Research Institute, Economics Advisory Committee, 1990-1993

NARUC, Advanced Regulatory Studies Program, Michigan State University, 1984

PUBLICATIONS AND RESEARCH

“Advancing FERC’s Methodology for Determining Allowed ROEs for Electric Transmission
Companies,” submitted to FERC on behalf of EEI, James Coyne, Joshua Nowak and Julie Lieberman,
May, 2020.

“Regulator Rationale for Ratepayer-Funded Electricity and Natural Gas Innovation”, James M. Coyne,
Robert C. Yardley, Jr. and Jessalyn G. Pryciak, Energy Regulation Quarterly, Volume 6, Issue 3, 2018.

“Stimulating Innovation on Behalf of Canada’s Electricity and Natural Gas Consumers” (with Robert
Yardley), prepared for the Canadian Gas Association and Canadian Electricity Association, May 2015.

“Autopilot Error: Why Similar U.S. and Canadian Risk Profiles Yield Varied Rate-making Results”
(with John Trogonoski), Public Utilities Fortnightly, May 2010

“A Comparative Analysis of Return on Equity of Natural Gas Utilities” (with Dan Dane and Julie
Lieberman), prepared for the Ontario Energy Board, June 2007

“Do Utilities Mergers Deliver?” (with Prescott Hartshorne), Public Utilities Fortnightly, June 2006

“Winners and Losers: Utility Strategy and Shareholder Return” (with Prescott Hartshorne), Public
Utilities Fortnightly, October 2004

“Winners and Losers in Restructuring: Assessing Electric and Gas Company Financial Performance”
(with Prescott Hartshorne), white paper distributed to clients and press, August 2003

“The New Generation Business,” commissioned by the Electric Power Research Institute (EPRI) and
distributed to EPRI members to contribute to a series on the changes in the Power Industry,
December 2001

Potential for Natural Gas in the United States, Volume V, Regulatory and Policy Issues (co-author),
National Petroleum Council, December 1992

“Natural Gas Outlook,” articles on U.S. natural gas markets, published quarterly in the Data Resources
Energy Review and Natural Gas Review, 1984-1989
SELECTED SPEAKING ENGAGEMENTS

“The Market Risk Premium: An In-Depth Review”, Society of Utility and Regulatory Financial Analysts
53rd Financial Forum, Richmond, VA, April 28,2022

“Energy Sector in Transition”, Ontario Energy Association, Toronto, ON, September 24, 2018.
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“Understanding Regulated Utilities in Today’s Capital Markets”, NARUC Annual Meeting, La Quinta,
CA, November 14, 2016.

“Rate of Return: Where the Regulatory Rubber Meets the Road,” CAMPUT Annual Conference,
Montreal, Quebec, May 17, 2016.

“Innovations in Utility Business Models and Regulation”, The Canadian Association of Members of
Public Utility Tribunals (CAMPUT) 2015 Energy Regulation Course, Queens University, Kingston,
Ontario, June 2015

“M&A and Valuations,” Panelist at Infocast Utility Scale Solar Summit, September 2010

“The Use of Expert Evidence,” The Canadian Association of Members of Public Utility Tribunals
(CAMPUT) 2010 Energy Regulation Course, Queens University, Kingston, Ontario, June 2010

“A Comparative Analysis of Return on Equity for Utilities in Canada and the U.S.”, The Canadian
Association of Members of Public Utility Tribunals (CAMPUT) Annual Conference, Banff, Alberta,
April 22,2008

“Nuclear Power on the Verge of a New Era,” moderator for a client event co-hosted by Sutherland
Asbill & Brennan and Lexecon, Washington D.C., October 2005

“The Investment Implications of the Repeal of PUCHA,” Skadden Arps Client Conference, New York,
NY, October 2005

“Anatomy of the Deal,” First Annual Energy Transactions Conference, Newport, Rl, May 2005

“The Outlook for Wind Power,” Skadden Arps Annual Energy and Project Finance Seminar, Naples,
FL, March 2005

“Direction of U.S. M&A Activity for Utilities,” Energy and Mineral Law Foundation Conference, Sanibel
Island, FL, February 2002

“Outlook for U.S. Merger & Acquisition Activity,” Utility Mergers & Acquisitions Conference, San
Antonio, TX, October 2001

“Investor Perspectives on Emerging Energy Companies,” Panel Moderator at Energy Venture
Conference, Boston, MA, June 2001

“Electric Generation Asset Transactions: A Practical Guide,” workshop conducted at the 1999 Thai
Electricity and Gas Investment Briefing, Bangkok, Thailand, July 1999

“New Strategic Options for the Power Sector,” Electric Utility Business Environment Conference,
Denver, CO, May 1999

“Electric and Gas Industries: Moving Forward Together,” New England Gas Association Annual
Meeting, November 1998

“Opportunities and Challenges in the Electric Marketplace,” Electric Power Research Institute, July
1998
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SPONSOR DATE | CASE/APPLICANT |DOCKET SUBJECT
Alberta Beverage Container Management Board
Alberta Beverage Container |2016 Return Margin on Bottle
Management Board 2019 Expertfor the Board | N/A Depots
Alberta Utilities Commission

2008 ATCO Gas; ATCO Application No. 2009 Generic Cost of
ATCO Utilities Group 2009 Pipelines Ltd.; ATCO |1578571/ Capital Proceeding (Gas &

Electric Ltd. Proceeding ID. 85 |Electric)
Enmax Power Corporation 2017 |Enmax 22570 Cost of Common Equity
Enmax Powe