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Island Regulatory and Appeals Commission
134 Kent Street — Suite 501

National Bank Tower RECE IVED

Charlottetown, PE
FEB 1 8 2016
Attention: J. Mark Lanigan, CA, CPA,
Director, Corporate and Appeals Division The Island Regulatory

4

and Appeals Commission

Dear Mr. Lanigan:

RE:  Application of Maritime Electric Company, Limited (“MECL”) for an Order Approving
Rates, Tolls, and Charges for the Period March 1, 2016 to and including February 28,
2019

As you know we represent the Government of Prince Edward Island which has intervened in the
captioned matter. ‘

On February 10, 2016 our client received Interrogatories of Commissioned Staff the responses to
which are enclosed herewith.

Additionally, we enclose a copy of a report dated February 3, 2016 prepared by Grant Thornton
on behalf of our client’s agent The Prince Edward Island Energy Corporation providing
observations on capital structure and fair return on common equity for MECL. This is also being
submitted as part of our client’s submission respecting its intervention in this application.

Yours truly,

ENSON & MacKAY

i

/GORDON MacKAY, Q.C.
J/GM/i];D

Enc.

c client



PEl Energy Corporation UE20942 (2016 General Rate Agreement)
Responses to Interrogatories — Commission Staff

1. Attached find reports issued by Concentric Energy Advisors and Ontario Energy Board (“OEB")
staff relating to Cost of Capital and Equity Returns. Please provide commentary rationalizing the
agreed upon ROE of 9.35% in the Agreement with the analysis of these reports. Please advise on
the Company’s estimates of risk premiums which should be paid to MECL as a result of its size,
location or other unique factors.

Maritime Electric proposed a Return on Equity (ROE) of 9.7 percent within a range of 9.5t0 9.9
percent inits’ General Rate Application (GRA). This proposal was supported with a report by
Concentric Energy Advisors (CEA) dated October 16, 2015.

CEA also produced the May 1, 2015 report that was attached to this interrogatory.

The CEA report of October 2015 utilized much of the same data contained in the May 2015 report
but induded ROE analyses and condusions specific to Maritime Electric.

Grant Thornton was initially engaged by the PEI Energy Corporation (Corporation) in December 2015
to review Maritime Electric's GRA. For carrying out this review, both of the above noted CEA reports
were available and utilized.

Observations from this initial review by Grant Thornton indude:

e Newfoundland Power and Nova Scotia Power are comparable regulated electric utilities in
Atlantic Canada. From 2010 to 2015, the allowable ROE for Newfoundland Power and Nova
Scotia Power dropped by 0.2 percent and 0.35 percent, respectively.

e Maritime Electric’s risk is a combination of business risk and financial risk. Maritime Electric’s
business risk is rated as excellent (i.e., low), whichis the best possible rating, and its financial
risk, which is determined by core financial ratios, is rated as aggressive (i.e., relatively high).

e An allowed ROE of less than 9 percent could adversely impact Maritime Electric's “BBB+”
Standard & Poor’s (S&P) overall debt rating.

The other interrogatory attachment, “OEB Staff Report”, indicates that ROE’s for regulated Ontario
utilities have decreased by 0.55 percent from 2010 to 2015.

In rationalizing the agreed upon ROE, Government recognized that past regulatory decisions allowed
for a risk premium, presumably for the purpose of protecting Maritime Electric’s S&P debt rating.
On this basis and in the interests of continued rate stability, it was deemed prudent to reach
agreement on an ROE reduction of 0.4 percent (for an allowed ROE of 9.35 percent). This reduction
is in the range of what has been seenin other Canadian jurisdictions over the past five years.
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PEl Energy Corporation UE20942 (2016 General Rate Agreement)

Responses to Interrogatories — Commission Staff

3.

Over the term of the 2016 General Rate Agreement {Agreement), Governmentintends to gain a
better understanding of Maritime Electric’s financial risk, specifically looking at historical and
forecast financial ratios, and the sensitivity/impact of a lower allowed ROE on core financial ratios
and resulting overall debt rating.

Do you have any information indicating the Schedule of Inputs is now inaccurate, or will within
the term of the Agreement, be different than the projections therein in any material respect?

No, however should there be some unforeseen material change in circumstances that would
necessitate a change the Schedule of Inputs, there is a provision in the Agreement that allows either
party to apply to the Commission to amend the rates, tolls and charges.

The cost of service study discussed in Section 13 of the Application demonstrates that that
Residential Customers have not been paying the full costs of providing service to them, but that
General Service customers have been paying more that the cost of their service. Is this correct?

a) The amended application proposes delaying changes to the second block discount rates until a
further detailed study is completed. Is this correct?

b) Is it correct (based on page 9 of the original application) to say that maintaining the current
second block rate systemis estimated by Maritime Electric to be a subsidy of $773,000, over
term of the Agreement, to that portion of the residential customer class consuming over 2000
kwh/month?

Yes, from a cost of service perspective, there is currently an under collection of costs from
Residential customers and an over collection from General Service customers.

a) Yes, the amended application proposes that any changes to the 2" Block Residential rate class,
and the related changesin other rate structures, will be deferred until March 1, 2019.

b) Based onthe 2" Block threshold adjustments proposed in Maritime Electric’s original
application, $773,000 is the estimated amount of additional revenue that would be collected
over the term of the Agreement from Residential customers that consume more than 2000
kwh/month.
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PEI Energy Corporation UE20942 (2016 General Rate Agreement)
Responses to Interrogatories —Commission Staff

4, Why should the Commission delay implementation of the second block rate changes proposed by
MECL in the original application? Are you aware of any other jurisdiction in North America which
has a discounted pricing structure for higher energy consumption by residential customers?

The 2016 General Rate Agreement as proposed is a collaborative effort that isintended to minimize
and stabilize the costs that Maritime Electric customers incur for access to a secure and reliable
electridty supply.

It is understood and agreed that 2" Block pricing, whereby consumption above a certain threshold
results in a discount, intuitively sends the wrong message to consumers. However, it should also be
noted that the current 2" Block pricing structure for the Residential rate class has been around for
some time and changes toit could have a significant financial impact on some electricity consumers.
For this reason, there are several activities that should preclude any change to the status quo,
including:

o The development of a new Provincial Energy Strategy is currently underway which could
lead to new policy direction on electricity supply and/or usage;

e A more comprehensive Demand Side Management Plan is expected through direction from
the Commission and collaboration between Maritime Electric and Government.

e The results of the 2014 Cost Allocation Study and subsequent updates should feed into a
Rate Design Study asis proposed in the amendments to the GRA submission.

e Consultation with electricity consumers that will be affected by the results of the Rate
Design Study should occur. For the consumers that are materially impacted by the results of
the Rate Design Study, there may be opportunities to mitigate the financial burden through
programs resulting from the Provindal Energy Strategy and Demand Side Management Plan.

The Corporation is not aware of any other jurisdiction in North America with discounted energy
pricing for higher consumption for customers in a Residential rate class.
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GrantThornton

An instinct for growth”

Mrs. Kim Hottelt, P. Eng.,
Chief Executive Officer, PEI Energy Cotporation

4th Floor Jones Building
P.O. Box 2000 Grant Thomton LLP
‘ Suite 710

Chatlottetown, PE. C1A 7N8 98 Fitzroy Street, PO Box 187

Charlottetown, PE
February 3, 2016 C1ATKe

T +1 902 892 6547

F +1 902 566 5358
Dear Mrs. Horrelt: www.GrantThornton.ca

OBSERVATIONS ON CAPITAL STRUCTURE AND FAIR RETURN ON
COMMON EQUITY

We enclose our independent reportt as to our observations of Maritime Electric Company
Limited’s capital structure and fair retuth on common equity for 2016.

Our report, along with supporting calculations, details the methods, considerations, analyses
that underlie our obsetvations. We believe that our repott must be considered as a whole.
Selecting portions of our report or the factors we considered, without considering all factors
and analyses together, could create a misleading view of the process undetlying the report. The
pteparation of a report is a complex process and is not necessatily susceptible to partial analysis
ot summary description. Any attempt to do so could lead to undue emphasis on any particular
factor or analysis.

We thank you for the opportunity to provide our setvices and will be pleased to discuss the
foregoing with you at your convenience.

Yours sincerely,

(ﬁcwy) g’ﬁ; Proa—

Troy MacDonald, CPA, CA, CBV Louis-Pierre Francoeur, CPA, CA, CBV
Partnet, Advisoty Setvices Senior Managet, Advisoty Setvices
LPF/amf

Audit * Tax * Advisory

Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd
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PEI Energy Corporation 1
February 3, 2016

Observations

Our observations are based on the scope of our review and subject to the assumptions, restrictions, and
qualifications noted herein.

® Duting the period of 2010 to 2015, we obsetve that the allowed teturn on equity’s (“ROE”)
approved by Canadian regulators have decreased.

® We note that the allowed ROEs in 2010 (during the Company’s last genetal rate application
(“GRA”)) are higher than in 2015. Specifically, we note that Maritime Electtic Company Limited’s
(“the Company”) allowed ROE premium over Newfoundland Power and Nova Scotia Power was
0.75% and 0.40%, respectively, in 2010 vs. 0.95% and 0.75% in 2015.

¢ Duting the petiod of 2010 — 2015, we obsetve that the allowed common equity ratios approved by
Canadian regulators have been relatively stable.

® Concenttic Energy Advisors, in its report, utilized the Capital Asset Pricing Model (“CAPM”) and
Discounted Cash Flow (“DCE”) approaches, and these approaches ate the most widely accepted by
Canadian regulatots.

® Concentric Energy Advisors, in its repott, has an ROE conclusion ptimarily based on a North
American Proxy Group. Canadian regulatots have accepted the use of comparable US data but have
not necessatily placed equal weight on US data.

e We note no major changes in the fair return on equity standatd.

¢ Inits March 2015 report, Standard & Poot’s (“S&P”) noted that the Company had an “Excellent”
business risk profile and an “Aggtessive” financial risk profile. We recommend further wotk be
petformed as to better understand the financial risk, specifically looking at historical and forecast
financial ratios, and the sensitivity/impact of having a lower allowed ROE on S&P’s core ratios.

¢ The Company continues to atgue that it has higher total/overall risk than other Atlantic Canadian
electric utilities and comparable utilities actoss Canada. The Company’s business risk is rated as
“Excellent”, which is the highest category. The Company’s overall credit rating is lowered due to its
comparatively weaker financial ratios.

Audit * Tax « Advisory
Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd
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PEI Energy Corporation 2
February 3, 2016

¢ Cutrent long-term Government of Canada benchmatk bond yields are below those used to establish
the Company’s regulated ROE as part of the 2010 GRA.

* Duting the period of 2010 — 2015, we note that the key economic indicators have been relatively
stable.

¢ On Januaty 29, 2016 we note that the Company and the Province of Prince Edward Island signed a
settlement agreement whereby the allowed ROE effective Match 1, 2016 until February 28, 2019 will
be 9.35%. The Company’s allowed ROE premium over Newfoundland Power and Nova Scotia
would be 0.55% and 0.35%, which puts it more in line with the ptemiums that existed in 2010 (date
of last GRA). This assumes the 2016 allowed ROEs in both Newfoundland Power and Nova Scotia
would be the same as in 2015.

Scope of work
In completing this assignment, we reviewed and telied upon the following information, documents and

data:

a  Evidence regarding capital structure and cost of capital filed by the Company on October 28,
2015 with the Island Regulatory & Appeal Commission (“the Commission™);

b Commission’s Order UE-10-03 concerning capital structute and fair return on equity;

c  Allowed return on equity and equity tatios of other Canadian regulators for 2010 - 2015, as
available;

d  Cost of capital decisions of other Canadian regulatots since the Company’s 2010 GRA,
e Bank of Canada information;
f  S&P credit reports, March 2009 and March 2015;

g S&P criteria information: (1) Utilities: Key Credit Factors For The Regulated Utilities Industry,
and (2) Corporates: General: Corporate Methodology;

h  PEI Department of Finance - economic indicatots as of February 1, 2016;
i Capital IQ;

j  Settlement agreement between the Company and the Province of Prince Edward Island dated
January 29, 2016;

k  Evidence, information requests and related responses filed by any other patties to the
proceeding; and

1 Various discussions with the PEI Energy Cotporation (“PEI Corp.”) management.

Audit « Tax * Advisory
Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd
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We did not audit ot otherwise vetify the data and information contained in these documents.

Assumptions
In preparing our report, no major assumptions were made that may affect our observations.

Audit » Tax « Advisory
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February 3, 2016

Introduction

Introduction and purpose

PEI Corp. has requested that in connection with the GRA of the Company, we prepate a report
(“Repott”) outlining our observations as to the reasonableness of the Company’s capital structure and
fair return on common equity.

At a later date, the PET Cotp. may hire Grant Thornton LLP to prepare an independent expert repott.
As such, this Report does not include any conclusions and is not an expert report under the Practice
Standards #310 or Limited Critique Report undet Practice Standards #410 of the Canadian Institute of
Chartered Business Valuatots.

We understand that our Report may be disclosed as patt of a public rate hearing process, and we have
given PEI Corp. our consent to the use of out Repott for this putpose.

You have agreed that you will use our Repott only fort the purpose stated above. No other use is
intended or permitted without the prior written consent of Grant Thornton LLP.

All amounts contained in this Repott ate expressed in Canadian dollars unless otherwise stated.

Audit » Tax * Advisory
Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd
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Fair return standard

We note no major changes in the fair return on equity standatd since the Company’s previous GRA.
The principles undetlying the determination of a fair retutn continue to be articulated in key legal
decisions.

Audit « Tax » Advisory
Grant Thornton LLP. A Canadian Member of Grant Thornton International Ltd
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PEI Energy Corporation 6
February 3, 2016

Canadian regulatory overview

We have reviewed the cost of capital decisions of other Canadian regulatots since the Company’s 2010
GRA.

We acknowledge that looking to cost of capital decisions of other Canadian regulators may have an
aspect of citcularity. However, we believe that the recent decisions of other Canadian regulatots can
provide another check as to teasonableness.

We have excluded Canadian jurisdictions that mainly regulate Crown corporations as we believe their
figures are not comparable. Investor-owned utilities ate mote relevant as market information (such as
debt ratings) is based on a function of a utility’s risk on a stand-alone basis and not of one being directly
ot indirectly supported by government ownetship.

ROE methodology

The most widely used ROE estimation techniques used by Canadian regulators are CAPM and DCF
and, to a lesser extent, the Equity Risk Premium (“ERP”) and Comparable Earnings (“CE”)
approaches. As recent examples, we note the following:

— The British Columbia Utilities Commission (“BCUC”), in its 2013 decision, used CAPM and
DCF, and placed no weight on the ERP and CE methodologies to detetmine a fair ROE. Equal
weighting was given to both the CAPM and DCF approaches!.

— The Alberta Utilities Commission (YAUC”), in its 2015 decision, used the CAPM and DCF
methodologies and placed little or no weight on other methodologies.

— The Board of Commissioners of Public Utilities, Newfoundland and Labrador (“NL PUB"), in its
2013 decision, concluded that given the cuttent financial and economic conditions, a simple
application of the CAPM cannot be telied on to produce a fair return. In the circumstances, the
NL PUB believed it was necessaty to take a broadet view and look to other available information
in relation to fair return. The NL PUB continued to give primary weighting to the CAPM

" BCUC Generic Cost of Capital Proceeding, May 2013 Decision, Stage 1, page 56.
? AUC Generic Cost of Capital Proceeding, Mardh 2015 Decision, page 57.

Audit * Tax « Advisory
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PEI Energy Corporation 7
February 3, 2016

approach; however, it considered the DCF approach as well (albeit placed lesser weight than
CAPM). The NL PUB placed little weight on the ERP approach.?

— We note that Concentric Energy Advisors, in its report, utilized the CAPM and DCF approaches
and gave equal weighting to each*.

Allowed ROEs and common equity ratios
In Table 1 and Table 2 below, we have compiled the allowed teturn on common equity and equity
ratios approved by other Canadian tegulatots in 2010 - 2015.

Table 1 - Allowed return on common equity

Entity 2010 2011 2012 2013 2014 2015
British Columbia Utilities Com

Benchmark utility 9.50% 9.50% 9.50% 8.75% 8.75% 8.75%
FortisBC Enetgy Inc. - gas distribution 9.50% 9.50% 9.50% 8.75% 8.75% 8.75%
FortisBC Enetgy (Vancouver Island) Inc. - gas distribution 10.00% 10.00% 10.00% 9.25% 9.25% N/A
FortisBC Energy (Whistler) Inc. - gas distrnibution 10.00% 10.00% 10.00% 9.50% 9.50% N/A]
FortisBC Inc. - cntegrated elecinic 9.90% 9.90% 9.90% 9.15% 9.15% 9.15%
PNG - West Division ~ gar distribution 10.15% 10.15% 10.15% 9.50% 9.50% 9.50%
PNG - Fort St. John/Dawson Creek - gas dirtribution 9.90% 9.90% 9.90% 9.25% 9.25% 9.25%
PNG - Tumbler Ridge - gas distribution 10.15% 10.15% 10.15% 9.50% 9.50% 9.50%)
Alberta Utilities Commission

Generic cost of equity 9.00% 8.75% 8.75% 8.30% 8.30% 8.30%
Ontario Energy Board

Generic cost of equity 9.75%, 9.85% 9.85%, 9.58% 9.58%, 9.12% 9.12%, 8.98% 8.98%, 9.36% 9.36%, 9.3%
Quebec Regie de I'Energie

Gaz Metro - gas distribution 9.20% 9.20% 8.90% 8.90% 8.90% 8.90%
Nova Scotia Utility and Review Board

Nova Scotia Power Inc. - integrated electric 9.35% 9.20% 9.20% 9.00% 9.00% 9.00%
Prince Edward Island Regulatory & Appeals C. issi

Maritime Blectric - integrated electric 9.75% 9.75% 9.75% 9.75% 9.75% 9.75%
National Energy Board (note 1) N/A N/A N/A N/A N/A N/4|
Board of Commissioners of Public Utilities, NL

Newfoundland Power Inc. - integrated electric 9.00% 8.38% 8.80% 8.80% 8.80% 8.80%
Note 1: NEB allows a WACC on the rare base rather than an ROE and a deemsed capival siructure. NEB has not issuod an ROE docision

sénee 2009.

Sources:

BCUC Order No. G-158-09; Fortis 2011 annual repors; BCUC Ordor No. G-#7-12; FortisBC Inz. Applisation for 2012/ 2013 Retenue Requirements and Reriew of 2012 Integrated System
\Plan; AUC Generic Cost of Capital Decisions 2009 & 2011; OEB Cost of Capital Parameter Updares 2011 and 2012; Regie D-2009-156 ¢ D-2011-182; 2010 NSUARB 6, 2011
INSUARB 184; IRAC Order UE10-03; NEB RH-1-2008 Decision; NL PUB Orders Nos. P.U. 43 (2009), P.U. 32 (2010), P.U. 17 (2012).

INL PUB Order 13 (2013), Nefoundland Power 2016/ 2017 General Rate Application, Maritime Ebtric 2016 General Rate Application, AUC Generie Cost of Capital Dedision 2013, BCUC
Order No. G-47-14, Emera 2014 Annual Report, Emera 2013 Annual Report, OEB cost of capital updates 2012, 2013, 2014 and 2015, Gag Metro 93-2015 financial reports

During the petiod of 2010 to 2015, we obsetve that the allowed ROEs approved by Canadian
regulators have decreased.

We note that the allowed ROEs in 2010 (duting the Company’s last GRA) are higher than in 2015. For
example, since 2010 we note that the allowed ROEs have decreased by 0.65 - 0.75% in British
Columbia, decreased 0.70% in Alberta, decteased 0.55% in Ontario, decreased 0.30% in Quebec,
decreased 0.35% in Nova Scotia and decreased 0.20% in Newfoundland and Labrador. The reduction
in allowed ROEs in British Columbia, Alberta, Quebec, Nova Scotia, and Newfoundland and Labrador
ate a result of regulatory decisions. The Ontatio Enetgy Boatd (“OEB”) continues to utilize an
automatic adjustment formula, and this has resulted in lower allowed ROEs. The OEB is the only

? PUB Order No. PU 13 (2013), pages 17-31.
* Concentric Energy Advisors, Cost of Capital report, page 3.
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regulator that currently uses an automatic adjustment formula. The BCUC also utilizes an automatic
adjustment formula; however, it only comes into effect if the long Canada bond yield is above 3.8%.5

We note that the Company’s allowed ROE ptemium over Newfoundland Power and Nova Scotia
Power was 0.75% and 0.40%, respectively, in 2010 vs. 0.95% and 0.75% in 2015. The premium has
increased since the allowed ROEs have decreased both in Nova Scotia and Newfoundland and
Labradot.

Table 2 - Allowed common equity ratios

Entity 2010 2011 2012 2013 2014 2015
British Columbia Utilities Commission

Benchmark utility 40.00%  40.00%  40.00%  38.50%  38.50%  38.50%
FortisBC Energy Inc. - gus distribution 40.00%  40.00%  40.00%  38.50%  38.50%  38.50%
FortisBC Energy (Vancouver Island) Inc. - gas distribution 40.00%  40.00%  40.00%  41.50%  41.50% N/A]
FortisBC Enetgy (Whistler) Inc. - gas distribution 40.00%  40.00%  40.00%  41.50%  41.50% N/A
FortisBC Inc. - intograted electric 40.00%  40.00%  40.00%  40.00%  40.00%  40.00%
PNG - West Division - gas distribution 45.00%  45.00%  45.00%  46.50%  46.50%  46.50%
PNG - Fort St. John/Dawson Creek - gas distribution 40.00%  40.00%  40.00%  41.00%  41.00%  41.00%
PNG - Tumbler Ridge - gas distribution 40.00%  40.00%  40.00%  46.50%  46.50%  46.50%
[Alberta Utilities Commission

Electric and gas distribution (except Altas Gas) 39-41.0% 39-41.0% 39-41.0% 38-40.0% 38-40.0% 38-40.0%
AltaGas - electric and gas distribution 43.00%  43.00%  43.00%  42.00% = 42.00% = 42.00%
Electric transmission 36-37.0% 36-37.0% 36-37.0%  36.00%  36.00%  36.00%
ATCO Pipelines - gas distribution 45.00%  45.00%  38.00%  37.00% 37.00%  37.00%
Ontario Energy Board

Enbridge Gas/Union Gas - gas distribution 36.00%  36.00%  36.00% 36.00% 36.00%  36.00%
Hydro One/Electric Distribution (rote 1) 40.00%  40.00%  40.00%  40.00%  40.00%  40.00%
Quebec Regie de I'Energie

Gaz Metro - gas distribution 38.50%  38.50%  3850%  3850% 3850%  38.50%
Nova Scotia Utility and Review Board

Nova Scotia Power Inc. - integrated electric 37.50%  37.50%  37.50%  37.50%  37.50% = 37.50%
Prince Edward Island Regulatory & Appeals Commission

Maritime Electric - intsgrated electric 40.00%  40.00%  40.00%  40.00%  40.00%  40.00%
National Energy Board (noz¢ 2) N/A N/A N/A N/A N/A N/A
Board of Commissioners of Public Utilities, NL

Newfoundland Power Inc. - intgrated clectric 45.00%  45.00%  45.00%  45.00%  45.00%  45.00%
Note 1: Hydro One was a Crown Corporation unti] 2015.

Note 2: NEB allows a WACC on the rate base rather than an ROE and a

deersed capital strncture. NEB has not isswed an ROE decision since 2009.

Sources:

BCUC Order No. G-158-09; AUC Generic Cost of Capital Decisions 2009 & 2011; OEB EB-2005-0520, OEB EB-2006-0034; OEB EB-2009-008+, OEB
EB-2010-002; Regie D-2009-156, Regie D-2011-182; 2010 NSUARB 6, 2011 NSUARB 184; IRAC Order UE10-03; NEB RH-1-2008 Deision; NL
PUB Orders Nos. P.U. 43 (2009), P.U. 32 (2010), P.U. 17 (2012).

NL PUB Order 13 (2013), Newfoundland Power 2016/2017 General Rate Application, Maritime Electric 2016 General Rate Application, AUC Generic Cost of
Capital Desision 2013, BCUC Order No. G+£7-14, Emera 201+ Annual Repors, Emera 2013 Annual Report, OEB cost of capital updates 2012, 2013, 201+ and
2015, Gaz, Metro 93-2015 financiol reports

Duting the petiod of 2010 — 2015, we obsetve that the allowed common equity ratios approved by
Canadian regulators have been telatively stable.

We also note that the allowed equity ratios in 2010 (during the Company’s last GRA) are largely the
same as in 2015.

? BCUC Generic Cost of Capital Proceeding, May 2013 Decision, S. tage 1, page 91.
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Utilization of US data

The BCUG, in its 2013 decision, stated that while they accepted that there are similatities between the
two jurisdictions (US and Canada), they did not accept that US data should be considered to be the
same or necessarily be given equal weight as the data for Canadian utilities. The BCUC noted that
Canadian investors considering US utility investments are subject to cuttency exchange risk that would
not be the case with Canadian utility investments. Additionally, the US regulatory environment, while
simila, is not identical to that of Canada. The BCUC determined that the use of US data must be
consideted on a case by case basis and weighed with consideration to the sample being relied upon, and
any jurisdictional differences which may exists.

The National Energy Board (“NEB”), OEB and Quebec Regie de I'Energie (“Regie”) have also
accepted the use of US data and proxy groups fot putposes of establishing the allowed ROE7.

We also note that the DCF approach is latgely based on identifying comparable US utilities (due to lack
of Canadian available data), and the DCF approach is widely accepted by regulators in Canada.

We note that Concentric Energy Advisors, in its report, utilized three proxy groups: (1) Canadian
Utlity Proxy Group, (2) US Electric Proxy Group, and (3) Notth Ametican Electric Proxy Group. Its
ROE conclusion is primatily based on the Notth American Electric Proxy Group, which consists of
seven US electric utilities (determined compatable based on business and financial risk using select
ctitetia) and two Canadian investor-owned utilities that ate primarily engaged in the provision of
electricity (Canadian Utilities and Emera)8.

* BCUC Generic Cost of Capital Proceeding, May 2013 Decision, Stage 1, pages 19-20.
7 NEB 2008 decision, OEB 2009 decision, Regie 2009.
¥ Concentric Energy Advisors, Cost of Capital report, page 3, page 18.
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Risk profile and capital structure

Credit ratings
S&P continues to be the only third party agency providing a credit tating on the Company and its debt.

S&P’s overall credit rating viewed on a stand-alone basis was BBB+, stable pet its March 2009 report
(used in the 2010 GRA). Its overall rating (including Fortis support) was also BBB+, stable. The

Company’s senior secured debt had a rating of A, stable?.

S&P’s overall credit rating viewed on a stand-alone basis was BBB, stable per its March 2015 report. Its
overall rating was also BBB+, stable. The Company’s seniot secutred debt had a rating of A, stable®©,

Business risks11
S&P defines business tisk as including the following elements:

— Industry risk
i)  Cyclicality
ii) Competitive tisk and growth
a) Effectiveness of industty bartders to entry;
b) Level and trend of industty profit margins;
) Risk of secular change and substitution by products, setvices, and technologies; and
d) Riskin growth trends.

— Country tisk

? S&P rating report, Maritime Electric Co. Ltd. dated March 23, 2009.

0 SeP rating report, Maritime Electric Co. 1td. dated March 31, 2015,

" S&*P Criteria | Corporates | Utilsties: Key Credit Factors For The Regulated Utilities Industry, Criteria | Conporates |
General: Corporate Methodology.
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— Competitive position
1) Competitive advantage;
1) Scale, scope, and divetsity;
iif) Operating efficiency; and
iv) Profitability.
In its March 2009 report, S&P noted that the Company had a strong business tisk profile!2.
In its March 2015 report, S&P noted that the Company had an excellent business tisk profile!s.

Based on our initial review, the Company appeats to face the same business risks as in 2010 and to have
the same level of business tisk as it did in 2010.

Financial risks

In its March 2009 report, S&P noted that the Company’s somewhat weak financial tisk profile offsets
its credit strengths. The rating agency went on to mention that the Company suffered from somewhat
weak free cash generation’#.

In its March 2015 report, S&P noted that the Company’s aggressive financial tisk profile reflects their
expectation of low-but-stable cash flows and a legislated minimum equity base of 40%15. We
recommend further investigating the reason for the histotical and forecasted low-but-stable cash flows.

We also note that the Company has not disclosed in its GRA application histotical and forecast key
ratios used by S&P (only EBIT interest covetage ratios), which they use to assess financial risk. The
core ratios used by S&P to determine financial risk arel6:

— FFO to debt
— Debt to EBITDA

We would recommend that PEI Cotp. request from the Company that historical and forecast core
ratios noted above be calculated using allowed ROEs between 9% - 9.75% for sensitivity purposes. A
lower allowed ROE could result in a detetioration of both cote ratios which could impact the
Company’s debt rating.

"2 Thid.

" Thid,

" Thid.

" Thid,

" $&P Criteria | Corporates | Utilities: Key Credit Factors For The Ragulated Utilities Industry, Criteria | Corporates |
General: Corporate Methodology.
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Based on our initial review, the Company appeats to face the same financial risks as in 2010 and to have
the same level of financial risk as it did in 2010.

2010 GRA findings re: risk

The Company had argued that it faced highet business tisk than other Atlantic Canada investor-owned
electric utilities as it operates on a small island with an undiversified economy.?” In its latest GRA
filing, the Company maintains that it has highert overall tisk than other Atlantic Canadian electtic
utilities and comparable utilities across Canada®8. As noted above, the Company’s business risk is rated
as “Excellent”, which is the highest category. The Company’s overall credit rating is lowered due to its
comparatively weaker financial ratios. The Company’s overall business tisk rating is the same as Nova
Scotia Power, with a slightly wotse rating regarding financial tisk. Therefore, Maritime Electric would
have higher total risk when compated to Nova Scotia Power according to S&P. We also note that the
Company’s overall credit rating remains below the average A-19 rating assighed by S&P to the universe
of Canadian utilities, suggesting the Company has higher total risk.

The Commission accepted that Maritime Electric, with its responsibilities for electricity supply, is
different than Ontatio electric distribution utilities. The Commission viewed the differences as
significant?0.

The Commission viewed Matitime Flectric as a highet risk than the benchmark BC utility and Fortis
BC due to a variety of factors such as utility size, nature of operations, economic climate and regulatoty
tisk factors. As noted above, the spread between the Company’s allowed ROE in 2010 vs. 2015, when
compared to the benchmark BC and FottisBC allowed ROEs, has increased.

"7 The Istand Regulatory and Appears Commission, Order UE10-03, page 21.
' Maritime Electric’s 2016 GRA, page 66.

" S&P rating report, Maritime Electric Co. 1td. dated March 31, 2015.

% The Island Regulatory and Appears Commission, Order UE10-03, page 22.

Audit « Tax » Advisory
Grant Thornton LLP. A Canadian Member of Grant Thorton International Ltd



212

213
214
215
216
217
218

219

220
221
222

PEI Energy Corporation

February 3, 2016

13

Economic and capital market conditions

Government of Canada hond yields

Current long-term Government of Canada benchmatk bond yields are below those used to establish
the Company’s regulated ROE as part of the 2010 GRA. Figure 12 below shows the weekly
Govetnment of Canada benchmark long-term and 10-year bond yields from Januaty 2010 to January
2016. Between January 2010 and January 2016, both the long-tetm and 10-yeat bond yields have
decteased 2.11% and 2.40%, tespectively.

Figure 1: Government of Canada
Benchmark bond yields
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Real gross domestic product growth, inflation, unemployment and population growth
In Table 3, we have compiled key economic indicators for PEI and Canada for the petiod of 2010 to
2015 and also looked at available forecasts for 2015 and 2016.

%" Bank of Canada.
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Table 3 - Key economic indicators Canada/PEI - 2010 - 2016

PEI Department of Finance - actual Conference Board of Canada
PEI 2010 2011 2012 2013 2014 2015 2015F 2016F
Real GDP growth % 2.2% 2.0% 1.2% 2.0% 1.5% N/A 2.4% 1.9%
CPI - all items % 1.9% 2.9% 2.0% 2.0% 1.6% -0.6% 0.1% 2.3%
Unemployment % 11.4% 11.0% 11.2% 11.6% 10.6% 10.4% 10.5% 10.0%
Population growth % 1.3% 1.7% 0.8% 0.1% 0.5% 0.2% 0.3% 0.5%
Canada 2010 2011 2012 2013 2014 2015 2015F 2016F
|Real GDP growth % 3.1% 3.1% 1.7% 2.2% 2.5% N/A 1.5% 2.1%
CPl - all items % 1.8% 2.9% 1.5% 0.9% 2.0% 1.1% 1.5% 2.3%
Unemployment % 8.1% 7.5% 7.3% 7.1% 6.9% 6.9% 6.9% 6.9%
Population growth % 1.1% 1.0% 1.2% 1.2% 1.1% 0.9% 1.0% 1.1%|
Sources:
Prince Edward Isiand Statistics Bureay - summary of selected economic indicators - February 1, 2016; Conference Board of Canada Provincial Qutlook Summer 2015.

Duting the observed period, we note that the key economic indicators have been telatively stable.

S&P/TSX Composite Index

The S&P/TSX Composite Index has risen by 8% between January 2010 and January 31, 2016,
reflecting the continued economic recovety; however, the increase has been far from linear as shown in
Figute 222,

Figure 2: S&P/TSX Composite Index - Index Value
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| ——S&P/TSX Composite Index... |
2 Capital IQ.
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Restrictions, qualifications and independence

Restrictions

This Report is not intended for general citculation ot publication not is it to be reproduced or used for
any putpose othet than that outlined herein without our ptior written permission in each specific
instance. Notwithstanding the above, we understand that out Report may be disclosed as part of a
public rate heating process, and we have given the PEI Corp. out consent to the use of our Repott for
this putpose. We will not assume any responsibility or liability for losses occasioned to the intended
users or any third party as a result of the circulation, publication, reproduction or use of this Repott
contrary to the provisions of this patagtaph.

The liability of Grant Thornton LLP and any of out employees or othet personnel for any claim in tort
ot contract related to the professional setvices provided pursuant to our agreement is limited to the
amount of professional fees actually paid for those setvices.

We reserve the right, but are under no obligation, to review all comments and observations included in
ot refetted to in this Report and, if we consider it necessaty, to revise our obsetvations in light of any
information that subsequently becomes known to us following the date of our Report.

Qualifications and independence ,
In preparing this Report, we have relied upon the documents and information listed hetein.

We ate not guarantors of the information upon which we have relied in prepating our Report and,
except as stated, we have not audited or otherwise attempted to vetify any of the undetlying
information ot data contained in this Repott.

The Report has been prepated by qualified Chartered Professional Accountants and Chartered Business
Valuators. The professional work to prepare this Repott and the attached analyses was performed by
Troy MacDonald, CPA, CA, CBV with the assistance of qualified professional staff. Mr. MacDonald’s
curriculum vitae is attached as Appendix A.

We confitm that Mr. MacDonald and other professional staff assisting in this engagement prepared this
Report acting independently and objectively.

To the best of our knowledge, we have no conflicts of interest. Our fees wete not contingent on an
action or event resulting from the use of our Report. '
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»s  Appendix A: Troy MacDonald’s curticulum vitae

259 CURRICULUM VITAE
260 Troy MacDonald, CPA, CA, CBV
261 Partner, Grant Thotnton LLP - Toronto

262 Education and Professional Affiliations:

263 . Bachelor of Commerce from Saint Mary’s Univetsity (1994), major in accounting
264 . Qualified as a Chartered Accountant in 1996

265 . Qualified as a Charted Professional Accountant in 1996

266 . Qualified as a Chartered Business Valuator and admitted to the Canadian Institute of
267 Chartered Business Valuators in 2002

268  Professional History:
269 . Grant Thomton LLP

270 —  National Corporate Finance Ieader (January 2010 to date)

271 —  Partner, Corporate Finance & Infrastructure, Toronto, Ontario (January 2008 to date)

272 —  Senior Manager, Capital Markets, Iondon, England (S eptember 2006 to December 2007)
273 —  Senior Manager, Corporate Finance, Halifax, Nova Scotia (March 2003 to September 2006)
274 . Emera Inc.(TSX:EMA)

275 —  Corporate Development (December 2000 to March 2003)

276 —  Financial Planning (December 1999 to December 2000)

277 . WBLI LLP Chattered Accountants

278 —  Vearious positions, inclnding Manager, Corporate Finance (March 1994 to December 1999)

279  Infrastructure and Powetr Experience:

280 . Over 19 years of experience in corporate finance, with a focus on power sector and
281 infrastructute.

282 . Power sector experience in regulated utilities, metchant or regulated power transmission and
283 power generation (hydro, biomass, wind, natural gas and coal).

284 . Valuation engagements for assets or companies operating in infrastructure, wastewater and
285 powet.

286 . Financial advisory engagements for public and ptivate sector clients in relation to
287 infrastructure / public private partnerships and power assets.
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Financial Model review engagements in relation to power and infrastructure assets (gas fired
powet plants, solar power generation, transmission lines and social infrastructure assets).
Capital Markets engagements in relation to power assets (biodiesel power generation, hydro
power generation, alternative energy).

Relevant Project Expetience:

.

-

.

In 2015, acted as financial advisor and testified as an expett witness in regards to the
regulated revenue requirement support for 2015 rate hearing associated with one of
Algonquin Powet’s transmission assets. In addition to the cost of capital work, Grant
Thornton provided financial advisoty setvices regarding overall review of the financial case
supporting the rate application.

In 2015, acting as engagement partner for the merger of three municipally owned utilities.

In 2015, acting as engagement partner for a strategic review of a municipally owned utility
and its affiliated companies on behalf of its shareholder.

In 2015, acted as engagement partner for a buy-side transaction for a municipally owned
utility.

In 2015, acted as engagement partner for a strategic teview of a municipally owned utility on
behalf of its shareholdet.

In 2015, acting as engagement partner in regards to Value for Money analysis for Metrolinx.
In 2014, acted as engagement partner in securing over $10M of bank financing for a
municipally owned utility.

In 2014, acted as engagement partner in preparing and presenting a Proof of Concept report
to three municipally owned utilities (and theit board of ditectots) who are contemplating a
possible merger. The report analysed the impact a merger would have on the viability, rate
structure, operations and economic developments of each utility as 2 combined utility.

In 2013/2014, acted as engagement partner in regards to a buy-side mandate for a
municipally owned power utility in regards to the acquisition of anothet municipally owned
power utility, including bid development, project management, valuation, financial modelling,
atranging debt financing, due diligence and stakeholder ptesentations to the Board of
Ditectors and City Council.

In 2013, acted as engagement partner in advising on the strategy development for a
municipally owned power utility in regards to evaluating options for acquisition, merger ot
divestiture. This included presentation to the Board of Directors.

In 2013, acted as engagement partner in advising a municipally owned power utility in the
development of financial modelling and transaction sttucture for power generation projects.
In 2013, acted as cost of capital expert to the Newfoundland Public Utilities Commission in
regards to the 2013/2014 Newfoundland Powet general rate hearing. Newfoundland Power
is a subsidiaty of Fortis Inc. (TSX:FTS). This included testifying duting the rate hearing,

In a seties of engagements from 2010 to 2015, acted as engagement partner for value for
money and infrastructure procurement review for Mettolinx in regards to the PRESTO
farecard. These engagements included regular presentations to the Metrolinx Board of
Ditectors.

From 2010 through 2016, acted as engagement partnet to Rank Incotporated in regards to
the infrastructure project for the Wotld Ttade Centre in Halifax, Nova Scotia.
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332 . In 2012, acted as engagement partner for a biomass power development project with a

333 tegional manufacturer. This engagement included financial modelling of the project and
334 sourcing debt and equity capital.

335 . In 2012, acted as co-engagement partner to the City of Edmonton on a tegulatory rate
336 review and hearing in regards to the Epcor water rate hearing.

337 . In 2012, acted as co-engagement partner for the refinancing of a fleet of renewable power
338 generation projects totalling 23MW.

339 . From 2010 through to 2014, acted as engagement partner in regards to the valuation of

340 powet generation and infrastructure projects for Connor Clatk & Lunn, an asset manager
341 with $49 billion in assets under management.

342 . From 2010 through to 2014, acted as engagement pattner in regards to financial modelling
343 engagements for infrastructure projects for Brookfield Financial.

344 . From 2009 through to 2014, acted as engagement partner in regards to financial modelling
345 engagements for infrastructure projects for Forum Equity.

346 . In 2009 and 2010, acted as financial advisor to the Columbia Power Corporation, a
347 ptovincial crown corporation in British Columbia, in tegards to the development and
348 financing of the 335MW Waneta Expansion, a $900M project. This engagement included
349 multiple presentations to the Board of Ditectors.

350 . In 2011, acted as co-engagement partner in tegards to a financial modelling and tax
351 engagement in support of a transmission development between Quebec and New York
352 State.

353 . In 2009, acted as engagement partner in regards to the development of a tolling financial
354 model for a LNG facility in Eastetn Canada.

355 . In 2009, acted as engagement pattner in regards to a financial modelling engagement for an
356 800MW gas fired power plant in Mississauga, Ontatio.

357 . In 2009, acted as engagement partner in regards to a financial modelling engagement for an
358 800MW gas fired power plant in Northern Toronto, Ontario.

359 . In 2009, acted as engagement partner for the valuation of wastewater facility in support of a
360 transaction between the City of Edmonton and Epcor. This engagement included
361 presentation at City Council.

362 . As a member of the Grant Thornton UK capital markets team from 2006 through 2007,
363 ptovided financial advisory services acting as nominated advisot on public listings. Power
364 industry highlights from this experience include advising on the public flotation of a 400MW
365 hydro power plant in India, a clean coal power technology company and a North American a
366 biodiesel power generation company.
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