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~ British Columbia Vancouver, BC Canada V6Z 2N3
BRITISH 1o, . . TEL: (604) 660-4700
coroneia - Utilities Commission BCToll Free: 1-800-663-1385

FAX: (604) 660-1102

ORDER NUMBER
G-119-16

IN THE MATTER OF
the Utilities Commission Act, RSBC 1996, Chapter 473

and
FortisBC Energy Inc.

Proposal for Depreciation and Net Salvage Rate Changes

BEFORE:
D. A. Cote, Panel Chair/Commissioner
D. J. Enns, Commissioner

on July 28, 2016

ORDER

WHEREAS:

A.

On December 7, 2015, the British Columbia Utilities Commission (Commission)issued Order G-193-15
establishinginterim delivery ratesfor FortisBC Energy Inc. (FEl) effectiveJanuary 1, 2016;

On December21, 2015, the Commissionissued its Reasons for Decision in support of Order G-193-15. As
part of these Reasons for Decision, the Commission did not approve FEI's requested changes to depreciation
and netsalvage rates. The Commission directed FEI to maintain existing depreciation and net salvage rates
and to submitadditionalinformation and analysis on its proposed changes by February 29, 2016;

On February 29, 2016, FEl filed the additional information and analysis requested by the Commission
(Application);

By Order G-41-16 dated March 24, 2016, the Commission established aregulatory timetable forreview of
the Application, which included one round of information requests followed by submissions from FEl and
registered interveners on further process;

On May 9, 2016, FEl and the British Columbia Old Age Pensioners’ Organization et al. filed submissions on
further process;

By Order G-65-14 dated May 11, 2016, the Commission directed that the hearing proceed to written final
and reply arguments; and

The Commission considered the Application, evidenceand arguments of the parties.

NOW THEREFORE pursuantto sections 59 to 61 of the Utilities Commission Act and for the reasons attached as
Appendix Atothis order, the British Columbia Utilities Commission orders as follows:
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1. FortisBCEnergyInc.’s proposed depreciation and net salvage rate changes, whichresultinareductiontothe
composite depreciation rate from 3.19 percentto 3.06 percentand an increase tothe composite netsalvage
rate from 0.44 percentto 0.64 percent, are approved, effectivelanuary 1, 2017.

2. FortisBCEnergyInc. isdirectedtoinclude as part of its next Depreciation Study an analysis of the costs and
benefits of converting from the Average Service Life group depreciation method to the Equal Life Group
depreciation method, including calculations of the rate impact. FEl is also directed to include a discussion of
the group depreciation method used by each of the majorregulated gas utilitiesin Canada.

DATED at the City of Vancouver, in the Province of British Columbia, this 28" day of July 2016.

BY ORDER

Original signed by:

D. A. Cote
Commissioner

Attachment

Orders/G-119-16_FEl_Depretiation_Net Salvage Rates _reasons
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FortisBC Energy Inc.
Proposal for Depreciation and Net Salvage Rate Changes

REASONS FOR DECISION

1.0 INTRODUCTION
11 Background and approvals sought

On September 3, 2015, FortisBC Energy Inc. (FEl or the Company) filed its Annual Review for 2016 Delivery Rates
application. As part of this application, FEl filed an updated Depreciation Study based on FEI’s gas plant-in-
service as of December31, 2014. Consistentwith FEI’s previous depreciation studies, FEl contracted Gannett
Fleming Valuation and Rate Consultants Inc. (Gannett Fleming) to perform the review of FEI’s depreciation and
netsalvage rates. Based on the Depreciation Study recommendations, FEl requested approval to decrease the
average composite depreciation rate from 3.19 percentto 3.06 percentand to increase the composite net
salvage rate from 0.44 percentto 0.64 percent. The overall impact of the proposed changes, including the
changesto the Contributionin Aid of Construction (CIAC) amortization rate, was anetincrease in depreciation
and amortization expensefor 2016 of $5 million compared to 2015.*

Pursuantto Order G-193-15 regardingthe FEI Annual Review of 2016 Delivery Rates Application, issued on
December 7, 2015, the Commission ordered the following:

FEI's requested changes to depreciation and net salvage rates are not approved. FEl is directed
to maintain existing depreciation and net salvage rates until otherwise directed by the
Commission. FElis furtherdirected to submitadditionalinformation and analysis on
depreciation and net salvage rate changes, as outlined in the Reasons for Decision to follow, by
February 29, 2016.

In the Reasons for Decision accompanying Order G-193-15 issued on December 21, 2015 (2016 Annual Review
Reasonsfor Decision), the Commission provided the following rationale forits request for additional information
and analysis:

Based on our review of the evidence collected in this proceeding, the Panelfinds that certain
issues have not been sufficiently addressed and as a result, we are unable to make a
determination on whetherthe proposed depreciation rate changes are appropriate. Of
particular concernis the number of instances where Gannett Fleming has recommended
changesindepreciation rates which do not appearto be supported by evidence.’

Accordingly, the Commission directed FEl to respond to a number of questions related to the proposed changes
to certain asset classes’ average service lives and how these proposed changes relate to the recent history of net
assetlosses experienced by FEI. The Commission also requested an explanation as to when Gannett Fleming
expectsthe trend of netassetlosses experienced inanumber of FEI's asset classes to reverse to a trend of net
gains, and requested ajurisdictional comparison of FEI’s depreciation rates to other large Canadian gas utilities.’

! ExhibitA2-1, pp. 112-113, 116.
2 2016 Annual Review Reasons for Decision, p. 12.
> Ibid., pp. 12-14.
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With regards to FEI’'srequest for net salvage rate changes, the Commission stated the following:

The Panel notesthat the recommendations for net salvage rate changes are also based on the
findings of the depreciation study and that the findings on depreciation and net salvage rates
are likely interconnected. Therefore, the Panel directs FEI to maintain net salvage rates at
existing rates until otherwise directed by the Commission.*

On February 29, 2016, FEl filed the additional information and analysis requested by the Commission
(Application). Included in the Applicationis additional background information on the depreciation methodology
utilized by FEl as well asinformation on an alternative group depreciation methodology —the Equal Life Group
(ELG) procedure.

1.2 Regulatory process

In accordance with Order G-41-16 issued on March 24, 2016, the Panel established the Regulatory Timetable for
review of the Application providing for one round of information requests (IRs) followed by submissions from FEl
and registered interveners on further process. By Order G-65-16 issued on May 11, 2016, andin consideration of
the evidence and parties’ submissions on further process, the Panel determineditappropriateto proceed

directly towritten final arguments, culminating with FEI's reply argument to be filed no laterthan June 17, 2016.

The British Columbia Old Age Pensioners’ Organization et al. (BCOAPQ) isthe sole intervener registered in this
proceeding.
2.0 ISSUES

In the Application, FEI, with the assistance of Gannett Fleming, responded to the Commission’s questions raised
inthe 2016 Annual ReviewReasons for Decision. These questions and asummary of FEI’s responses are
provided inthe following sections.

2.1 Commission questions raised inthe 2016 Annual Review Reasons for Decision

QUESTION #1 (ASSET CLASS - DISTRIBUTION MAINS - 475):

(a) What specificinformation/dataled GannettFlemingtorecommend anincrease tothis assetclass’s
average service life?

(b) How isthe recommendedincreasetothe average service life of Asset Class 475 consistent with the past
twelve years of historical netassetlosses experienced in this assetclass?

(c) Please explain howthe recommendations and findings in the depreciation study to decrease the
depreciation rate align with the increased retirement activities described in response to BCUCIR 1.28.1
of this proceeding.

QUESTION #2 (ASSET CLASS 465 —TRANSMISSION PIPELINE):

(a) How does GannettFleming’s recommendation to maintain the existing depreciation rate correlate to
the past twelve years of historical netasset losses experienced in this asset class?

*Ibid., p. 12.
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(b) Please explain how the recommendations and findings in the depreciation study regarding this asset
class’ depreciation rate aligns with the increased retirement costs described in response to BCUC
IR1.28.1.

QUESTION #3 (ASSET CLASSES 467 — MEASURING AND REGULATING EQUIPMENT — TRANSMISSION PLANTAND
477 — MEASURING AND REGULATING EQUIPMENT — DISTRIBUTION PLANT):

(a) What specificinformationled to Gannett Fleming recommending anincrease to these asset classes’
average service lives?

(b) How isthisrecommendation consistent with the pasttwelveyears of historical netasset losses
experiencedintheseasset classes?

QUESTION #4:

For the five asset classes which have experienced the largest historical netlosses since 2003 (Asset Classes 465,
473, 474, 475 and 478), does Gannett Fleming expectthatatsome pointin the future the trend of netlosses will
reverse and that these asset classes will start exhibiting net gains? If yes, please explain when the netgainsare
expected to starting occurring. If not, please explain why not.

QUESTION #5:

Please compare the proposed depreciation rates for the following FEl asset classes to the depreciation rates for
the same (or similar) asset classes of otherlarge Canadian gas utilities:

e AssetClass465 - TP Mains

e AssetClass 467 - TP Measuring & Regulating Equipment

e AssetClass473 — DS Services

e AssetClass475 — DS Maintenance

e AssetClass 477 - DS Measuring and Regulating Equipment
e AssetClass478 — DS Meters

2.2 FEl responses to Commission questions

Commission Questions No. 1through No. 3 sought clarification onthe reasonableness of Gannett Fleming’s
recommended changes tothe average service lives of Asset Class 475 — Distribution Mains; Asset Class

465 —Transmission Pipeline; Asset Class 467 — Transmission Plant Measuring and Regulating Equipment; and
Asset Class 477 — Distribution Plant Measuring and Regulating Equipment, when considering these asset classes’
history of netassetlosses.

Gannett Flemingexplains that the historical netassetlosses are expected due to FEI's usage of the average
service life (ASL) group depreciation method.® Underthe ASLdepreciation method, all assets in afixed asset
account, such as Asset Class 475 — Distribution Mains, are depreciated and recovered over the account’s average
service life. The average service lifeis determined through the Depreciation Study using historical actual
retirementrecords.’ Inthe case of FEI’s asset class 475, Gannett Fleming determined the average service life to

> ExhibitB-1, p. 8.
® Ibid., p. 3.
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be 64 years, meaning that asset retirements are expected to occur starting at yearzero and continuing well past
the average service life of 64 years.’

Gannett Fleming states the primary reason the asset classes referenced above are experiencing significant asset
lossesis due tothe assetsinthese accounts beingrelatively young on average. Forexample, the average year of
assetadditionsin Account475 is 1995, which means the average age of the assetsin thisassetclass is
approximately 20 years, well below the asset class’s average service life of 64 years. As this account ages and
retirements beginto occurat ages greaterthan 64 years, asset gains will occur. Gannett Fleming submits that
thisisthe “defining characteristic of the ASLprocedure.”® The ASL procedure will resultin an under recovery of
depreciation (i.e.a“loss”) foreach asset that is retired before the average service life of the asset account and
will resultinan overrecovery of depreciation (i.e. a “gain”) for each assetthat is retired afterthe average
service life. The only time thatan underor overrecovery of depreciation will not occuriswhen a retirement
occurs at the exactaverage service life (i.e. age 64 in the case of Asset Class 475).°

In response to Commission Question No. 4, Gannett Fleming confirms that the ASL method will record losses on
assetsretired priortothe average service life of the asset group and gains on assets retired later, but notesa
number of interveningfactors can affect the calculation of gains and losses. Gannett Fleming submits: “it should
be recognized that the continual addition of assets will resultin ‘losses’ continuing to outpace ‘gains’. In
particular, due to the impacts of inflation on new capital investment, the underrecovery of depreciation on
short-lived assets will defer the ability of the utility to recognize again.”*°

Gannett Fleming provides a peeranalysis comparison in Attachment 4 to the Application. This peeranalysis
includesthe following Canadian gas utilities: ATCO Gas, Centra Gas Manitoba, Enbridge Gas Distribution,
AltaGas, Saskatchewan Energy, and ATCO Pipelines. In some cases, the peer utilities’ asset classes have shorter
average serviceslivesandinsome cases, longeraverage service lives.

23 ASL versus ELG depreciation methodologies

In the Application, Gannett Fleming provides a discussion of the Equal Life Group procedure, whichis the other
group depreciation method commonly used by Canadian and North American utilities. Gannett Fleming submits
that the ELG procedure is considered “to more accurately estimate the actual consumption of acompany’s fixed
assets” and is considered to be “the most mathematically correct procedure for capital recovery by depreciation
specialists.”**

In Gannett Fleming’s view, the use of the ELG procedure would “significantly reduce ‘losses’ and ‘gains’
compared to the ‘losses’ and ‘gains’ that result from the current use of the ASLprocedure.” > This occurs
because underthe ELG procedure, assets are grouped based on the estimated life of each group; therefore,
each assetina fixedassetaccountis depreciated overthe servicelife of the specificELG. Both the ASLand ELG
proceduresresultinfull recovery of the costs of the assets overthe life of the fixed asset account; however, the
ELG procedureisintended toreflectthe expected physical retirement of the assetsin each yearwhichis whythe
occurrence of assets losses and gains is much lower."

” ExhibitB-2, BCUC IR 1.1, 1.2.
® ExhibitB-1, p. 8.

? Ibid., p. 5.

% 1bid.

" ExhibitB-1, p. 3.

2 Ibid., p. 8.

 Ibid., pp. 4-5.



APPENDIX A
to Order G-119-16
Page5 of 7

FEI submits thata number of system changes would be required to convertfromthe ASL procedure to the ELG
procedure. These include changesto FEI's SAP accounting system and day-to-day accounting within SAP,
changesto the processes and procedures used to record retirement transactions, and changes to quarterly and
yearend processes forfinancial reporting purposes. FEl further submits a “detailed assessment would be
required to validate all necessary requirements before proceeding toimplementation.”** FEl estimates the
system changes required toimplement the ELG procedure could cost up to $500 thousand.*

The conversiontothe ELG procedure would not resultin any additional costs to prepare the depreciation
studies due to the similarity of the work required to produce the depreciation rates; however, in Gannett
Fleming’s experience, the regulatory burden generally increasesin the firstapplication where the ELG procedure
isused which often resultsinanincrease in regulatory costs.*® Additionally, the short term impact of adopting
the ELG method from a ratepayer perspectivewould be anincrease in depreciation expense; however, overthe
life of the asset, the depreciation expense is expected to be the same undereither method."’

FEI providesthe revenuerequirementand rate impact of adopting the ELG method. Foryears 2017, 2018 and
2019, use of the ELG method comparedto the ASL method results in approximately a 12 percent higherrevenue
requirementimpact due to higherannual depreciation expense, and adelivery rate increase in 2017 of 5
percent. In consideration of the rate impact, the additional complexityand cost, and the fact that the ASL
method is used by the other major utilitiesin BC, FEI does notrecommend the adoption of the ELG method at
thistime.'®

3.0 POSITIONS OF THE PARTIES

FEI submits its proposed depreciation and net salvage rates, asrecommended by Gannett Fleming, are based on
a “soundand acceptable methodology thatisin use by the other major utilitiesin B.C. andin other
jurisdictions.”* Further, while questions were raised regarding the basis for various recommendations, “there
were noissues raised with Gannett Fleming’s expertise, the depreciation method used, orthe reasoningand
analysisemployed.” FEl therefore submits that “based on the evidence in this proceeding, the updated
depreciation and net salvage rates proposed by FEl are just and reasonable and should be approved as filed.”?°

With regards to the average service liferecommendations made by Gannett Flemingin the Depre ciation Study,
FEI submits the recommendations are “consistent with the experience of historical losses and have been
appropriately determined forthe purpose of settingits depreciation rates.”?*

FEl does notrecommend adopting the ELG method at this time and asserts “the rate impact and additional
complexity and cost of the ELG procedure far outweigh any perceived benefit of reducing asset losses as
experienced underthe ASLprocedure.”*?

' ExhibitB-2, BCUC IR 2.1.
> Ibid., BCUC IR 2.1.1.

'® Ibid., BCUC IR 2.1.

7 Ibid., BCUC IR 2.3.

'8 Ibid., BCUC IR 2.3.1.

" FE| Final Argument, p. 10.
2% |pid., p. 11.

Y Ipid., p. 6.

*2 |bid., p. 8.
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BCOAPO agrees thatthe Application and IRresponses address the Commission’s que stions raised in the 2016
Annual Review Reasons for Decision and is satisfied the depreciation and net salvage rates proposed by FEl are
properly based on the depreciation study conducted by Gannett Fleming. >’ However, BCOAPO submits that FEI’s
current performance-based ratemaking plan (PBR Plan) was structured based on the “state of affairs” that
existedin 2013-2014 and argues “factors that impact FEI's profitability that do not relate to efficiency gains
should not be altered mid-PBRinaway that resultina benefitto FEl and a corresponding detriment to FEI's
ratepayers.”** InBCOAPO’s view, “the proposed changes to net salvage do precisely this.” BCOAPO therefore
submits the “proposed changes to FEI's net salvage (and depreciation) rates should be approved but should only
be effective startingin 2019 at the end of the PBR term.”*

FEIl responds that “BCOAPQ’s position is mistaken and unreasonableforanumber of reasons.” Firstly, the
proposed changesto depreciation and net salvage rates willhave noimpact on other components of the PBR
Plan, as these items are treated as flow-through expenses underthe PBR Plan and are “akin to the annual
changes to the other costs that flow outside the PBR formula, such as non-formula O&M [operations and
maintenance] expenses.” Secondly, FEl submits the proposed changes will have noimpact on the Company’s
abilitytoearnitsallowed return on equity due to these items’ classification as flow -through expenses. This
means that updating the depreciation and net salvage rates have noimpact on the efficiency incentives under
the PBR plan.?®

FEI further submits that updating depreciation and net salvage rates every three tofive years is essential to
ensure thatrates properly reflect the usefullives of FEI’s assets and a fairallocation and recovery of
depreciation expense between current and future ratepayers. FEl points out thatif the updated depreciation
and netsalvage rates are postponed to 2019, the proposed rates will already be in need of updating atthat time
and may no longerbe appropriate toimplement.?’

Commission determination

With respectto FEI's explanations provided in the Application to supportthe depreciation rate changes
proposed by Gannett Fleming, the Panel accepts the responses tothe Commission’s questions as reasonable
and finds the responses adequately address the issues raised by the Commission inthe 2016 Annual Review
Reasons for Decision.

The Panel acknowledges the following based on review of the information contained in the Applicationandin IR
responses:

e thereisan ongoingneedtoadjustdepreciationrates toreflectadjustmentsto the estimated service
lives of FEI’s assets which may range from less than one yearto over 100 years;

e asaresultofchangesto industry standards and technology and in some cases lack of statistical data,
changesto average service lives may be required to correctinaccuracies in previous depreciation
studies, such asin the case of Asset Class 467.20 — Measuring and Regulating Equipment;** and

23 BCOAPO Final Argument, p. 4.
24 .

Ibid.
%> |bid., pp. 4-5.
26 £y Reply Argument, pp. 1-2.
7 Iid., p. 3.
28 ExhibitB-2, BCUC IR 1.11.
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e the process of usingstatistical sampling and other means of research asemployed by FEI's external
consultants to evaluate the actual retirement rates of assets against the Company’s estimates as the
basis from which adjustmentsto depreciation rates may be determined isareasonable and commonly
used practice.

The Panel concludes from the foregoing that there isaneed to adjust depreciation rates atregularintervals as
theincidence of retirementsis updated and the current proposal is consistent with this.

With regards to the usage of the ASLprocedure versus the ELG procedure, the Panel accepts FEI’s position that
adoption of the ELG method is notappropriate at thistime. Although the ELG method would reduce the
incidence of losses arising from the early retirement of assets, we observe the following:

e the comparative assessment of the two methods setout in FEI's responses to Commission IRs do not
yield sufficiently different results to conclude the ASLmethod should not be continued at this time; and

e the costs associated with system changes and the impact on ratepayers overthe next three years of
adoptingthe ELG method issignificantand, inthe Panel’sview, have not been justified.

In accepting FEI'srecommendation not to adoptthe ELG method atthistime, the Panel sees potential merit to
the future adoption of the ELG method, particularly given Gannett Fleming’s assertion that this procedure is
considered to “more accurately estimate the actual consumption of acompany’s fixed assets”*° and will
significantly reduce the recording of asset losses and gains. In orderto adequately understand and assess the
short termand long term benefits and costs of adopting the ELG method, the Panel requires furtherinformation
beyond FEI’'sresponsesto Commission IRs in this proceeding. Therefore, the Panel directs FEI to provide as part
of its next Depreciation Study an analysis of the costs and benefits of converting from the Average Service Life
group depreciation method to the Equal Life Group depreciation method, including calculations of the rate
impact. FEl is also directed to include a discussion of the group depreciation method used by each of the
major regulated gas utilitiesin Canada.

With respectto BCOAPQO’s statement that FEI's proposed depreciation and net salvage rate changes should not
be implemented until afterthe PBRtermin 2019, the Panel disagrees. Changesto depreciation and net salvage
rates are treated as flow-through items underthe PBRand thus have no impact on FEI’sformula-driven
expenditures oron the annual earnings sharing mechanism. Further, deferringthe adjustment of rates until a
later date would cause FEI to continue to use depreciation and net salvage rates which do not reflectits current
circumstances. Accordingly, FEI's proposed depreciation and net salvage rate changes, which resultin a
reduction to the composite deprecation rate from 3.19 percentto 3.06 percent and an increase to the
composite net salvage rate from 0.44 percentto 0.64 percent, are approved, effective January 1, 2017.

%% ExhibitB-1, p. 3.
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