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TO:

Notice of Application
NOVA SCOTIA UTILITY AND REVIEW BOARD
IN THE MATTER OF. The Public Utilities Act, R.S.N.S. 1989, ¢.380 as
amended
- and -
IN THE MATTER OF. An Application by Nova Scotia Power Incorporated for

Approval of Certain Revisions to its Rates, Charges and
Regulations

NOTICE OF APPLICATION

The Nova Scotia Utility and Review Board

Nova Scotia Power Incorporated (NSPI or the Company) is a public utility subject to
regulation by the Nova Scotia Utility and Review Board (UARB or the Board) and
conducts its business in Nova Scotia where it is engaged in the generation, transmission
and distribution of electrical power.

Above-the-Line customer rates were last adjusted by Order of the Board effective April
1, 2007. Since that date there have been material changes in circumstances for the test
year beginning in January 2009 such that, unless customer rates are re-adjusted, the
Company will be unable to continue to provide the service expected by customers and
will be unable to earn a just and reasonable return.

The Company therefore makes this Application for certain revisions to its rates, charges
and regulations, effective January 1, 20009.

In support of this Application is filed the Direct Evidence of NSPI, which consists of the
following:

10 Introduction

20  Fuel and Purchased Power

3.0  Fuel Adjustment Mechanism (FAM)

40  Demand Side Management (DSM)

50  Depreciation and Regulatory Amortization
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10.

6.0  Operating, Maintenance & Genera
7.0  Capita Structure and Financing

8.0 Rate Base

9.0 Load Forecast

10.0 Cost of Service

11.0 Revenue Forecast and Proposed Rates
12.0 Miscellaneous Charges

13.0 A Fina Word

The Direct Evidence includes Appendices containing additional material supporting the
Application. In addition, the Company has filed supporting information in the prescribed
Standard Filing Requirement format.

There are regulatory proceedings ongoing or anticipated at the time of this Application
that could affect the test year revenue requirement. This Application does not account for
any additional spending (revenue requirement) that may result from external cost
pressures, decisions by the UARB, or from additional directives that may be ordered by
the UARB as a result of this Application. Any such changes will be incorporated in the
Compliance Filing, subject to UARB Approval.

On the evidence filed in support of this Application, NSPI asserts that the Order sought
by the Application isin the public interest and in the interest of NSPI.

NSPI therefore seeks an Order, effective January 1, 2009, approving:

@ The 2009 revenue requirement as set out in the Application so as to enable the
Company to recover the reasonable costs of providing service to customers and to
meet its financial obligations including provision for ajust and reasonable return;

(b) The rates, charges and regulations as filed in this Application;

(© The Fuel Adjustment Mechanism to be effective January 1, 2009;

(d) Adjustments to the rates, charges and regulations as necessary to reflect decisions
and directives pending in related proceedings, or as may be determined by the
UARB inthis Application;

(e The return on common equity and return on rate base as set out in the Application.

Certain of the evidence filed in support of the Application is being filed with the request

that the Board hold it in confidence and such evidence has been redacted from the copies
of this Application that are being made publicly available. Specific portions of the Direct
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11.

12.

13.

Evidence, Appendices and Standard Filing have been redacted and filed in confidence
with the Board, asidentified in Attachment 1 to this notice.

The evidence sought to be filed in confidence relates to aspects of the Company’s fuel
and purchased power forecasts and expenses, including the Company’s natural gas
purchase contract and the purchase and use of solid fuel and heavy fuel oil. The public
disclosure of this commercially and financialy sensitive information will harm the
Company and its customers by placing it at a material disadvantage in solicitations and
negotiations with present and future suppliers. Additionally, some of the information is
subject to confidentiality agreements with third parties.

Pursuant to the Board's practice in these matters, with the approval of the Board, the
Company will immediately make available copies of the complete and un-redacted
Application to any party who has a good faith interest in accessing the confidential
information, who would not be otherwise conflicted, and who signs an agreement to
maintain the confidentiality of the information.
NSPI also seeks Directions from the Board providing for:
@ Pre-hearing procedures, including:

() Public Notice of this Application;

(i)  Approval of the request to file certain of the evidence in confidence as
referred to in paragraphs 10, 11 and 12 herein,

(iii)  Directions regarding the terms on which interested parties may have
access to confidential information that may be sought by parties during the
course of this proceeding;

(iv)  Interventions and evidence from Intervenors;

(v) A process for the establishment of an Issues List for the Hearing;

(vi)  Inlight of the Standard Filing Requirements, one (1) round of Information
Requests; and

(vil) A process for the expedient resolution of any pre-hearing procedural
issues.

(b) Setting a date for the hearing of this Application in the fall of 2008 allowing
sufficient time so that any Order arising out of this proceeding may be
implemented effective January 1, 2009; and
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(c) Such other matters as the Board deems fit.

DATED at Halifax Regional Municipality, in the Province of Nova Scotia this 27" day of May,

2008.

NOVA SCOTIA POWER INCORPORATED

Per: \24 R

RALPH R. TEDESCO
President and Chief Executive Officer

Name and Address for Service:

J. René Gallant

General Manager Regulatory Affairs

And Regulatory Counsel

for Nova Scotia Power Inc.

Address: 16" Floor, Barrington Tower
1894 Barrington Street

Mr. Terence Dalgleish Q.C.

Davis LLP

Address: Livingston Place
1000-250 2" Street SW
Calgary, AB T2P 0C1

Telephone:  (403) 698-8740

Halifax, NS B3J 2A8 Fax: (403) 697-6605
Mail: P.O. Box 910 Email: tdalgleish@davis.ca
Halifax, NS B3J 2W5
Telephone: (902) 428-6408
Fax: (902) 428-6990
Email: rene.gallant@nspower.ca
Anne-Marie Curtis, P.Eng.
Manager Commercial Projects, Regulatory Affairs
Nova Scotia Power Inc.
Address: 14" Floor, Barrington Tower
1894 Barrington Street
Halifax, NS B3J 2A8
Mail: P.O. Box 910
Halifax, NS B3J 2W5
Telephone: (902) 428-6770
Fax: (902) 428-6542
Email: anne-marie.curtis@nspower.ca
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Notice of Application — Attachment 1

Listing of Confidential Sections of NSPI 2009 Rate Application

(DE) Evidence (Sections containing Confidential Information)
20  Fuel and Purchased Power

6.0  Operating, Maintenance & General

80 RateBase

Appendiceswith Confidential Information
Appendix D — OM&G Detailed Variance Analysis
Appendix E-5 Year OM&G Summary

(SR) Studiesand Reports
SR-01 — Cost Exhibits

(OP) Organization Profile
OP-01, Attachment 3

OP-03, Attachment 1

OP-05, Attachment 1

OP-06, Attachment 1

OP-08, Attachment 1

OP-12, Attachment 1, 3 and 4

(FOR) Financial Outlook
FOR-01 to 08 — Attachment 1 for each
FOR-11 to 14 — Attachment 1 for each

(RB) Rate Base
RB-01, Attachment 1
RB-02 — RB-16, Attachment 1

(DA) Depreciation & Amortization Expense & Accumulated Reserves
DA-04, Attachment 1
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(OR) Operating Revenues
OR-08, Attachments 1 and 2

(OE) Operating Expenses

OE-01A, Attachments 1, 2 and 3

OE-01C, Attachments 1 and 2

OE-01D, Attachments 1 and 2

OE-01E, F,G,H, 1,J,L, M, O, P, Q — Attachment 1 for each
OE-02 — OE-09, Attachment 1

OE-10 - OE-11, Attachment 1

OE-12, Attachment 1

(CS) Capital Structure
CS-01 - CS-03, Attachment 1

(PR) Proposed Rates and Regulations
PR-02, Attachments 1 and 2
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1.0

INTRODUCTION

Nova Scotia Power Inc. (NSPI) is applying for new electricity rates based on a test year
beginning January 1, 2009. In this Application, NSPI is seeking to recover cost increases
that the Company will experience in the 2009 test year and which are currently not
provided for in rates. NSPI is currently experiencing a combination of influences that

must be addressed in order to maintain the financial health of the Company.

Fuel expense is higher in 2009. NSPI and its customers are subject to higher and volatile
worldwide fuel commodity prices. This is reflected in the cost of gasoline for the cars we
drive, heating oil for our homes and higher prices for fuel to generate electricity. By
implementing the Fuel Adjustment Mechanism (FAM) effective January 1, 2009, the
Nova Scotia Utility and Review Board will help ensure that NSPI customers pay no more
and no less than the actual costs of fuel. This Application resets the Base Cost of Fuel for

the commencement of the FAM.

NSPI seeks to recover an increase in Operations, Maintenance and General (OM&G)
expenditures. This includes expenses which will directly benefit customers, such as an

enhanced vegetation management program.

The Company is seeking to recover costs for depreciation expenses that have been
previously agreed upon and approved by the Board. NSPI has incorporated in its test
year an amortization of Demand Side Management (DSM) expense over a three year
period, to recover the cost of implementing the 2008 and 2009 DSM Plan.

NSPI seeks to recover its costs from customers in order to have an opportunity to earn a
fair return. When increased costs to provide services are not recovered, or when recovery
of necessary expenditures is delayed, the financial health of the utility is at risk, and

meeting customers’ expectations becomes more challenging. This financial risk can be

DATE FILED: May 27, 2008 Page 4 of 218
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reflected in lower credit ratings, higher borrowing costs or greater difficulty attracting
investment. In this Application, NSPI has reduced its requested return on equity

consistent with the FAM settlement, and seeks no change to its capital structure.

In this Application, NSPI seeks recovery of:

. increased fuel costs

. costs of energy efficiency and conservation programs

. investments in reliability and customer service enhancements
. increased administration costs to operate the utility

o previously approved expenses.

Higher Fuel Expense in 2009

NSPI uses a combination of fuels and renewable energy sources to provide electricity to
its customers. The fuel mix is influenced by global commodity prices within an overall
framework that increases renewable energy sources and meets environmental regulations.
NSPI has been actively developing its renewable energy portfolio. Early in 2007, Nova
Scotia Power issued a formal Request for Proposals for renewable energy development
by Independent Power Producers (IPPs). In December 2007, the company announced
plans to purchase approximately 240 megawatts of new wind energy - which would
increase the amount of wind generation serving Nova Scotians by a factor of five. The

new wind generation will serve the equivalent of 74,000 homes in the province.

NSPI faces higher commodity costs for fuel, which is used to generate approximately 90
percent of the electricity produced by NSPI. Prices for these fuels are driven by global
market conditions. The effects of these global market conditions are dampened through

the use of the fuel portfolio strategy approved by the Board. The increases in fuel
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1.2

1.3

commodity costs for 2009 are higher than those currently provided for in rates. This

Application includes a detailed description of these increased fuel costs.

The fuel forecast for 2009 is $559.5 million, or $89.5 million higher than the fuel costs

currently reflected in rates, last set in 2007.

Recovery of Costs Previously Approved by the UARB

A depreciation phase-in previously approved by the Board has been twice delayed from
recovery in rates. In this Application, NSPI seeks to have the next phase of these
approved depreciation costs incorporated into rates. This item is explained in further

detail in this Evidence.

The UARB has approved NSPI’s proposed DSM program for 2008 and 2009.
Conservation and energy efficiency spending has begun and these expenditures must now

be reflected in rates. The Company seeks to recover these costs over a three year period.

Recovery of Other Customer Related Costs

NSPI seeks recovery of costs for other items that will benefit customers. Increases in
OM&G costs relating to vegetation management will help ensure that NSPI’s customers
continue to receive reliable electric service.  Expenditures on contact centre
enhancements have been previously accepted by the UARB and should properly be
incorporated into rates. The Company is experiencing increased union and non-union
human resource costs required to maintain an effective workforce to meet customer

needs, including the addition of apprentices and Power Line Technicians (PLTS).

Each of these items is explained in further detail in this Evidence.
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Working With Customers and Other Stakeholders

The Company actively manages its business in order to control the costs experienced by
its customers consistent with the opportunity to earn its allowed rate of return under rates
set by the Board. A fair rate of return is a fundamental principle of rate-making and
benefits all customers by allowing the Company to raise investment capital efficiently in
equity and debt markets. A fair return is essential to providing customers with a reliable,

safe and cost-effective electric supply.

With this Application, NSPI has filed detailed information consistent with the Board’s
Standardized Filing Requirements for general rate applications. NSPI worked with the
Board and stakeholders to establish these filing requirements and has incorporated them
in this Application.

In previous rate applications, the Board and customers have, during the proceeding,
expressed a desire for the most up-to-date forecast information for the test year. NSPI
suggests that an updated fuel forecast be provided during the course of this proceeding.
Changes to the test year revenue requirement that may result from this fuel update should
be reflected in rates, whether forecasted costs decrease or increase and, with Board

approval, be incorporated into the Compliance Filing.

In this Application the Company provides information to stakeholders to identify and
explain key issues. NSPI desires an application process that is efficient, collaborative
and well managed. Where possible, the Company will look for opportunities to work
with the Board and stakeholders to improve the pre-hearing and hearing processes. For
example, with the detail provided under Standard Filing Requirements, one round of
Information Requests should be sufficient. NSPI seeks the leadership of the UARB to
keep the matters in issue focused and to keep the hearing productive and on topic.
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1.5  Requested Adjustment to Rates

Based upon the evidence regarding revenue, cost of fuel, depreciation and other items
affecting the Company, NSPI has prepared a Financial Outlook for the 2009 test year.
This Financial Outlook is included in Section 3 of this Application’s Standardized Filing.

NSPI’s revenue requirement in 2009 is $1,285.8 million, which reflects increased fuel
costs, enhanced reliability and customer service programs and the recovery of previously
approved expenses. Based on the revenue expected under current rates, there is a revenue
shortfall of approximately $133 million from the Above-the-Line (ATL) and Extra-Large
Industrial Two Part Real Time Pricing (ELI 2P-RTP) classes. This Application requests
an average revenue increase of 11.9 percent effective January 1, 2009.
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2.0

2.1

FUEL AND PURCHASED POWER

Overview

NSPI’s fuel costs were last reset in customer rates in the 2007 General Rate Application,
for which a hearing was held in January 2007. Since that time, fuel prices continue to

show upward movement and volatility.

This section contains NSPI’s evidence with respect to its 2009 fuel and purchased power
expense. It includes information on the Company’s fuel procurement strategy, its fuel

portfolio and its 2009 fuel forecast.

The evidence of Energy Ventures Analysis Inc. (EVA) in Section 2.2 of this Application
provides context to fuel market volatility and to NSPI’s fuel procurement activities. One
of EVA’s principals, Ms. Emily Medine, provides expert fuel procurement advice to
NSPI.

The evidence of ICF International (ICF) in Section 2.3 discusses the processes used to

resell natural gas, the outcome of which is incorporated in this Application.

Current rates include fuel and purchased power expenses of $470 million. The test year
fuel cost requested in this Application is $559.5 million, or $89.5 million higher than the
amount included in the 2007 Compliance Filing (2007C). The major components of this
cost increase are shown in Figure 2.1. Each component is briefly described below in

more detail.
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Figure 2.1

Fuel and Purchased Power Change

2009 vs. 2007C
T Becreasing Fuel Bxpense T increasing Fuel Bpense

|ncreased ‘ﬁ $56 5
commodity costs '
Decreased gas ‘ﬁ $33 8
resale margin '
Other D $4.2
Domestic I@’ ($5.1)

(10.0) 0.0 10.0 20.0 30.0 40.0 50.0 60.0
$ Millions

Increased Commaodity Costs

Higher prices for solid fuels and oil make up the majority of the increased commodity
costs in the commodity pricing category. Solid fuel prices contribute S | | I to the
total 2009 fuel cost increase primarily due to the global escalation in solid fuel prices

applicable to open volumes and contracts awarded since 2007.

The variances depicted in the graph are calculated using standard accounting methodology for price and quantity.
The quantity or “volume” variance (“Domestic Load”) is determined by taking the change in volume from 2007C to
2009 and multiplying by the original price. The price variance (“Commodity Costs”) reflects the change in price
from 2007C to 2009 and the new quantity required.
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Decreased Gas Resale Margin

The net gas resale margin forecast for 2009 is $12.8 million. This is a decrease from
2007C of $33.8 million. $20.6 million of this margin decrease results from the gas
margin amount set in the 2007 General Rate Application Settlement Agreement, which
used an arbitrary estimate of natural gas margin. The remaining $13.2 million is due to
the economic consumption of natural gas, which offsets more expensive heavy fuel oil

and reduces the amount of natural gas for resale.

Load

As noted in Section 9.0 of this Evidence, the 2009 in-province load is forecast to be lower
than for 2007C. The reduction in fuel costs from this change in load forecast is partially
offset by higher projected system peak energy requirements which will require more
expensive generation to meet demand. The net effect of these factors is a reduction of
$5.1 million in fuel costs.

Other

“Other” includes increased replacement energy costs reflecting the reduced availability of
lower cost generation due to scheduled plant maintenance, notably the Trenton 5 outage
required to replace the generator and install the baghouse. It also includes adjustments to
plant heat rates due to environmental compliance equipment additions and a provision for
coal test burn costs. These increased costs are partially offset by lower generation costs

resulting from lower export volumes.

As shown in Figure 2.2, the effect of the changes in 2009 fuel costs over 2007C results in
an increase in the fuel cost per megawatt hour of electricity produced. Net fuel costs are
forecast to increase from $36.02/MWh in 2007C to $43.18/MWh in 2009.
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Figure 2.2
NSPI Fuel Cost Per
MWh

2003 2004 2005 2006 2007 2007C 2008F 2009
Year

[ Net Fuel Cost O Gas Sales Benefit ($/Mwh)
($/Mwh)

Note: 2007C, 2008F and 2009 columns in this figure are confidential

2.2 Fuel Testimony of NSPI

NSPI is continuing to experience the effects of world market forces on its fuel costs. In
2009, NSPI projects an increase in fuel costs of $89.5 million, as compared to 2007C.
NSPI’s ability to recover its fuel costs is fundamental to the financial health of the utility
and the reliability of the electricity system.

This section outlines NSPI’s mix of generating capacity and comments on market
volatility. NSPI’s Fuel Procurement Strategy and the fuel portfolio are discussed in
detail. The fuel forecast methodology and the details of the 2009 forecast are described,

highlighting the following topics:
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° Oil and Gas

. Solid Fuel

o Renewable Energy

. Foreign Exchange

. Effect of Load on the Cost of Generation

The Company concurs with and adopts the evidence of Energy Ventures Analysis Inc.
(EVA) and ICF International (ICF).

NSPI’s Fuel Procurement Strategy

NSPI has 2,283 MW of generating capacity. Solid fuel fired capacity makes up 55
percent; oil and natural gas fired facilities comprise 28 percent with hydro, tidal and wind

providing the remaining 17 percent of the Company’s total generating capacity.

The generation fleet is economically dispatched based upon each plant’s operating costs
and subject to environmental constraints. As a result, 89 percent of NSPI’s energy is
produced from fossil fuel-burning plants with 71 percent from solid fuel and 18 percent
from heavy fuel oil (HFO), natural gas and light fuel oil (LFO). The remaining 11
percent of NSPI’s energy requirement is provided from hydro, tidal, wind generation and
purchased power, and is fully utilized based on availability.

International fuel prices have experienced significant volatility over the past several years
and prices have risen for coal, petcoke, oil, gas and transportation of these fuels. The
evidence of EVA provides a discussion of fuel market volatility.

The price of oil continues to be volatile and high by historical standards. Crude oil drives
the underlying price for HFO. West Texas Intermediate Crude (WTI), a North American
benchmark for crude oil, has shown sensitivity to political unrest in oil supply regions.
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2.2.2

Market crude oil prices have moved by over two dollars per barrel (representing a 2
percent movement in price) within one trading day, sparked by news of unrest or
uncertainty. Since the 2007 General Rate Proceeding the price for oil has moved to

levels never before experienced.

Natural gas prices continue to be volatile and sensitive to changes in demand, weather
and storage positions. Prices have moved in excess of $0.60 USD per MMBtu in a day
and over $1.50 USD per MMBtu in a week. This represents a movement of 8 and 24

percent, respectively, in those periods.

Solid fuel accounts for the largest portion of NSPI’s fuel budget. Global coal prices have
been volatile over the last three years. After reaching and sustaining all time highs in the
second half of 2004, coal prices receded in late 2005 only to return to previous highs in
early 2006. Since mid-2007, the global coal market has continued to climb and reach
historic levels. These market prices reflect increased world-wide demand as well as
mounting supply problems in the Pacific basin which, has in turn, constrained coal
availability in the Atlantic basin, the source of much of NSPI’s coal.

Fuel Portfolio

NSPI procures and manages a reliable fuel supply with a diversified portfolio of fuel
types, suppliers, contract terms, and pricing structures that seeks to produce reliable
energy for customers. The Company’s objective is to dispatch and consume acquired
fuel to yield the lowest cost while meeting all applicable policies, procedures, reliability,

safety and environmental requirements.

The following describes NSPI’s portfolio development by fuel type.
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Oil and Natural Gas

NSPI burns HFO and/or natural gas at Tufts Cove. Tufts Cove Units 1, 2 and 3 are
capable of utilizing either fuel while Units 4 and 5% burn only natural gas. In Tufts Cove
1, 2 and 3, HFO is generally replaced with natural gas when the market price of gas is
lower than the market price of HFO. Tufts Cove units are typically on the margin, which
means they are usually the last units dispatched to meet system load requirements. As a
result, the volume of HFO purchased in any year depends on system demand and the
relative prices of HFO and natural gas. With the increase in HFO prices in recent years,
natural gas has become the more economic choice, increasing the gas burned in these

units and reducing the quantities of HFO required.
Oil

NSPI’s HFO strategy is comprised of two parts, physical purchases and financial
hedging. NSPI buys its HFO under a 12-month variable volume contract with pricing
tied to a New York Harbour (NYH) market index. The variable volume allows NSPI to
substitute HFO supplies when more favourable delivery terms can be found in the market

or when gas is more economic to burn.

HFO and natural gas are both priced against market indices. NSPI’s Fuel Manual

outlines the hedging program for these fuels which operates to reduce volatility. [JJij

2 The LM6000 combustion turbine units.
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Natural Gas

NSPI buys natural gas under |l agreement with an existing supplier. Deliveries
commenced on November 1, 2000. The contract represents || | B per day of

natural gas deliveries to NSPI.

I 'SP amended its agreement with its gas supplier covering the

remaining period of the contract. The amended pricing provisions included in the
agreement are reflected in the fuel forecast for 2009. The agreement benefits both NSPI
and its customers in terms of pricing as well as security of supply. NSPI’s strategy is to
optimize the value of this gas contract for the benefit of customers either by burning or
reselling the gas, according to operational and market conditions.

In August 2007, NSPI issued a Request for Proposal (RFP) to sell its excess natural gas
to the Northeast gas market. The process followed the recommendations set out by ICF
in its study entitled “Issues and Options for Enhancing the Value of Resale Gas for NSPI

Customers™

which was completed in October 2006. ICF served as an advisor during the
process. Board consultants and staff had an opportunity to monitor the evaluation

process.

NSPI received multiple bids in this RFP, which NSPI and ICF attribute to a renewed

focus by parties on the Northeast gas market. |GG

® This study can be viewed in the confidential data room.
4
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NSPI is planning to issue a RFP for gas sales early in the fall of 2008 to sell excess gas
for the period from November 2008 to October 2009. The process recently supported by
the UARB fuel consultants will be undertaken.

Solid Fuel

NSPI’s solid fuel procurement policy is to procure and manage a reliable and
competitively priced supply of fuel on a system-wide evaluated cost basis for its
generation fleet, consistent with regulatory and environmental requirements. NSPI’s

policy incorporates a portfolio approach to procurement.

NSPI has met the December 31, 2008 goal of achieving contract commitments to fulfill
its portfolio targets. As of December 18, 2007 NSPI has || GGG of it
forecasted 2009 procurement volumes of solid fuel requirements; |GG
forecasted solid fuel requirements are under long-term contracts |G are
purchased under medium-term contracts. Figure 2.3 describes the portfolio position from
2008 to 2012 as well as the mix and length of contracts.

.
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1 Figure 2.3
2
NSPI Solid Fuel Portfolio Table
(in thousands of metric tonnes)
Year 2008 2009 2010 2011 2012

NSPI reviews its commitments on an on-going basis. Monitoring of NSPI’s requirements
and changing market conditions allows for the portfolio to be optimized. The contracts in

which NSPI has engaged are summarized in Figure 2.4 and outlined in the following

~N o o1 B~ W

sections.
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Figure 2.4

Summary of Portfolio Status
(in thousands of metric tonnes)

Product Supplier 2008 2009 2010*(1) 2011 2012

Notes:
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Long-Term Contracts

NSPI engages in long-term commitments for solid fuel that the Company will consume

for four years or more.
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Medium-Term Contracts

Short-Term Contracts

The balance of NSPI’s solid fuel requirements may be purchased on a short-term basis.
These purchase decisions depend upon factors such as changes in fuel requirements,
prevailing market conditions and volume optionality on long and medium term
agreements. The short-term commitments also include coal purchased for test burns and

for management of emissions compliance.

Transportation

NSPI receives solid fuel at two port facilities. The International Pier, located in Sydney,
receives self-unloading vessels that typically originate along the eastern seaboard of
North and South America. The second facility, the Point Tupper Marine Terminal
(PTMT), has the ability to handle bulker vessels that can economically deliver coal from

a greater number of supply basins.

Ocean freight rates are determined by global market levels or the daily rate that vessel
fleet managers have guaranteed their partners. Freight rates have been extremely volatile

over the past several years and have risen steadily in the past year. This is shown in
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Figure 2.5 which charts the Baltic Panamax Index (BPI) and the Baltic Cape Index
(BCI).°

Figure 2.5

Global Freight Rates
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Baltic Panamax

Baltic Capesize ‘

NSPI purchases most coal on a Free on Board (FOB) loadport basis and is therefore
responsible for the procurement of ocean freight. Petroleum coke purchases are generally

made on a delivered basis with the supplier responsible for freight.

The type of freight required depends primarily upon the destination of the fuel. As noted
above, deliveries to the International Pier are currently limited to self-unloaders.

However, PTMT can accommodate most vessel types.

® Baltic Cape and Baltic Panamax Indices are widely accepted industry standards for freight pricing.
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2.2.3

Point Tupper Marine Terminal

The Point Tupper Marine Terminal (PTMT) began commercial operation in January 2005
and has provided continuous service to only NSPI. The PTMT has provided NSPI

customers with savings from:

. Reduced freight rates and demurrage charges on belted self unloaders
. Elimination of rail transportation costs from the temporary unloading port

to the Point Tupper Generating Station

In 2007, NSPI filed an application to include the PTMT in its regulated rate base. Please
refer to Section 8.0 of this Application for further information.

Fuels Forecast

Fuel costs include the delivered cost of solid fuels, oil, natural gas and purchased power,

offset by the net proceeds from export energy sales and the resale of natural gas.

The forecast is derived from industry-standard generation models that dispatch NSPI’s
generating capacity to meet projected load requirements in a least cost manner subject to
the 2009 emission cap of 108,750 tonnes of sulphur dioxide (SOz). In 2009,
approximately 89 percent of NSPI’s generation is expected to be produced from fossil
fuel-burning plants.

In 2009, net electric load is forecast to be lower than forecast for 2007C while system
peak demand requirements are forecast to be higher, thus requiring more expensive
generation be dispatched during peak load events. Please refer to Section 9.0 for further

details on the load forecast.
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The following sections provide details on NSPI’s 2009 fuel requirements, compared to
2007C. AIll commodity prices which are purchased on a United States Dollar (USD)
basis have been converted to Canadian Dollars (CAD) at an average exchange rate of
$1.07 CAD for each USD. The derivation of this exchange rate is described later in this

section of the Evidence.

Oil & Natural Gas Methodology

Figure 2.6 shows the 2009 over-the-counter’ prices for oil and forward price curves for
natural gas adjusted for delivery to Tufts Cove. As shown, the price spread between
natural gas and HFO is relatively narrow during the winter months and widens during
summer months. As the graph indicates, natural gas prices are expected to remain above
HFO prices in January and February. As a result, most of NSPI’s gas is projected to be

consumed for generation, therefore reducing gas available for resale.

Figure 2.6
Tufts Cove Delivered Market Price of HFO,
Nat Gas and LFO-Cdn$/MMBtu
$25
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" Over-the-counter refers to solicitations from broker quotes for a commodity in the forecast period.
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NSPI manages financial exposure to changes in the market price of HFO through the use
of swap and option contracts.® The HFO price in the Application is forecast based upon

over the counter quotes and in-place hedges.

The natural gas prices in this Application are produced using forward price curves® and

in-place hedges. |

methodology is consistent with that approved by the Board in the 2003 Generic Rate
Case.

The Board notes that there was no opposition to either NSPI's present
method of including gas sales, based on forward curves, in its annual fuel
budget or its proposed methodology for handling gas sales in the
calculation of marginal costs. The Board approves both these
methodologies as described.°

The key elements in calculating the natural gas margin and as approved by the UARB are

as follows:
. Estimate the volume of natural gas that will be available for resale after
expected consumption.
. Estimate the amount of contract gas supply cuts that may be expected in
the period.
o Determine the cost of gas NSPI will purchase as per the pricing terms of

the gas purchase contract.

& Swap and option contracts are financial instruments used to lower volatility in pricing terms for a supply contract.
® The term “forward price curve” refers to a graph of future prices decided upon by both buyer and seller for any
given commodity.

' NSPI 2003 Generic Rate Proceeding, UARB Decision, NSUARB — NSPI P-878, August 1, 2003, paragraph 51.
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. Determine the selling price of the gas using market forward curves.

o Calculate the margin based on the monthly volume of gas available for
resale multiplied by the expected selling price in the month, less the
forecast cost of the gas.

. Reduce the margin by transportation tolls that are incurred by NSPI as part

of the natural gas sales program.

Oil Forecast

Heavy Fuel Qil

Given the relative forward market prices of each fuel, Tufts Cove is expected to burn
HFO in the dual-fired steam boilers (Units 1 — 3) during January and February 2009 and

switch to gas for the rest of the year.

NSPI anticipates consuming || | | I of HFO in 2009 in Tufts Cove Units 1,
2 and 3 and as support fuel at its coal fired plants.

Figure 2.7 shows HFO costs for 2007C versus 2009. |GGG
I This is an increase [
B < unit price of HFO.
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Figure 2.7

Note: This figure is confidential.

Light Fuel Oil

The Company expects to consume |||} T L0 in 2009 as start-up fuel in its
thermal units and operating in the oil fired combustion turbines. The quantity of LFO
forecast is higher than 2007C reflecting projected higher peak demand requirements.

Figure 2.8 shows LFO price for 2007C versus 2009. The forecast price for light oil in

2009 [ VMBtu. This is | increase per MMBtu.
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Figure 2.8

Note: This figure is confidential
Natural Gas Forecast

With the market price of HFO forecast to be generally higher than that of natural gas in
all months but January and February, it is expected to be economic to burn natural gas
from March to December in Units 1, 2 and 3 at Tufts Cove. Natural gas is also
anticipated to be economically dispatched in the LM6000 units at various times of the

year. 1n 2009, the Company expects | GcGcIzNGNGGEE o1 its contract

volume of natural gas in the Tufts Cove Units.

Throughout 2007, NSPI experienced some improvements in the supply of natural gas due
to compression investments made by Sable Offshore Energy Project (SOEP) that have
stabilized supply in the short term.  NSPI has included a provision of || Gz
I for SOEP maintenance and associated spot gas purchases requirements in 2009**

driven by unplanned supply disruptions.

1 This value is derived from a forecast for planned SOEP field maintenance and supply disruption that averages
historical experience.
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Figure 2.9 shows the cost of natural gas in 2007C versus 2009. The average cost of

natural gas consumed by the Company, including transportation charges to Tufts Cove, is

forecast to | NN i IR (ov.er than 2007C.

Figure 2.9

Note: This figure is confidential
Natural Gas Margin Forecast

The 2007 Rate Settlement Agreement set the gas margin amount at $46.6 million. This
resulted in an assumed additional $20.6 million in natural gas resale margin, higher than
had been included in NSPI’s updated fuel forecast in January 2007.> The natural gas
resale program for 2009 reflects a forecasted margin amount of $12.8 million, which will

reduce overall fuel costs.

NSPIs fuel procurement strategy has [ NS

2N'SP1 2007 Rate Case, Compliance Filing, NSUARB — NSPI — P-886, February 15, 2007, table 8, line 22.
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Solid Fuels Forecast Methodology

In developing the solid fuel budget for this Application, solid fuels already under contract
were priced at contract levels while the uncommitted volumes were priced using market
information. The optional volume on the contractual tonnage was priced at the lower of

the contract or market levels as reflected in Figure 2.10.

Figure 2.10
Uncommitted Volumes
Volume Sulphur Heat | Commodity
Commodity (MT) Content | Content (CAD
(Wt., %) | (Btu/lbs) | $/MT FOB)

NSPI has developed a fuel price forecast that is representative of the market perspective.
Due to the volatility in the solid fuels markets, forward price curves were chosen as the
best representation of currently available prices.

The majority of NSPI’s generation comes from four generating stations® fired by either
coal or a blend of coal and petroleum coke. Coal may come from both domestic and
imported sources, while petroleum coke is imported. The relationships of various fuel
prices, in conjunction with their emissions and combustion characteristics, determine the

mix of fuels. Figure 2.11 outlines the forecast mix of solid fuel blends for 2009.

3 Lingan, Point Aconi, Point Tupper and Trenton.
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Figure 2.11

Mix of Solid Fuel Blends for Generation

2007C 2009

In 2009, Domestic coal supply accounts for || GGG of \srP!’s solid

fuel requirements on a tonnage basis. Imports account for the balance. The increase in
domestic supply from 2007C to 2009 is due to the availability of a second economic coal

supply source in Nova Scotia.

Petroleum coke has historically been less expensive than coal; however present market
prices of petroleum coke have increased such that this is not always the case. NSPI
evaluates coal and petroleum coke for each incremental purchase.

The petroleum coke quantities forecast in this Application are based upon |
I orice for the volumes under that agreement and market price for open volumes.
As in 2007C, the petroleum coke volumes are below those that could be accommodated

both technically and in accordance with environmental requirements because of the high

forecast costs. The uncommitted volumes are expected to be || GTGTcNGGG
I --troleum coke.

As shown in Figure 2.12, the solid fuel cost per MMBtu in 2009 is [l higher than
the solid fuel cost in 2007C.
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Figure 2.12

Note: This figure is confidential

Renewable Energy

NSPI-Owned

The renewable energy provided by NSPI comes from hydro, tidal and wind.

The level of hydro generation forecast for 2009 is based on a 23-year average, consistent
with the Board’s 2002 Rate Decision in which the Board stated “longer-term data is
preferable for purposes of hydro generation.”™* The use of this average, results in a 2009
production forecast of 967 GWh, which includes tidal energy at 30.8 GWh.

NSPI’s two wind turbines located at Grand Etang and Little Brook are forecasted to
produce 2.7 GWh in 20009.

Y NSPI 2002 Rate Case, UARB Decision, NSUARB — NSPI — P — 875, October 23, 2002, paragraph 91
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IPP Contracts

Prior to 2002, NSPI entered into long-term Purchase Power Agreements (PPAS) with
several independent power producers (IPPs) to produce renewable energy. The power
produced under these contracts uses renewable energy sources such as biomass and
hydro. The total capacity from these pre-2002 contracts totals about 25 MW and
provides approximately 164 GWh annually.®

Since 2002, NSPI has procured through long term Power Purchase Agreements, 62 MW
of renewable energy, primarily from wind sources. In early 2005, Pubnico Point Wind
Farm Inc. began full production under a long-term contract with NSPI from its 30.6 MW
wind farm at West Pubnico. By the end of 2005, NSPI had executed PPAs with seven
wind developers, two biomass developers and one biogas developer. The 2009 forecast
for post-2001 IPP generation is 196.4 GWh.

Future Requirements

New legislation® has been issued which outlines renewable requirements going forward:

. The Nova Scotia Regulations respecting Renewable Energy Standards
(RES) require that, by 2010, NSPI produce 5 percent of its energy from
renewable resources constructed after 2001. NSPI forecasts this to be
approximately 690 GWh in 2010. By 2013, when the Renewable
Portfolio Standard (RPS) increases to 10 percent, post 2001 renewable
generation will account for approximately 1,450 GWh.

15 A waste burning generation contract ended with the closure of the Cape Breton Regional Municipal Waste
Incinerator in 2005.
18 http://www.gov.ns.ca/energy/AbsPage.aspx?ID=1569&siteid=1&lang=1
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. The Nova Scotia Government’s Environmental Goals and Sustainable
Prosperity Act provides additional guidance to potential future emissions
regulations. In addition to reiterating the limits for air pollutants and
supporting the renewable energy requirements established by the
Provincial government in other legislation, the Act established a goal for
Nova Scotia to reduce greenhouse gas emissions to 10 percent below 1990
levels by the year 2020. At this time, it is uncertain how this provincial
goal might be translated into limits for NSPI. This may affect the

renewable energy requirement going forward.

To meet future renewable energy requirements, NSPI is anticipating Power Purchase
Agreements (PPAs) for an additional 245 MW capacity (producing 711 GWh per year)
from Independent Power Producers (IPPs), all of which will use wind as the renewable
energy resource. These projects are scheduled to come on line in late 2009. This new
amount, combined with the 196.4 GWh per year from the existing post-2001 renewable
resources, will comply with the 2010 RES requirement and provide sufficient margin for

those years in which wind may be lower than average.

Additionally, NSPI has announced its intention to proceed with the development of a

tidal in-stream energy demonstration project in the Bay of Fundy.

Effect of Load on Cost of Generation

As described in previous sections, the increase in fuel expenses for 2009 is primarily a
function of changes in gas resale margins, commodity prices and replacement energy

costs. Changes in load are projected to reduce fuel expense in 2009.
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The 2009 total load is forecast to be 12,957 GWh, including exports. As noted in the
load forecast section of this Evidence, both in-province load and exports are lower than
2007C.

The 2009 fuel cost reduction provided by reduced in-province energy consumption is
partially offset by an increase in the peak demand requirement. In general, as the demand
increases, higher cost fuels are called upon to serve the highest demand, or “marginal™’
load. For NSPI, the current marginal fuels are predominantly HFO, natural gas and LFO,

supplemented by import energy.
NSPI expects to export a small amount of energy in 2009. These 2009 export sales
reduce the overall revenue requirement by $0.5 million, to the benefit of NSPI’s

customers.

US Dollar Requirements and Foreign Exchange Rates

Most of NSPI’s fuel requirement is purchased in United States Dollars (USD). The
imported coal, petroleum coke, heavy fuel oil, natural gas and ocean freight are USD
denominated. The natural gas sales program provides a natural hedge against a portion of
the Company’s total currency exchange exposure.’® The USD cash inflow from the sale
of natural gas offsets some of the cash outflow required for fuel commaodities; thereby
lessening the net USD requirement and NSPI’s exposure to changes in the foreign

exchange rate.

NSPI typically uses forward contracts to hedge its USD requirements for fuel. A forward
contract is a commitment to purchase specific securities (in this case, U.S. dollars) at an

agreed upon rate at a specific date in the future.

7 Marginal refers to the next kWh that would need to be produced. The marginal cost is the cost that would be
incurred to produce that next kwWh.
'8 Lower gas volumes reduce this natural hedge.
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Foreign Exchange rates have improved since NSPI’s last General Rate Proceeding. NSPI

has reflected these foreign exchange rates in this Application.

NSPI hedges its U.S. dollar requirements based on known and forecast requirements.
NSPI guidelines are to hedge 30 — 50 percent of the three outer years of the four forward
years. For the forward 12 month period, a maximum of 30 percent of the forecast USD
requirement would remain open to allow for changes in the cash flow timing and volume

of USD requirements. The hedged rates are factored into the costs for fuel.

The Company monitors foreign exchange markets and considers the views of economists
and currency experts from both Canada and the U.S. Additional hedge requirements are

gradually locked up leading into a period.

NSPI monitors and reports on its risk management strategies. This includes budgeted
volumes of underlying positions not hedged and risk management strategies regarding
revisions to the budget volume.

Through its purchase of forward foreign exchange contracts, NSPI has 43 percent of its
2009 U.S. dollar requirement at an average rate of 1.1065 and has forecast a blended rate
of 1.0723 on all fuel costs in this Application. In 2009, NSPI anticipates that it will
require approximately $356.0 USD million for fuel purchases.
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Figure 2.13

USD / CAD Foreign Exchange Rate
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2.2.4 Summary
2007 customer rates include provision for fuel and purchased power expenses of $470.0
million. NSPI’s net fuel costs for 2009 are forecasted to be $559.5 million, $89.5 million

higher than 2007C.

The components of NSPI’s changes in 2009 fuel costs over 2007C are:

A reduction in the net gas resale margin of $33.8 million;

. An increase in the commodity and transportation cost of fuels, partially
offset by savings associated with natural gas, equating to $56.6 million;

o Lower load, partially offset by higher system peak requirements requiring
more expensive generation, resulting in net savings to fuel expense of $5.1
million;

. Other items including exports and hydro generation resulting in increased

fuel costs of $4.2 million.
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NSPI’s Fuel and Risk Management group considers the advice of industry experts to
support procurement strategy and execution. The testimony of two such experts, Emily

Medine and Leonard Crook are contained in the following sections.
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Emily Medine

Energy Ventures Analysis
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2.3  Testimony of Energy Ventures Analysis

BACKGROUND

Q.
A

O

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Emily Medine. My business address is 1800 Beechwood Boulevard,
Pittsburgh, PA 15217.

BY WHOM ARE YOU EMPLOYED AND WHAT IS YOUR POSITION?
| am employed by Energy Ventures Analysis, Inc. (“EVA”), where | am a

principal.

PLEASE DESCRIBE YOUR DUTIES AND RESPONSIBILITIES IN THAT
POSITION.

EVA is a consulting firm that engages in a variety of projects for private and
public sector clients. These consulting projects are related to energy and
environmental issues. In the energy area, much of our work is related to analysis
of the electric utility industry, fuel markets, particularly coal, natural gas, oil and
petroleum coke, and the transportation thereof. Our clients in these areas include
coal, oil and natural gas producers, electric utility and industrial energy
consumers, and energy transporters. We also work for a number of public
agencies, such as regulatory commissions and the U.S. Department of Energy, as
well as intervenors in utility rate proceedings, such as consumer counsels and

municipalities.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE.

| received a Bachelor of Arts degree from Clark University in 1976 and a Masters
in Public Affairs from the Woodrow Wilson School of Public and International
Affairs at Princeton University in 1978. | have been with EVA since 1987. Prior
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to that, 1 worked for Consolidation Coal Company (now CONSOL Energy),
Energy and Environmental Analysis, Inc. (EEA) and Brookhaven National
Laboratory. | perform and manage a variety of fuels-related consulting work for
the electric utility industry, including fuel supply strategy studies, market analyses
and price forecasts. | also audit the management and performance of electric
utility fuel supply departments and provide testimony to public service

commissions. My resume is attached as Appendix A.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE NOVA SCOTIA
UTILITIES AND REGULATORY BOARD?

Yes. In 2002, |1 was engaged by Stewart, McKelvey, Stirling Scales as an expert
witness for the Avon Group et al which intervened in the 2002 Application of
Nova Scotia Power, Inc. (NSPI) and | appeared before the Board on two
occasions as part of that proceeding. In 2004 and 2005, | was engaged as an
expert witness by NSPI in support of its 2005 and 2006 Applications and
provided expert testimony before the Board in those proceedings. In addition, |
was engaged as an expert witness by NSPI in support of its 2007 Rate and FAM

Applications and prepared and filed evidence in both proceedings.

PURPOSE AND SUMMARY OF TESTIMONY

O

O

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
The purpose is to provide expert testimony related to fuel markets and NSPI’s

fuel procurement efforts.

PLEASE SUMMARIZE YOUR TESTIMONY.
1. NSPI purchases coal, petroleum coke, heavy fuel oil (HFO) and natural

gas for its power plants. The market outlook for each is uncertain and
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depends upon many factors. As a result, future pricing is expected to
continue to be volatile.

2. NSPI procures fuel in a professional manner consistent with best industry
practices.

3. A Fuel Adjustment Mechanism (FAM) is the appropriate regulatory tool
for recovery of NSPI’s fuel and purchased power costs because these costs
are large and volatile and NSPI does not control the market, i.e., it is a
price taker, not a price maker.

MARKET OUTLOOK

Q. WHAT HAS HAPPENED TO THE WORLD OIL PRICE SINCE NSPI
FILED ITS 2007 APPLICATION?

A. As shown in Figure 1, world oil prices, as measured by the daily spot price of
West Texas Intermediate, after falling to the low USD $50°s per barrel in January
2007 have increased significantly.

DATE FILED: May 27, 2008 Page 42 of 218



© 00 N oo o1 B~ W N e

N R R DD RN NN RNRNDNDRR R B B 2 B B R
© ® N o O B W NP O © 0 ~N o 0o b W N B O

NSPI 2009 General Rate Application DE-03 - DE-04

Figure 1. WEST TEXAS INTERMEDIATE AVERAGE MONTHLY PRICE
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Q. WHAT IS BEHIND THE INCREASE?

A. There is no single reason for this increase. Rather, the factors typically tied to the
sharp increase include the weak U.S. dollar, geopolitical factors, demand growth,
slow growth in non-OPEC oil supply and speculative trading.

Q. WHAT IS THE CURRENT OUTLOOK FOR OIL SUPPLY?

A. Strong demand growth is expected to keep global oil markets tight through 2008
although pricing may experience some retrenchment due to a slow down in the
U.S. economy, increased non-OPEC production, and some return to rationality in
pricing. In 2009, higher production from both OPEC and non-OPEC countries
could relieve some of the tightness in the market and possibly cause further
softening of prices if fundamentals return as the key market driver. Some of the
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growth in supply may come from non-traditional sources such as oil sands and

biofuels.

BY HOW MUCH IS NON-OPEC PRODUCTION EXPECTED TO
INCREASE?

According to the most recent forecast from the U.S. Department of Energy, non-
OPEC oil supply is expected to grow by 900,000 barrels per day in 2008 and 1.5
million barrels per day in 2009.° The non-OPEC supply increases are expected

to come from Brazil, the U.S., Azerbaijan, Russia, Canada, and Kazakhstan.

WHAT HAS HAPPENED TO THE PRICE OF NATURAL GAS SINCE
NSPI FILED ITS 2007 APPLICATION?

Natural gas prices, as measured at Henry Hub, increased from the low levels
experienced at the beginning of the fourth quarter 2006 and have remained in a
relatively narrow trading range ever since. As shown on Figure 2, average
monthly prices tracked at Henry Hub have ranged generally between $6.50 and
$8.00 per MMBtu, although February 2008 prices exceeded this amount.

9 Energy Information Administration, Short-Term Outlook Supplement — February 2008.
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Figure 2. NATURAL GAS PRICES AT HENRY HUB
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WHAT IS THE CURRENT OUTLOOK FOR NATURAL GAS SUPPLY?
Absent significant hurricane activity that disrupts production activity and/or
extreme weather, EVA expects natural gas pricing to continue to be priced in the

current trading range.

WHAT HAS HAPPENED TO GLOBAL COAL PRICES SINCE NSPI
FILED ITS 2007 APPLICATION?

Coal prices have continued to be volatile. As shown on Figure 3, coal prices, as
measured by the price of South African steam coal FOB vessel Richards Bay
(referred to as API4) have increased sharply. Coal prices passed the previous
peaks established in 2004 and set new records by year end.
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Figure 3. AP14 COAL PRICES
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Q. IN PRIOR TESTIMONY, YOUR COAL PRICE COMMENTARY
FOCUSED ON API2, THE DELIVERED PRICE TO EUROPE. WHY ARE
YOU NOW FOCUSING ON API4, THE SOUTH AFRICAN COAL PRICE

FOB LOADPORT?

A. While NSPI’s primary source of low sulphur coal is South America, there is no

financially traded index for South American coal. Previously EVA used the API2

price as a substitute even though it included a freight component. However, the

prices for Colombian and South African coals have converged. A number of coal

producers are even pricing their Colombian coals based upon API4. Given the

market is tying these two products together, it is appropriate to use API4 as the

measure of coal prices.
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WHY HAVE COAL PRICES RISEN TO THESE LEVELS?

A. As with the increase in the oil price, there is no single factor causing the increase

O

in coal prices. The trend to higher coal prices is generally attributed to continued
strong global demand for thermal coal, export infrastructure constraints in
Australia, the weak U.S. dollar, and high freight rates. The most recent increases
are tied to the temporary suspension of exports from China, extended force
majeure events in Queensland, and power shortages in South Africa which have

curtailed operations of export coal mines.
The global thermal coal market has increased by over 100 million tonnes in the
last three years, as shown in Figure 3. Most of the increase has been in the Pacific

Rim from China, India and Korea.

Figure 4. GLOBAL SEABORNE THERMAL COAL MARKET
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Global coal trade is U.S. dollar-denominated which makes the value of the U.S. dollar
relative to other currencies very significant. The most obvious relationship is with the
Australian dollar as Australian producers need higher prices when the U.S. dollar is weak
to realize the same price at the mine. As shown in Figure 5, the U.S. dollar has been
declining in value against the Australian dollar, the Canadian dollar, and the Euro since

2002 with brief periods of strengthening during this period.

Figure 5. EXCHANGE RATES
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Global freight rates have also been rising as shown on Figure 6. Freight affects coal
pricing as prices are typically determined at certain market hubs, such as ARA. Freight

rates are deducted from the market hubs to determine prices FOB loadport.
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Figure 6. GLOBAL FREIGHT RATES TO ARA
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WHAT IS THE SHORT-TERM OUTLOOK FOR GLOBAL COAL
DEMAND?

Continued growth in global coal demand is expected. The largest source of
demand growth continues to be in Asia, notably China, India and Korea as the
strong electricity demand growth in these countries is heavily reliant on new coal

generation.

While high prices have triggered considerable investment in supply, demand
growth continues to outpace supply expansions resulting in a tight market. In
2008 and 2009, significant supply increases are expected from Indonesia,
Australia, and Canada. In addition, the U.S. which about doubled its seaborne

steam coal exports in 2007 is poised to increase exports further.
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Q.

O

ARE PRICES EXPECTED TO STAY AT CURRENT LEVELS
THROUGHOUT 2008 AND 20097?

With very volatile coal price levels, it is not even clear what “current levels” are.
A review of the forward price curves suggests that the market is backward dated
with prices in 2009 and 2010 trading below current prices. That being said, it is
important to recognize that the prices quoted for 2009 and 2010 are substantially
higher than the forward price curves would have suggested last fall. The bottom
line is that no one really knows what prices will look like for 2009 or 2010 and

the current forward price curves are very sensitive to market events.

DO THE MOST RECENT EVENTS ALTER HOW COAL
PROCUREMENTS SHOULD BE CONDUCTED FOR 2009?

Yes. In my opinion, the most recent events point to a global shortfall in coal
production capacity. While ultimately this shortfall will be resolved (i.e., supply
will catch up to demand), utilities need to be concerned about being able to
acquire sufficient coal supplies to meet their requirements. Therefore, utilities
would be well advised to complete their procurements early for 2009.

IS THIS TRUE FOR 2010 AS WELL?

Ultimately, there will be a supply response to higher prices, at which time there
may be less concern regarding early coverage of volume requirements. However,
it is unclear at this time whether this is a one, two or more year event. Ultilities,
like NSPI, need to continue to make their coal commitments well in advance in

order to assure adequate supplies until the market adjusts.

IS THERE REALLY A SCENARIO IN WHICH THERE IS SIMPLY
INADEQUATE COAL SUPPLY TO MEET THE GLOBAL DEMAND?

Yes. With little spare production capacity and long-term commitments, there may
in fact be periods with simply inadequate coal supply. Obviously, the market
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O

response to this would be much higher prices, fuel substitution and high cost
investments. Nevertheless, no utility wants to experience a shortfall in coal

supply even if it is only temporary.

ARE THERE ANY ADDITIONAL SIGNIFICANT EVENTS IN THE
GLOBAL COAL MARKET THAT COULD AFFECT NOVA SCOTIA

o
@)
=
m
A

N

<

€s.

No. While NSPI is | | . \sP! confirmed that a

number of other companies including Public Service Electric & Gas, Progress
Energy, Northeast Utilities, and New Brunswick Power have also been affected.
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Q. WHAT HAS HAPPENED TO PETROLEUM COKE PRICES SINCE NSPI
FILED ITS 2007 APPLICATION?

A. Petroleum coke prices have increased since NSPI filed its 2007 Application. As
shown on Figure 7, petroleum coke prices remained in a relatively narrow trading
range for most of 2007. During the first quarter of 2008, petroleum coke prices

have strengthened as a result of higher coal prices.

Figure 7. PETROLEUM COKE PRICES *
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Q. HOW ARE PETROLEUM COKE PRICES SET?
A. Petroleum coke is a by-product of the coking process which many refineries

employ to maximize production of lighter transportation fuels. Petroleum coke
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production is driven by crude oil and refined product prices. Ultimately, the

supply of petroleum coke is a function of oil demand and crude oil quality.

At one time, petroleum coke was considered a waste product and pricing was low.
As this high Btu product gained market acceptance, its price increased and its
status was raised from a refinery waste product to a refinery by-product. In
Europe, petroleum coke competes directly with coal in cement manufacturing.
The conventional wisdom is the petroleum coke pricing is therefore linked to the
South African coal price as the South African coals historically set the market

price in Europe.

WHAT IS THE OUTLOOK FOR THE SUPPLY OF PETROLEUM
COKE?

Demand for crude oil continues to grow. Between 1990 and 2007, demand grew
from 66 million barrels per day to 85.7 million barrels per day. Industry analysts,
including EVA, forecast continued strong growth driven by China. EVA’s
forecast calls for an average annual growth of 1.3 percent between 2007 and 2025

which results in a 2025 demand of 112.8 million barrels per day.

To satisfy demand growth, production increases are expected. As the incremental
oil supply is expected to come from heavier and sourer crudes, coking capacity is
expected to be added and petroleum coke production will increase. Some
forecasters expect annual petroleum coke production to grow from over 75
million tonnes in 2005 to over 100 million tonnes by 2010 and over 150 million
tonnes by 2025.
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Q.

WHAT IS THE OUTLOOK FOR THE DEMAND FOR PETROLEUM
COKE?

Demand for petroleum coke has also increased. In addition to the existing
industrial and utility markets, new utility markets are developing as U.S. utilities
retrofit flue gas desulfurization (FGD) units, also known as scrubbers, on existing
power plants to comply with new air regulations. Approximately 90 gigawatts of
scrubber retrofits are likely. Depending upon the design, the scrubbers could
allow for the partial use of petroleum coke at U.S. power plants that previously
could not burn the high sulphur product because of their air emission limitations.
Demand growth is also expected from several projects announced by utilities to
repower existing power plants to burn petroleum coke as Jacksonville Electric
Authority did at its Northside plant located on the east coast of Florida and/or to
build fluidized bed combustors at sites near refineries to take advantage of the

expanded petroleum coke production.

WHAT IS THE SHORT-TERM OUTLOOK FOR PETROLEUM COKE
PRICING?

Some coker expansions are already underway; others are under consideration. As
the new cokers are brought on line, the supply of petroleum coke will increase.
Ultimately, the market will balance the supply with the demand via price. The
price for petroleum coke is ultimately capped at its alternative, which is the price
for coal at the marginal plant. Several utilities, including Nova Scotia Power,

switch between petroleum coke and coal depending upon their relative prices.

ARE THE HISTORICAL PRICES PROVIDED IN THIS SECTION THE
BASIS FOR THE FORECASTS?

The historical prices are provided to demonstrate market trends. NSPI purchases
its fuel under a portfolio strategy which limits exposure to the market at any one
time. A portion of the fuel and/or hedges procured by NSPI for 2009 was
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purchased during periods of higher prices and therefore are affected by these

global market prices.

BEST INDUSTRY PRACTICES

O

HOW WOULD YOU DESCRIBE BEST INDUSTRY PRACTICES?
There are a number of components to best industry practices. For the purposes of
this testimony, | have divided them into the following three categories:

. Portfolio procurement strategy
. Documented policies and procedures with auditable records
. Experienced procurement staff

PLEASE DESCRIBE WHAT YOU MEAN BY PORTFOLIO
PROCUREMENT STRATEGY?

A portfolio procurement strategy is the best industry practice with respect to fuel
procurement. A portfolio strategy is one in which fuel is purchased under a
variety of instruments and from a mix of suppliers in order to limit market
exposure at any one time. The ideal portfolio for each utility will vary depending
upon its particular circumstances related to its generation mix, location, existing
obligations, and market conditions. With respect to solid fuel, NSPI’s portfolio
strategy provides for a combination of long, medium and short-term commitments
that have staggered expiration dates. With respect to natural gas and oil, NSPI’s
portfolio strategy provides for price exposure to be limited through a mechanistic

hedging program.
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Q.

O

DO THE RECENT EVENTS IN THE COAL MARKET AFFECT THE
PORTFOLIO STRATEGY?

No. In fact, it confirms the advantages of a portfolio strategy. The portfolio
strategy was always intended to be adjusted based upon market conditions. The
current instability in the coal market supports earlier commitments for future year

coal requirements which is within the bounds of the portfolio strategy.

PLEASE DESCRIBE WHAT YOU MEAN BY DOCUMENTED POLICIES
AND PROCEDURES AND AUDITABLE RECORDS.

A utility should have policies and procedures which guides its procurement
efforts and should have sufficient records to demonstrate that it is in compliance
with its own policies and procedures and is procuring fuel in a cost effective
manner. NSPI has both.

PLEASE DESCRIBE WHAT YOU MEAN BY AN EXPERIENCED STAFF.
NSPI has a fuel procurement group that has an appropriate level of experience to
acquire NSPI’s fuel requirements in a professional and cost effective manner.
Each of the key individuals in this group has multiple years of procurement
experience. Further, the procurement staff judiciously uses third parties both
internal (e.g., legal, engineering, etc.) and external (e.g., consultants, industry
associations, etc.) to the Company to supplement their knowledge base and

support fuel procurement activities.

The Manager of Solid Fuels has conducted mine visits of major producers; he has
participated in a coal trading and hedging workshop; and he produces a monthly
Solid Fuel Market Report.

Ultimately, the best measure of an experienced staff is their results. There are

numerous examples of the successes of NSPI fuel procurement staff over the last
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CONCLUSIONS

Q.

few years.

| provided several examples in my evidence related to the 2007
Application. Since that time, NSPI has had some additional successes which are

described below:

NSPI developed hedging policies and procedures that were
acceptable to the Board’s consultant.

NSPI conducted competitive solicitations for the resale of
unneeded natural gas under its long-term contract.

NSPI reduced its exposure to high petroleum coke prices through
opportunistic purchasing of petroleum coke off the Great Lakes
and through switching to high sulphur coal when pricing was more
advantageous.

NSPI expanded domestic coal supplies in order to reduce
dependence on imported coal and petroleum coke and reduce
overall costs.

NsP! [, - o (ot
cost manner that ensured NSPI’s plants would have a continuous

supply of coal.

DO YOU HAVE ANY GENERAL COMMENTS REGARDING THE
OUTLOOK FOR THE VARIOUS FUELS WHICH NSPI CONSUMES?
Yes. The fuel markets in which NSPI participates can be characterized in recent

years as unpredictable and highly volatile.
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Q.

O

DOES NSPI’S USE OF A PORTFOLIO STRATEGY INSULATE IT FROM
THE MARKET VOLATILITY?

In a portfolio strategy, only a portion of annual fuel requirements are exposed to
market pricing in any year. Therefore, the portfolio strategy reduces price

volatility but does not eliminate it.

The value of the portfolio can be seen in the recent supply disruption events.
NSPI limited its purchases of coal from a single supplier because of portfolio
standards related to diversity of supply and suppliers. Had NSPI not had these
constraints in its portfolio, NSPI may have purchased greater tonnage from single

supplier and been more adversely affected than it was.

DOES NSPI PURCHASE ITS FUEL REQUIREMENTS IN AN
EFFICIENT AND PROFESSIONAL MANNER?
Yes. NSPI employs leading industry practices to procure fuel.

IS A FUEL ADJUSMENT MECHANISM (FAM) THE APPROPRIATE
TOOL FOR RECOVERY OF NSPI’'S FUEL AND PURCHASED POWER
COSTS?

The three traditional criteria for whether a FAM is appropriate are that the costs
are large, the costs are volatile, and the costs are not directly controlled by the
utility, i.e., the utility is a price taker, not a price maker. All three criteria apply in
the case of NSPI.

DOES THIS CONCLUDE YOUR TESTIMONY?
Yes.
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Leonard R. Crook, Jr.

ICF International
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2.4  Testimony of ICF International

Q.

WILL YOU PLEASE STATE YOUR NAME AND AFFILIATION AND
YOUR BUSINESS ADDRESS.

Leonard R. Crook, Jr. | am a vice president in the natural gas consulting practice
of ICF International. My business address is 9300 Lee Highway, Fairfax,
Virginia 22301, USA. The ICF contract with Nova Scotia Power Inc. (NSPI) is
through our office in Toronto at 277 Wellington St. West, Suite 808, Toronto
M5V 3E4. My resume is attached as Appendix B.

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY TO THE NOVA
SCOTIAUTILITY AND REVIEW BOARD?

Yes. | filed testimony in the 2007 Rate Case in January of 2007. In that
testimony | provided a description of my firm, ICF International (ICF), and my
resume. To summarize, ICF International is a professional services firm
specializing in, among other things, energy markets, including natural gas, power,
oil, coal and emissions. Our clients include the U.S. Department of Energy,
Environment Canada, the U.S. Environmental Protection Agency, gas pipeline
and gas distribution companies (U.S. and Canada), state and provincial regulators,
gas producers, and financial institutions, among others. We also advise clients on
energy efficiency programs. In my position in the natural gas practice, | advise

clients on gas market issues, fuel acquisition, contracting and transportation.

IS THE TESTIMONY YOU FILED IN THE 2007 RATE CASE
RELEVANT TO THE CURRENT RATE CASE?

Yes in so far as it describes a number of issues relevant to the natural gas market
in which NSPI operates and our findings with respect to how NSPI re-sells gas
that is surplus to its needs into the market. In 2006, ICF was engaged by NSPI to

evaluate how the utility could enhance the value it receives for the gas it re-sells.
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ICF reviewed the past sales efforts, interviewed market participants, evaluated the
gas market structure in New England, reviewed operations at Tufts Cove, and
developed recommendations for enhancing the re-sales process. This was
memorialized in a report to NSPI entitled Issues and Options for Enhancing the
Value of Resale Gas for NSPI Customers (ICF Report), dated October 2006, and
which was submitted into the 2007 Rate Case record. My testimony, filed in

rebuttal to Liberty’s December 20, 2006 filed testimony, elaborated on our
findings and took issue with a number of statements made by Liberty at that time.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING?

| am offering testimony on several issues related to NSPI’s continuing gas re-sales
efforts. First | review key findings from the ICF Report and my Rate Case
testimony that bear on the current rate case. Second | review the recent re-sales
efforts for the summer 2007 volumes and the full year re-sales effort for gas sales
between November 2007 and October 2008. | served as an advisor to NSPI in
these efforts. Third, | summarize ICF’s findings from a study we performed of

NSPI’s swing swap hedging strategy.

WHAT ARE THE KEY POINTS FROM THE ICF REPORT AND YOUR
PREVIOUS TESTIMONY THAT BEAR ON THE AUDIT REPORT
FINDINGS?

First I will address the natural gas market structure into which NSPI re-sells gas.
We observe that the Northeast gas market is highly competitive and integrated
with the North American grid. Gas pricing is transparent. Buyers and sellers use
published market indices to establish the value of gas. Prices vary by season and
can be quite volatile. The major buyers of gas are local distribution companies,
power companies and gas merchants. Sable Offshore Energy Project (SOEP) gas
represents one of several sources of gas supply into this market. The market has
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perceived SOEP gas supply as unreliable due to production problems. According
to market participants, the unreliability of Sable supply was a major factor in the

lack of interest buyers had in NSPI re-sales efforts prior to 2007.

One of our major findings was that the market values firm gas supply. By firm
gas supply | mean gas that the supplier guarantees will be delivered at the agreed
upon rate over an extended period of time, usually for a year or at least for several
months. NSPI is challenged to provide this type of supply. NSPI’s gas supply is
of two types. The first is month to month firm. This is gas that NSPI feels
comfortable that it can guarantee it can deliver at a given rate over the next
month. NSPI notifies its buyer(s) ten days before the start of the month of
delivery how much firm gas it will have. Each month, the level of firm gas will
vary. The second type of supply that NSPI sells is daily as-available or swing
gas. This is gas that is in excess to the daily needs at Tufts Cove. This is gas that
essentially must be dumped into the market since NSPI does not have access to

gas storage where such gas could be placed when not needed.

NSPI’s monthly firm gas supply comes with firm Maritimes and Northeast
Pipeline (MN&P) capacity to Dracut, Massachusetts. This tends to make this
supply more attractive than if it were only available at the border at Baileyville.
The swing gas is available at the border. Any shipper who buys it must have

take-away capacity on MN&P to redeliver this gas into New England.

As a consequence of these characteristics of the market and NSPI’s gas supply,
this supply tends to appeal to gas marketing companies (or gas merchants) rather
than to local distribution companies (LDCs), industrial customers, or power
plants. The marketing companies can use the NSPI supply in conjunction with
supplies from other sources to “fill in the gaps” as it were. Such companies will
hold pipeline capacity on several pipelines attached to other supply regions; they
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will have take-away capacity at Dracut and at Baileyville; they may have gas
storage; and they will have a portfolio of customers with different gas demand
characteristics. Thus to a merchant, supply from NSPI can be married to these
other supplies and assets to create deliveries tailored to customer needs. On the
other hand, any individual end user or a LDC will find NSPI’s gas supply regime
unsuitable. The user wants gas at its plant or city gate, when it is needed and in
the amount that is needed. NSPI cannot do that. Hence the market for NSPI’s gas

has been and continues to be gas merchants.

Our report concluded that the 2006-2007 resale managed by Brant Energy (Brant)
was successful in getting the best value for NSPI’s gas. Brant and NSPI did
several things to ensure a successful outcome. They made an effort to get the
market used to NSPI gas by reaching out to potential buyers in an RFP in January
2006 and offering short term sales starting in February 2006. This got potential
bidders acquainted with NSPI’s gas and the upcoming full year sale. The full
year sale effort, which we considered to be highly structured, began on March 1,
for a sale to commence on April 1. This gave bidders substantial time to prepare
bids. Buying gas, under normal circumstances, is a fairly straight forward exercise
that can take anywhere from a few hours or days to three weeks to consummate,
depending on complexity and size of the sale. One must remember that in a
volatile market, bidders like to price gas with reference to the NYMEX gas
futures forward pricing strip. This allows parties to better match the market and

to begin implementing price hedges.
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DID THE ICF REPORT MAKE ANY RECOMMENDATIONS?

Yes, we made several recommendations aimed at further enhancing the re-sales
results.  These included developing gas resale packages with specific
characteristics that would appeal to different bidders such as multiple month firm;
offer gas over a one year term; simplify the RFP and sales process and make
NSPI, not a consultant, the sales manager; conduct additional outreach to interest
other parties in the resales and to learn more about the market; begin the process

in January for the April 1 start date.

WHAT WAS ICF’S ROLE IN THE 2007 SUMMER RE-SALES EFFORT?

| participated as an advisor in the process. | worked with NSPI to help structure
the resale effort; participated in outreach meetings with potential bidders; and
helped to evaluate the bids. I had thought it important that NSPI have the up-front
role, rather than use ICF as an intermediary as was done with Brant. The use of
Brant as the agent for selling NSPI’s gas was done pursuant to a Liberty
recommendation and a Board order. See NSUARB-NSPI -P-882.

TO WHAT EXTENT DID THE SUMMER RESALE FOLLOW THE
RECOMMENDATIONS IN ICF’S REPORT?

NSPI followed the ICF recommendations with one modification that we believe
further enhanced the RFP structure. NSPI elected to proceed with a 2007 summer
only sale (April 1 through October 31) and reserve the one year term sale for the
winter resale effort. This has had several advantages. It has aligned the resale
schedule to the term of the gas purchase contract so that the re-sale contracts will
expire at the same time as the purchase contract does. The summer resale

provided additional opportunities for NSPI to gain more market knowledge in
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anticipation of the one-year term sale beginning this winter. This also set up the
subsequent annual sale to lead off with the winter gas, which is more valuable and
desirable than summer gas. The summer resale has thrust NSPI more actively in
the market which is useful for gaining market intelligence and in making NSPI

better known as a reliable seller of gas.

WHAT WAS LEARNED FROM THE OUTREACH EFFORT?

NSPI developed a Power Point presentation and traveled to the offices of a
number of potential buyers of its gas. These included BP, Nisource (Bay State
Gas), Merrill Lynch, Sequent Energy, Shell, UBS, Barclays and EES. NSPI also
had a phone meeting with Connecticut Natural Gas. The presentation introduced
NSPI, including its affiliation with EES and how its Code of Conduct requires
strict separation of the entities, and it outlined the current offering as well as the
one year term offering to be issued later. Several insights were gained from these

meetings:

o There is a new interest in Maritimes gas supply. The reasons
varied. Several companies reported recent corporate strategic
decisions to expand into the northeast and secure supplies from
eastern Canada. (This appears to be driven by growing New
England demand, the prospect of LNG through Canaport, as well
as compression optimization to boost SOEP output, and the

pending investment in Deep Panuke.)

. NSPI’s affiliation with EES has never been perceived as a problem

and would not be in the future.

o LDC’s are not a natural customer for NSPI gas. They purchase gas
through their own RFP processes which does not match up with
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how NSPI needs to sell its gas. They would tend to buy NSPI gas

through intermediaries.

There is little appetite for swing gas. This could change in the
future as some of the merchants may take capacity on M&NP.

Merchants who had no capacity on M&NP would be interested in

any supply that came with released capacity.

The face-to-face meetings proved to be useful in getting
information, in telling the NSPI story, and in generating interest in
NSPI’s gas.

HOW DID THE SUMMER RESALE EFFORT TURN OUT?
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I would add that Liberty’s report on affiliate transactions remarked favourably on
this re-sales effort, concluding that it was well run, that bids were properly
evaluated, and that the resulting packages of sales were appropriate. Liberty also
concluded that the whole solicitation was sufficient to obviate its concerns about

previous solicitations.

WHAT WAS YOUR ROLE IN THE 2007-2008 FULL YEAR RE-SALES
EFFORT?

Again, | participated as an advisor in the process. | discussed with NSPI on the
structure the resale effort; reviewed the RFP; participated in outreach meetings

with potential bidders; and helped to evaluate the bids.

HOW DID THE FULL YEAR SALES EFFORT DIFFER FROM THE
PREVIOUS SALES EFFORT, BESIDES BEING FOR A FULL YEAR
INSTEAD OF JUST THE SUMMER?

The full year RFP was very similar to the previous RFP procedure. NSPI offered
both month to month firm gas as well as swing gas. The firm gas came with firm
capacity to Dracut. Bidders were encouraged to be creative. It departed in one
particular however. Bids were to be kept open for 48 hours instead of the 24 in
the previous offering. This was done in order to allow NSPI to brief Liberty and
the UARB on the offers. As it turned out, Liberty and the Board were not
available to receive a briefing on the offers when they came in. However,
immediately after the bid evaluation, NSPI did provide the Board with a summary

of the bids and the rationale for selecting the winning bid.

WHO RECEIVED COPIES OF THE RFP?

The RFP was sent to approximately 50 parties. They included Irving,
ExxonMobil, Suez, Constellation, Sequent, Total, Barclays, Repsol, Shell Canada,
ConocoPhillips, Enbridge, EES, FPL Energy, Merrill Lynch, Calpine, Mirant,
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Keyspan, NiSource, Cargill, Fortis, UBS, Sempra, Morgan Stanley and others. In
short the list included marketers, power companies, LDCs, producers, and gas
importers. The focus was on entities who are substantial and who are active in the

northeast.

WITH WHICH POTENTIAL BIDDERS DID NSPI MEET IN ITS
OUTREACH EFFORTS?

NSPI met with Morgan Stanley Commodities, Sempra Trading, Shell Trading
Canada, UBS Commodities Canada, Fortis FB Energy, Cargill Power and Gas
Markets, Shell Canada, FPL Energy, Merrill Lynch Global Markets,
ConocoPhillips and EES. Meetings were in New York, Connecticut, Calgary, and

Houston in late August.

DID NSPI GAIN ANY ADDITIONAL MARKET INSIGHTS FROM
THESE MEETINGS?

Yes. We learned that the interest in the New England market continues to
increase, in part for the reasons enumerated before, but also because of the
attractive basis spreads and price volatility that is attractive to traders. Again
several companies mentioned new strategic initiatives to expand into the
Northeast. Some of this has been made possible by improving balance sheets that
allow them to be more active in the region. This notwithstanding, there is
considerable worry about the SOEP production and its general reliability. We
were informed that some LDCs had stopped buying SOEP gas altogether.
Traders consider the Dracut hub to be illiquid. Traders did not like the fact that
the bids were to be open for 48 hours; they preferred a shorter time.

AND HOW DID THE FULL YEAR GAS SALE TURN OUT?
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DO YOU CONSIDER THE FULL YEAR SALE A SUCCESS?

Yes. NSPI was successful in getting the highest price for its surplus gas supply
and with considerable flexibility. Importantly, NSPI secured a sales partner for its
swing gas and will receive a premium to the market for swing gas volumes. As |
have noted in previous testimony, having a market for swing gas is critical in the
absence of storage. That NSPI actually can receive a premium for this gas is
unique. Finally, the sales process has allowed NSPI to gather considerable
information about the market and has allowed market participants to know more
about NSPI.

WHAT CONFIDENCE SHOULD THE BOARD HAVE IN THE
REASONABLENESS OF NSPI’S GAS SALES EFFORTS, ESPECIALLY
IN LIGHT OF THE FACT THAT ITS AFFILIATE CONTINUES TO WIN
MOST OF THE GAS SALES CONTRACTS?

NSPI has made great progress, as noted by Liberty in its previous filings, in the
transparency and efficiency of its re-sales process, which in turn has contributed
to attracting more bidders than previous sales efforts. Moreover, the bidding
process and the bids themselves have provided NSPI with insights into the market
and has given confidence to the company staff that the process is yielding bids

that reflect the strategies and positions of the market players.
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| should note that a contributing factor to the level of interest in NSPI’s gas sales
has been that NSPI has had a substantial amount of firm gas for sale, due largely
to the lower cost of oil relative to gas. This situation has reversed, however, and
now oil prices are higher than gas prices, resulting in NSPI mostly burning and
not selling its gas. Furthermore, such gas that NSPI has been offering recently
has been swing gas. As I’ve noted previously, there is not much of a market for
swing gas. If this situation persists, | would expect market interest could slacken

in a future gas resale offering. NSPI can do little to change this situation.

TURNING TO THE SUBJECT OF SWING SWAPS, WHAT IS YOUR
ROLE IN NSPI’S SWING SWAP ACTIVITIES?

ICF was requested by NSPI to study its swing swap activities. This request was
in response to a recommendation by Liberty in its 2007 Audit Report that NSPI
should undertake a “structured analysis of swing swaps.” While Liberty’s focus
was on the fact that most of the swing swaps have been executed with NSPI’s
affiliate, EES, the broader issue raised by Liberty is whether swing swaps,
regardless of the counterparty, provide benefits for NSPI and its customers. Our

analysis covered the following:

o Reviewed the objectives and approach to hedging gas sales;
o Collected data on four years of gas sales, pricing, and hedging;
. Performed a structured analysis of the data to test whether hedging

generated benefits for NSPI;
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. Evaluated alternative hedging strategies;

. Assessed the impact of hedging on NSPI risk.

Our report entitled “Benefits of Hedging Gas Sales with Swing Swaps” was
submitted to NSPI on October 31, 2007.

BEFORE WE GO INTO THESE ISSUES WOULD YOU KINDLY TELL
US WHAT IS A “SWING SWAP?”

A swing swap is a financial hedging transaction between NSPI and a counterparty
that is intended to offset the volatility in prices that NSPI receives for its as-
available daily sales of physical gas. In the swing swap transaction, NSPI swaps
the volatile daily price for a fixed price over the next month for a set volume of
gas, for example 10,000 MMBtu per day. (These are month long transactions.)
The fixed price is determined by the closing price of the NYMEX monthly
contract for gas. The daily price is that which is reported over the month in the
publication Platts Gas Daily. At the end of the month, the swing swap is closed
out, and either NSPI pays the counterparty some amount (if the average of the gas
prices for the month exceeded the fixed price of the swap) or the counterparty
pays NSPI as in the case where gas prices declined from the fixed price of the
swap. If the counterparty ends up paying NSPI, this payment offsets the lower
prices NSPI received for its physical gas; if NSPI ends up paying the
counterparty, this payment is offset by the higher prices NSPI received for its
physical gas. In an ideal swap, the financial and the physical transactions will
cancel each other out.

The principal objective of swing swaps or any hedging activity for that matter is
to reduce the risk to the company of an adverse impact on its revenues. We refer
to this as value at risk, or VaR.
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HOW ARE SWING SWAP TRANSACTIONS EXECUTED?

By comparison to NSPI’s RFP process for selling gas, swing swap transactions
may appear to be quite informal since they are consummated in minutes over the
telephone and fax, a standard in the industry. They actually are highly structured
with rules that are clearly understood by the parties. Swing swaps may be offered
by banks, commaodities trading houses or gas marketers. The parties will have
executed ISDA’s (International Swap’s and Derivatives Agreement) with each
other. A party such as NSPI may shop around over the phone for who is willing
to execute swing swaps and at what prices. (The taker of the daily price will often
ask for a premium over the daily price to reflect risk.) The phone conversations
are recorded. The time frame for negotiation and deal consummation is
compressed because parties want to execute the deal as close to the expiration of
the NYMEX contract as they can.

WOULD YOU DESCRIBE THE KEY POINTS OF THE ICF REPORT?

Our report was in three parts. First we described the hedging concepts and how
swing swaps work. Second we tested whether swing swaps provide benefits for
NSPI and its customers by increasing the expected mean value of gas sales and by
reducing the level of revenue risk that the company would have faced in the
absence of hedging. In the final section we summarized our findings and drew

conclusions.

The analysis tested the proposition whether swing swaps created benefits for
NSPI and its customers. But it also examined whether swing swaps executed at
different locations created benefits as well. Swing swaps are location specific.
Because it ties its daily sales to a Dracut Hub price, NSPI seeks to execute swing
swaps priced at Dracut in order to create a more effective hedge. Dracut, as noted
above, is an illiquid trading hub, where the only entity willing to execute swing
swaps at Dracut has been EES, due to its large trading position on M&NP. The
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question which we wanted to address was whether swing swaps executed at other
locations could achieve essentially the same benefits as swing swaps executed at
Dracut. The other locations we tested were Henry Hub and the Texas Eastern
Market Zone 3 — so-called Tetco M3 or simply M3.

ICF developed a Monte Carlo simulation model to test the value of the purchases
and sales of natural gas and hedging to NSPI, both in terms of the expected value
of the activities to NSPI and the Value at Risk (VaR). We used historical data
(Jan 2003 through Dec. 2006) supplied by NSPI for purchases, sales, gas prices at
Henry Hub, Dracut and M3, heavy fuel oil prices, and swing swap deals and
terms. We assumed all swing swaps were based on 25,000 MMBtu per day. The
data was analyzed, correlated, and by making multiple Monte Carlo passes, we
estimated the revenues to NSPI and the VaR with and without the hedges (swing
swaps). The next step was to estimate revenues and VaR as if the hedges were
executed at each of the three alternative pricing sites — Henry Hub, M3, and
Dracut.

AND WHAT WERE YOUR FINDINGS?

Our report concluded with the following:

1. Swing swaps add value and benefit customers through reduced value at
risk (VaR); the data show that by using swing swaps, NSPI can reduce the
VaR by as much as 55 percent.

2. Swing swaps at Dracut reduce VaR more than swaps at Henry Hub; the
relative value however varies by season.

3. Swing swap settlement value offsets the variability in daily gas sales
revenues, reducing the overall revenue volatility.

4. Tetco M3 swing swaps seem to provide VaR reductions similar to those a
Dracut and thus it would appear that Tetco M3 swing swaps could provide
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as much protection for NSPI and its customers as Dracut swing swaps.
Tetco M3, being more widely traded, has many more potential
counterparties than Dracut and has an exchange-traded basis contract,
which Dracut does not have.

For the period covered in the analysis January 2003 through December 2006,
swing swaps reduce the revenue risk to NSPI and increase the monthly mean net
revenue. By this we mean that with the swing swaps the expected net revenue
(inclusive of the offsetting effects of swing swap revenue and physical gas
revenue) is on average higher than if swing swaps had not been used as a hedge.
There also is evidence that as the swing swaps are executed closer to Dracut, the
VaR is reduced and the mean value of monthly revenue is increased. The
difference in risk and value between M3 and Dracut is small however, and thus
we recommended that NSPI look into executing swing swaps there as well as at

Dracut.

DOES THIS CONCLUDE YOUR TESTIMONY?
A. Yes.

O
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3.0

3.1

FUEL ADJUSTMENT MECHANISM (FAM)

In early 2007, as an outcome of NSPI’s 2007 Rate Settlement, most parties agreed in
principle that the UARB should adopt a FAM, and agreed to work constructively on the
content and elements of a FAM. The Board approved the Settlement Agreement and
established a process to design the FAM. Prior to the commencement of a scheduled
June hearing, NSPI sought an adjournment to the fall of 2007, to allow more time for
constructive dialogue regarding outstanding FAM issues. Based upon the support for this
request from all parties, the UARB adjourned the FAM hearing to November 5, 2007.
During the intervening period, NSPI and many stakeholders worked together and reached
agreement on a Framework for the FAM, which was subsequently approved by the Board
on December 10, 2007.

This section provides context for the inclusion of fuel costs in this Application.

Relationship between the FAM and this General Rate Application

NSPI has filed this request for a general rate increase to recover the increased costs of
service for the test year beginning January 1, 2009. This is also the expected starting date
for the FAM.

Under the FAM Framework, NSPI may reset base fuel costs through a General Rate
Application (GRA) or every two years under a FAM. NSPI has forecast fuel costs for
2009 and has included increased fuel costs in this Application for 2009 rates. Through
this General Rate Application, the Board would establish the initial Base Cost of Fuel for
the FAM, and incorporate the agreed reduction in Return on Equity effective with the

implementation of the FAM.
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3.2

In this manner, the Board can consider all evidence that is relevant to both the FAM and
the 2009 revenue requirement. The Board can establish the Base Cost for Fuel amount
for the FAM for 2009, using the fuel forecast information filed (and to be updated later)
in this proceeding. The amount to be included in rates for fuel and purchased power
expense can be incorporated into new rates effective January 1, 2009 to ensure recovery

of the test year revenue requirement.

Preparation and implementation of the FAM, which includes a regular cycle of detailed
reporting, can continue in parallel with this proceeding. The next adjustment to the Base
Cost for Fuel would occur either in a future GRA or as part of a FAM base fuel

adjustment that can occur on a two year cycle.

The evidence of Steve Seelye of the Prime Group LLC provides further context regarding

the FAM relative to this Application and is included in Section 3.3.

Conditions for the FAM Framework

The Board approved the FAM Framework subject to a number of conditions. NSPI and
stakeholders have engaged in the constructive process set out by the Board to address
these conditions, and develop a FAM process that is fair to the Company and its

customers. An update on each of these conditions is provided below.

1. Standard Filing Templates. NSPI and stakeholders have developed FAM
standard filing templates which provide for transparency of NSPI fuel costs.

2. Standard Methodology and Filing Requirements. NSPI and stakeholders have
developed a Plan of Administration (POA) which defines the standard operating
methodology for the FAM.
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Tariff Document. A FAM Rider has been developed for billing purposes.

Adequate protection against significant increases. The Board retains authority
under the FAM to mitigate effects on customers in the event of a FAM-related

rate change of more than 10 percent for any class of customers.

A meaningful stakeholder process. The Board’s consultant, Dr. Stutz, is
overseeing the ongoing FAM stakeholder process, which has been constructive
for the parties participating. The stakeholder process is expected to meet the

requirements of the Board’s framework set out in the December 2007 decision.

An adequate process for monitoring. The POA will provide for appropriate

input and review of the operation of the FAM in 2009.

A trial run. NSPI has provided its first set of monthly and quarterly standard
filing reporting templates and has received input from stakeholders. This will
continue during the remainder of 2008.

Fulfillment of the Board’s prerequisites. In its Decision dated February 5,
2007,%° the Board set out four requirements that must be fulfilled as prerequisites
to the FAM being made effective.

1. an adequate and appropriate fuel procurement policy at NSPI in
which the Board has confidence;

2. timely disclosure of complete and adequate information by NSPI
so as to ensure confidence that the procurement policy is being

appropriately administered;

2 N'SPI 2007 Rate Case, UARB Decision, NSUARB — NSPI — P-886, February 5, 2007, paragraph 45.
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3. disclosure and transparency with respect to the administration of
the FAM,;
4, a meaningful audit process under the administration of the Board.

In the FAM Decision, the Board confirmed that prerequisite 1 has been met. The
FAM stakeholder process has resulted in a timely and transparent reporting model
and a standard methodology for NSPI fuel forecasting. A meaningful audit
process has been defined in the POA for the Board to administer.

9. Timeframe. NSPI and stakeholders have met the FAM timeframe established by
the Board.
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Testimony of
William Steven Seelye
The Prime Group LLC

DATE FILED: May 27, 2008 Page 79 of 218



© o0 N oo o1 B~ WODN B

DR R DD NN NNRNDNDRR R B B B 2 R
© ® N O O B W NP O © 0 ~N O 0o b W N B O

NSPI 2009 General Rate Application DE-03 - DE-04

3.3

Evidence of Steven Seelye

O

O

O

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is William Steven Seelye, and my business address is The Prime Group,
LLC, 6435 West Highway 146, Crestwood, Kentucky, 40014.

BY WHOM AND IN WHAT CAPACITY ARE YOU EMPLOYED?

| am a senior consultant and principal for The Prime Group, LLC, a firm located
in Crestwood, Kentucky, providing consulting and educational services in the
areas of utility regulatory analysis, revenue requirement support, cost of service,

rate design and economic analysis.

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING?
I am testifying for Nova Scotia Power Inc. (“NSPI” or “Company”), which

provides electric utility service in Nova Scotia, Canada.

PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND.

| received a Bachelor of Science degree in Mathematics from the University of
Louisville in 1979. | have also completed 54 hours of graduate level course work
in Industrial Engineering and Physics. From May 1979 until July 1996, | was
employed by Louisville Gas and Electric Company (“LG&E”). From May 1979
until December, 1990, | held various positions within the Rate Department of
LG&E. In December 1990, | became Manager of Rates and Regulatory Analysis.
In May 1994, | was given additional responsibilities in the marketing area and
was promoted to Manager of Market Management and Rates. | left LG&E in July
1996 to form The Prime Group, LLC, with two other former employees of LG&E.
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O

Since leaving LG&E, | have performed cost of service and rate studies for over
130 investor-owned utilities, rural electric distribution cooperatives, generation
and transmission cooperatives, and municipal utilities. A more detailed

description of my qualifications is included in Appendix C.

HAVE YOU TESTIFIED BEFORE OTHER REGULATORY AGENCIES?
Yes, on numerous occasions. A list of my appearances before various regulatory

agencies is included in Appendix C.

DID YOU SPONSOR TESTIMONY IN SUPPORT OF NSPI’S PROPOSED
FAM IN THE FAM PROCEEDING LAST YEAR?

Yes. | submitted direct and reply testimony in P-887 — Nova Scotia Power — Fuel
Adjustment Mechanism (FAM).

DO YOU HAVE EXPERIENCE REGARDING THE IMPLEMENTATION
AND ADMINISTRATION OF FAMS?

Yes, | have testified in numerous FAM review proceedings. | have also
developed or supervised the development of FAMs for a large number electric

and gas utilities.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING?

The purpose of my testimony is to address the appropriateness of updating fuel
expenses in NSPI’s general rate application and resetting the corresponding base
cost of fuel costs which will ultimately be used in the FAM.
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Q.

IS IT ANORMAL PRACTICE FOR UTILITIES THAT HAVE A FAM TO
UPDATE THEIR FUEL COSTS IN GENERAL RATE APPLICATIONS?

Yes. All of the investor-owned utilities for whom | have worked utilize FAMs to
update their fuel costs otherwise contained in general rate applications.
Specifically, Westar Energy, Kansas Gas and Electric Company, Kentucky
Utilities, and Louisville Gas and Electric Company update fuel in their general
rate applications even though all four of these utilities have fuel adjustment
clauses. Nevada Power and Sierra Pacific update their fuel expenses in FAM

proceedings that run concurrently with their general rate applications.

WHY IS IT APPROPRIATE TO UPDATE FUEL COSTS IN A GENERAL
RATE APPLICATION?

Even in a FAM environment, it is important to reset the base cost of fuel included
in rates. NSPI’s FAM consists of a Base Cost of Fuel in rates, an actual
adjustment component (“AA”) and a balance adjustment component (“BA”). The
AA and BA are over/under recovery mechanisms that ensure that NSPI does not
collect any more or less than its actual fuel costs consistent with the incentive
mechanism agreed to in the FAM settlement agreement. It is important to
periodically reset the base cost of fuel so that over/under recovery balances do not
grow large. In other words, the base cost of fuel should be established at a level
that will represent, as closely as possible, the Company’s actual fuel costs during
the period when those costs are incurred. Furthermore, because NSPI's FAM
includes an incentive mechanism benchmarked against its base cost of fuel, the
base fuel cost should be updated so that it reflects a reasonably current level of

fuel expenses.
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Q.

O

DOES THE SETTLEMENT AGREEMENT WHICH WAS
CONDITIONALLY APPROVED BY THE NSUARB PROVIDE FOR
ADJUSTMENTS IN THE BASE COST OF FUEL IN GENERAL RATE
APPLICATIONS?

Yes. The settlement agreement states that, “The Base Cost of Fuel can be reset in
a General Rate Application or every second year as part of the FAM adjustment
process (i.e., absent a General Rate Application, the Base Cost of Fuel will remain
in place for two years).” The settlement agreement also states that, “Absent a
General Rate Application prior to the implementation of a FAM, Base Cost of
Fuel for 2009 and 2010 will be set initially on a $/MWh basis at the 2007
compliance level.” The settlement agreement plainly provides for adjustments in
the base cost of fuel in a general rate application prior to the implementation of
the FAM.

DOES THIS CONCLUDE YOUR TESTIMONY?
Yes.
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4.0

4.1

4.2

DEMAND SIDE MANAGEMENT (DSM)

Introduction

NSPI’s Demand Side Management (DSM) plan has been developed through a series of
processes, beginning with a plan that was filed in the fall of 2005, and at the UARB’s
direction, updated in September 2006. The Board further directed that DSM be
considered in the context of the Company’s Integrated Resource Planning process (IRP).
The IRP, based upon assumptions about future supply and demand variables, considered
scenarios to meet future electricity requirements and concluded that DSM investment

should begin in the near term

As an outcome of the 2007 IRP, the Company collaborated with UARB staff and
consultants in a consultative process with stakeholders to address administrative issues
and further develop the DSM Programming Plan. NSPI and its consultants worked
closely with Board staff and its consultants, under the leadership of UARB consultant Dr.

John Stutz. Stakeholders were engaged at key points in the process.

On January 31, 2008, NSPI filed an updated and enhanced DSM Programming Plan,
which was designed to be consistent with the goals identified in the 2007 IRP.
Concurrent with the January 31, 2008 DSM filing, NSPI filed a proposal for Early DSM
investment in 2008 and requested deferred recovery of these costs.

The DSM Settlement Agreement

Subsequent to the January 31, 2008 DSM filing, NSPI engaged in a DSM settlement
process with Intervenors to that proceeding. On March 5, 2008, a DSM Settlement
Agreement, signed by participants in the DSM proceeding, was filed with the Board. The
parties agreed to support the identification of a new DSM administrator no later than

December 31, 2008 and to transition DSM programming to the new administrator as
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4.3

early as possible in 2009, with full responsibility to be transferred no later than June 30,
2009.

The parties agreed that NSPI would be the temporary DSM administrator and that early
DSM program implementation by the Company would transition to the new
administrator. The parties also agreed to changes to the timing and mix of DSM
programs resulting in DSM spending of up to $3.1 million for 2008 and $9.8 million for
2009. The total expenditure over the 2008-2009 period was identified to be $12.9
million, the same level of investment as proposed for that period in the January 31, 2008
filing. Similarly, cumulative energy and demand savings targets would remain at 66
GWh and 8.8 MW respectively, the same as identified in the January 31, 2008 filing for
the 2008-2009 period.

The Settlement Agreement deferred UARB consideration of several issues that were not
necessary to resolve during the April 2008 hearing. These issues included NSPI’s
proposal for a DSM Cost Recovery Mechanism, including a Lost Revenue Adjustment
Mechanism (LRAM), performance indicators, incentives and penalties, and the proposed
role and structure of the DSM Steering Committee and DSM Advisory Council. The
Parties agreed that NSPI could defer DSM program expenditures in 2008 and 2009 for
future recovery over a reasonable period determined by the Board, and that the
appropriate allocation of costs among customer classes would be considered at the time

of NSP1I’s request for recovery of the DSM expenditures.
UARB Approval
On March 7, 2008, the UARB agreed to an issues list for the DSM hearing as proposed in

the Settlement Agreement. The Board also approved the three early action DSM

programs, specifically:

DATE FILED: May 27, 2008 Page 85 of 218



© 00 N o o1 B~ W N P

N R R D RN RN NNRNDNDR R R B B B B B R
© ® N o O B WO N P O © N O O M W N P O

NSPI 2009 General Rate Application DE-03 - DE-04

4.4

4.5

. Small Business Direct Install Lighting
. Low Income Households
. Commercial/Industrial Custom

NSPI has commenced implementation of these three DSM programs. On April 18, 2008,
the UARB approved the Settlement Agreement, with reasons to follow. The Company
will commence development and implementation of the remaining programs in the 2008-
2009 DSM Programming Plan. The Company will continue to work with stakeholders to
establish a new DSM administrator.

The DSM Assumption in the Load Forecast

Consistent with the IRP preferred plan, this Application assumes 77.8 GWh of energy
savings in 2009. This assumption will be revised in the Compliance Filing to reflect the

Board approved DSM plan resulting from the April 2008 DSM hearing.

Recovery of DSM Costs

With the DSM investment as outlined in the DSM Settlement Agreement of $3.1 million
for 2008 and $9.8 million for 2009, the total forecast expenditure over the 2008-2009
period is $12.9 million. NSPI is requesting recovery of this $12.9 million in equal
increments over 2009, 2010 and 2011. NSPI proposes that $4.3 million be incorporated
into the 2009 test year revenue requirement to reflect DSM costs. The recovery is further

discussed in Section 5 of this Application.

The Company’s proposal for DSM cost allocation is described in Section 10 of this
Application (Cost of Service). NSPI proposed a DSM Cost Recovery Mechanism in its
January 31, 2008 DSM Evidence. The mechanism included a component to recover lost

revenue from DSM activities. Based upon the Settlement Agreement that anticipates a

DATE FILED: May 27, 2008 Page 86 of 218



NSPI 2009 General Rate Application DE-03 - DE-04

new DSM administrator will be in place early in 2009, NSPI is not requesting UARB

approval of the DSM Cost Recovery Mechanism at this time.
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5.0

5.1

DEPRECIATION AND REGULATORY AMORTIZATION
Overview

The UARB has previously approved each of the amortization and depreciation expenses
sought to be included in the 2009 revenue requirement. These are expenses that are
properly recovered in customer rates. NSPI requests the partial recovery of these

previously deferred expenses begin in 2009. This section covers the following:

. Depreciation
. Tax Regulatory Amortization

. DSM Regulatory Amortization

The UARB has previously approved the phase-in of depreciation rates, the tax regulatory
amortization expenses and the deferral of 2008 and 2009 DSM program expenditures
which are included in the 2009 revenue requirement. NSPI has adjusted the tax
regulatory amortization schedules for a pre-2003 tax recovery amount received during
2007,

Depreciation expenses will increase by $14.9 million to $145.0 million between 2007C

and 2009. The increase principally results from:

. An increase of $6.2 million as a result of moving to year 3 depreciation
rates approved by the Board in the four year phase-in

. An increase of $8.7 million due to growth

2009 Regulatory amortization expense will increase $4.2 million to $20.4 million over
2007C. The $4.2 million increase results from:
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. A decrease of $0.2 million related to a revised amortization schedule
relating to Section 21 taxes using an eight year levelized approach as
approved by the UARB in its 2005 Rate Decision.> The schedule
approved by the UARB in its 2007 Rate Decision was adjusted for 2009 to

include the recovery of pre-2003 taxes and interest received in 2007.

. An increase of $0.1 million of amortization that relates to the deferral of
income taxes applicable to Q1, 2005. The amortization schedule was
developed using an eight year levelized approach as approved by the
UARB in its 2007 Rate Decision.

) An increase of $4.3 million of amortization that relates to the recovery of
the 2008 and 2009 deferred DSM program expenditures.

5.2 Revised Depreciation Rates

In the 2002 Rate Decision, the UARB directed NSPI to retain an external depreciation
consultant and file a depreciation study with the Board.? Pursuant to the Board’s
direction, the Company filed the Gannett Fleming Depreciation Study with the Board in
April 2003. A stakeholder consultation process followed and subsequently a Settlement

Agreement was reached with all Intervenors in the Depreciation Rate Hearing.

The UARB approved the Settlement Agreement,® and by Order dated December 23,
2003,%* directed an increase in depreciation rates for NSPI’s depreciable property. As
agreed upon by all parties, the Board directed that the increase in depreciation rates
would be phased in over four years in equal installments commencing January 1, 2004.

1 NSPI 2005 Rate Case, UARB Decision, NSUARB — NSPI P-881, March 31, 2005, paragraph 328.

22 NSPI 2002 Rate Case, UARB Decision, NSUARB — NSPI P-875, October 23, 2002, paragraph 143.

2 NSPI 2003 Depreciation Study, UARB Decision, NSUARB — NSPI P-879, November 21, 2003, paragraph 22.
 NSPI 2003 Depreciation Study, UARB Order, NSUARB — NSPI P-879, December 23, 2003.
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In accordance with this direction, the increased depreciation rates would have been fully
phased in by 2007. However, in subsequent rate cases, changes were made to this

schedule as follows:

. In the 2005 Rate Decision the UARB deferred year two of the phase in by
one additional year.?>

. Subsequently, in the 2006 Rate Decision the UARB approved the
resumption of the four year phase in of depreciation rates in the 2006 test
year by including year two in rates.?

. Most recently, in the 2007 Rate Decision the UARB approved the deferral

of year three of the phase in as part of the Settlement Agreement.?’

As a result, the approved phase-in is currently two years behind schedule. The revenue
requirement on which this Application is based reflects only the third year phase in of

depreciation rates based on the approved settlement.
5.3 Additions to Plant

Depreciation expenses will increase by $8.7 million as a result of capital additions to
plant in service through the Annual Capital Expenditure (ACE) Program, and other

capital expenditures approved by the Board.

The depreciable plant balance used in the Company’s 2009 Compliance Filing has
increased by approximately $339 million versus 2007C due to additions through the ACE
Program for 2008 and 2009.

> NSPI 2005 Rate Case, UARB Decision, NSUARB — NSPI — P-881, March 31, 2005, paragraph 333.
6 NSPI 2006 Rate Case, UARB Decision, NSUARB — NSPI — P-882, March 10, 2006, paragraph 485.
27 NSPI 2007 Rate Case, UARB Decision, NSUARB — NSPI — P-886, February 5, 2007, paragraph 13.
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5.4 Regulatory Amortizations

11
12
13
14
15
16
17
18
19
20
21
22
23

Regulatory amortizations are $20.4 million in 2009, an increase of $4.2 million over
2007C. This increase is due to the recovery of deferred DSM expenditures offset by the
implementation of the eight-year levelized tax amortization approach approved by the
UARB in the 2005 Rate Decision”® which was adjusted for pre-2003 tax and interest

recovery received in 2007. Figure 5.1 provides a breakdown of these amortizations.

Figure 5.1
Amortizations 2007C ($M) | 2009 ($M)
Section 21 $14.5 $14.3
2005 Q1 tax 1.7 1.8
DSM - 4.3
Total $16.2 $20.4

Section 21 Amortization

The original Section 21 amortization schedule approved by the UARB through the 2007
Rate Decision was adjusted for a pre-2003 tax and interest recovery amount received in
2007. This tax and interest recovery was a result of NSPI preparing and filing with
Canada Revenue Agency (CRA) amended tax returns for the years 2000 to 2004
inclusive. CRA reviewed and approved the amended filings, which resulted in
accelerated deductibility of certain capitalized expenses. As a result, in 2007 NSPI has
recorded an income tax recovery for pre-2003 taxes of $14.6 million and related interest
of $1.8 million. These have been recorded as a reduction in the regulatory asset related to
the Company’s pre-2003 income tax liability.

8 NSPI 2005 Rate Case, UARB Decision, NSUARB — NSPI — P-881, March 31, 2005, paragraph 200.
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Figure 5.2 shows the reconciliation of the tax and interest recovery pertaining to Section

21 taxes.

Figure 5.2
Section 21 Taxes $M
Balance January 1, 2007 $147.1
2007 amortization based on UARB-approved schedule ($10.8)
Tax and interest recovery ($16.4)
December 31, 2007 balance $119.9

Figure 5.3 shows the revised amortizations schedule based on the new Section 21

deferred balance adjusted for the tax and interest recovery in 2007.

Figure 5.3
Tax Effect of
Amortization | Amortization | Carrying Cost

Year ($M) ($M) ($M) Total ($M)
2008 $13.4 $8.3 $11.9 $33.6
2009 $14.3 $8.8 $10.5 $33.6
2010 $15.2 $9.4 $9.0 $33.6
2011 $16.3 $10.0 $7.3 $33.6
2012 $17.3 $10.7 $5.6 $33.6
2013 $18.5 $11.4 $3.7 $33.6
2014 $19.7 $12.2 $1.7 $33.6

Jan-Mar 2015 $5.1 $3.2 $0.1 $8.5

Accordingly, $14.3 million of amortization related to Section 21 has been included in the
2009 revenue requirement resulting in a decrease of $0.2 million over 2007C. The total

cost of $33.6 million is held constant through the amortization period in accordance with

the levelized revenue requirement directed by the UARB.

DATE FILED: May 27, 2008

Page 92 of 218




© 00 N o o B~ W N

10
11
12
13

14

NSPI 2009 General Rate Application

DE-03 - DE-04

2005 Q1 Tax Amortization

For 2005 Q1 deferred taxes, Figure 5.4 shows an amortization of $1.8 million in 20009.

The total cost of $4.3 million is held constant for the eight-year amortization period in

accordance with the levelized revenue requirement approved by the UARB in the 2007

Rate Decision.

Accordingly, $1.8 million of amortization of the 2005 Q1 deferred taxes has been

included in the 2009 revenue requirement which results in a $0.1 million increase over

2007 compliance.

Figure 5.4
Tax Effect of
Amortization | Amortization | Carrying Cost
Year ($M) ($M) ($M) Total ($M)
Apr-Dec 2007 $1.2 $0.8 $1.3 $3.3
2008 $1.8 $1.1 $1.4 $4.3
2009 $1.8 $1.1 $1.4 $4.3
2010 $2.0 $1.2 $1.1 $4.3
2011 $2.1 $1.3 $0.9 $4.3
2012 $2.2 $1.4 $0.7 $4.3
2013 $2.4 $1.5 $0.4 $4.3
2014 $2.6 $1.5 $0.2 $4.3
2015 $0.6 $0.4 $0.1 $1.1
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DSM Amortization

NSPI is seeking recovery of the UARB approved deferral of 2008 and 2009 DSM
program expenditures in accordance with the DSM settlement agreement. The total 2008
and 2009 spend is $12.9 million and NSPI is seeking recovery of these expenses equally
over three years starting in 2009. Additional information on DSM can be found in
Section 4 of the Direct Evidence. Accordingly, $4.3 million of amortization of the

deferred DSM expenditure has been included in the 2009 revenue requirement.
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6.0

6.1

OPERATING, MAINTENANCE & GENERAL

Overview

Operating, Maintenance and General (OM&G) expense includes annual spending by
NSPI to:

1. Operate and maintain its generation, transmission and distribution
facilities.

2. Deliver customer service.

3. Provide corporate support to the above utility functions.

NSPI’s 2009 OM&G expense is forecast at $221.5 million, representing approximately
17 percent of NSPI’s 2009 revenue requirement. The forecast increase for 2009
compared to 2007C is $20.6 million.

The OM&G increases sought in this Application are focused on meeting customers’
expectations. The increase is essential to the continued and effective delivery of services
to NSPI customers. The increase is substantially attributable to employee labour-related
costs and to a reliability-focused enhanced vegetation management program. The
components of the increase are distinct and summarized in the following table.
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Figure 6.1
OM&G Cost Driver $ millions
Labour-related $9.0
Vegetation Management (Customer Operations) 7.0
Other 4.6
Total change to OM&G $20.6

Note: Labour related costs include wage increases for both union and non-union groups, succession
planning, pension, work force management and regulatory requirements.

The OM&G increase of $20.6 million covers a two year period which equates to a
compounded annual 5 percent increase. It represents a compounded annual 2.5 percent
increase if special initiatives, such as incremental investments in an enhanced vegetation
management program, succession planning, workforce management and the third party

outage call handling solution, are excluded.

NSPI has effective OM&G cost control and Figure 6.2 below demonstrates that on a per
MWh and per customer basis NSPI’s requested OM&G spending for 2009 is less than the
CPI increase over the same period. NSPI's OM&G per MWh since 2000 has increased
15.0 percent and OM&G per customer increased 18.6 percent. This is compared to the
CPI increase over the same period of 23.7 percent.
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Figure 6.2

25.0%

OM&G cost increase 2000-2009
(excluding pension)

20.0% -

15.0%

10.0%

5.0%

0.0%

OM&G/MWh OM&G/Customer CPI (23.7%)

In recent general rate applications and through various reviews undertaken by the UARB,

NSPI’s OM&G expenditures have been thoroughly vetted and made available to

stakeholders. Examples include:

In each rate application, NSPI provides a trend analysis including actual
costs per gigawatt hour and per customer. As well, a line-by-line analysis of
OM&G costs with variance explanations across all divisions is provided.
NSPI filed internal OM&G studies in June 2003 and September 2005. NSPI
commissioned Accenture Inc. to review OM&G expenditures, which was
filed in January 2007 and subject to stakeholder review.

Reports concerning NSPI pension expense have been filed with the Board by
experts, the content of which has been examined during the associated
UARB proceedings.

Comprehensive reviews of NSPI transmission and distribution operating and

maintenance practices have been completed by the Board’s consultants.
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. Comprehensive reviews of NSPI customer communications processes have
been completed by the Board’s consultants.

. NSPI analysis concerning vegetation management practices and spending
levels have been filed by NSPI and endorsed by the Board’s consultant.

. The NSPI/IBEW contract has been made available to intervenors.

. NSPI affiliate transactions have been audited by NSPI’s external auditors

and the Board’s consultants.

In general, the findings of these reviews have been supportive of NSPI’s management of
OM&G expenses. Recently, the Board engaged consultants to conduct a review of
OM&G expenses for Power Production, Customer Operations, Customer Service and
Regulatory Affairs, and NSPI executive compensation. As with the foregoing initiatives,

NSPI has provided its full support to this review.

Through effective cost control mechanisms, the Company has reduced OM&G

expenditures in constant dollars since 2000 as represented in the following chart.

Figure 6.3
OM&G in Constant Dollars
(excluding pension)
160 -
150 -
S 145 M~ .
140
135
130
2000 2001 2002 2003 2004 2005 2006 2007
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6.2

The reduction in constant dollar OM&G is a significant achievement considering that

over the same period:

. NSPI’s generation output has increased by 10.6 percent

. NSPI’s average number of customers increased by 7.6 percent

. Environmental management costs have increased

. Succession and workforce planning initiatives are being implemented

. Stakeholder engagement and UARB oversight has increased

. NSPI has added two new gas turbines, renewable energy including wind

turbines and has increased its participation in the international fuel

procurement market.

Combined with the OM&G reviews undertaken by NSPI and the Board, NSPI’s record of
effective OM&G cost control establishes a foundation on which to assess the increased

OM&G spending proposed in this Application.

The following sections discuss NSPI’s requested OM&G increase for the 2009 test year.

Costs classified as labour-related apply across the Company and summaries of the

primary drivers for these items are provided below.

Labour Related Increases

Increase to OM&G from 2007 Compliance is partially attributable to increased labour
costs offset by pension savings company wide. The increase primarily reflects market
pressures on salaries resulting from an increasingly competitive labour market. Labour-
related increases include wage increases for both union and non-union employees,

succession planning, work force management and regulatory requirements.
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6.3

NSPI’s compensation policy is to pay at approximately the 50" percentile of the
comparator market for non-union positions. The union wage rates are negotiated with

IBEW Local 1928 and are set out in the Collective Agreement.

Prior to the expiration of the last Collective Agreement in July, 2007, NSPI negotiated a
new 56 month Collective Agreement, effective August 1, 2007 to March 31, 2012. The
new Collective Agreement recognized the increased competition for skilled trades and
the challenge of attracting and retaining Power Line Technicians (PLTs) and Power

Engineers, in particular. The length of the agreement provides operating stability.

The new Collective Agreement established wage differentiation between skilled trades
and other job classifications. This permits the Company to offer higher wage rates for
attracting and retaining those skilled trades defined as key to the business, rather than

providing an “across the board” increase to all union job classifications.

Union and non-union wage increases in 2009 versus 2007C result in an increase in
OM&G expense of $10.4 million. The remainder of the increase to labour-related costs
of $2.3 million is primarily attributable to succession and workforce planning initiatives
such as the addition of PLTSs.

Pension Costs

Partially offsetting the increased labour cost is a reduction in NSPI pension expense of
$3.7 million compared to 2007C. Pension expenses are forecast at $29.3 million in 2009
compared to $33.0 million in 2007C. The difference is attributable to a change in the

assumed discount rate and a reduction in the assumed retirement age.

In the 2007 Rate Application and as approved through the Settlement Agreement, the

pension amount requested by NSPI was based on a discount rate of 5.5 percent and an
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assumed retirement age of 59. For 2009, NSPI’s actuarial consultant, Morneau Sobeco,

has provided the Company with the discount rate for CICA 3461 reporting purposes.

Based on single “A” bonds, the discount rate at the time of preparing this application is

5.75 percent. The assumed retirement age was reduced by one year to age 58 effective

December 31, 2008. This was updated to reflect NSPI’s actual experience.

NSPI allocated pension costs to the operating and corporate groups.

This serves to

identify actual labour costs associated with each division. This is a change from the

2007C filing where the majority of pension costs were charged to corporate adjustments.

The effect of this reclassification on the Operating Groups, the Corporate Support Groups

and Corporate Adjustments 2007C is summarized in Figure 6.4.

Figure 6.4

2007C Restated

for Pension

2007C as filed Allocation
Power Production $74.2 $86.1
Customer Operations 51.6 59.8
Customer Service 25.0 28.7
Corporate Support Groups 37.3 41.3
Corporate Adjustments 12.7 (15.1)
Total $200.8 $200.8

6.4 OM&G Costs by Group

OM&G cost changes among the operating groups of Power Production, Customer

Operations, Customer Service, the Corporate Support Groups and Corporate Adjustments

are discussed in this section.
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6.4.1

Comparisons of OM&G expenditures across years reflect the restated 2007C OM&G
amounts provided in Figure 6.4. These numbers include pension costs allocated to

operating and corporate groups.

A comparison of annual expenditures for 2007A, 2007C, 2008F and 2009 is provided in
an OM&G Detailed Variance Analysis, which is included as Appendix D.

Operating group costs comprises approximately 88 percent of OM&G spending.
Corporate Support group and Corporate Adjustment costs are approximately 12 percent
of the total.

The OM&G requirement in the 2007 Compliance Filing reflects expenses included in
rates under the 2007 settlement approved by the UARB. The 2008 forecast represents
NSPI’s estimate at the time of filing.

Power Production

Power Production OM&G includes costs required to operate and maintain the generation
fleet and manage and procure fuel. Power Production comprises approximately 42
percent of total OM&G expenses forecast for 2009. In 2009 these costs increase by $6.3

million over restated 2007C, an increase of 7 percent for this two year period.

Power Production OM&G expense for 2007 to 2009 is summarized in Figure 6.5.
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Figure 6.5
Power Production ($M)
2007C
2007A Restated 2008F 2009
$84.0 $86.1 $88.1 $92.4

Figure 6.6 lists the major components of the 2009 cost increase of $6.3 million over

2007C.
Figure 6.6
Cost Amount ($M)

Union agreement and non-union labour increases $4.1
Pension savings (1.8)
Apprenticeship programs 0.4
Additional labour 0.7
Other (primarily includes increased plant outage 2.9
days, cost escalation, legal costs and lost steam sales)
Total $6.3

As detailed in OP-09, the performance of NSPI production facilities continues to be

better than the North American utility average (based on data reported to the Canadian

Electricity Association (CEA) and North American Electric Reliability Corporation

(NERC) in the United States).

The 2005 CEA Generation Equipment Status Report

ranked three of NSPI plants in the top ten and one of the combustion turbine units in the

top five.

Power Production remains focused on cost control, while sustaining high

availability and performance while adding and upgrading generation assets. The

Company recognizes that this is equally important to customers with a FAM in place.
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In recent years the rate of increase in the cost of raw materials required by Power
Production has exceeded the average of the Consumer Price Index. The increases reflect
record high oil prices and continued high market demand for metals such as copper and

steel.

Power Production personnel, in conjunction with Procurement, manage labour, materials
and contract costs. Power Production has increased maintenance labour to complete
repairs and rebuilds in order to avoid more expensive part replacements. Power
Production staff also work with Procurement to use competitive tenders or negotiations of

terms with vendors to help control the effect of raw material cost changes.

With respect to labour cost management, Power Production has focused on the further
development of a cost-effective flexible workforce. NSPI’s full-time staff includes multi-
skilled workers and is augmented by term labour from NSPI’s labour pool and contract

workers as required to meet maintenance schedules.

In 2007 NSPI experienced an increase in the attrition of operating staff due to market
demand for their skills in Nova Scotia and elsewhere in Canada, notably Alberta. These
increased regular and overtime labour costs are necessary to expedite training and to

sustain performance of generating units.

Succession planning initiatives designed to address this issue will continue in 2009.
Additional revenue requirement of $0.4 million, compared to 2007C, is required to fund
apprenticeship and training programs. This work continues to focus on Power Engineers,

skilled maintenance workers and supervisory roles.

Figure 6.7 shows the Power Production OM&G costs per MWh from 2007 to 2009.
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Figure 6.7

Power Production

OM&G Cost per MWh
9.0

8.5
8.0

7.5
7.0 e 7.2

6.5 M
6.0
5.5

5- o T T
2007A 2007C restated 2008 2009

$/MWh

6.4.2 Customer Operations

NSPI’s Customer Operations group provides services to residential, commercial and
industrial customers across Nova Scotia. Customer Operations includes: Regional
Operations (transmission and distribution field operating groups), Transmission and
Distribution Assets (asset management — inspections, planning and engineering, fleet and
vegetation management), the Ragged Lake Control Centre (System Operator function)
and Administration.

Customer Operations costs are driven by asset management needs, customer growth,

storm events and regulatory requirements.

Customer Operations comprises approximately 32 percent of the total OM&G expenses
forecast for 2009. As shown in Figure 6.8, in 2009 these costs will increase by $10.9
million over 2007C, an increase of 18 percent, or 6.5 percent excluding incremental

vegetation management investment.
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Figure 6.8
Customer Operations ($M)
2007A | 2907C 1 o008k 2009
restated
$66.8 $59.8 $58.7 $70.7

Customer Operations OM&G cost increases are driven primarily by vegetation
management programs, wage increases, and regulatory compliance programs and
succession planning primarily related to additional PLT’s. Figure 6.9 below shows that,

as a result, Customer Operations’ cost per customer will increase in 2009.

Figure 6.9
OM&G Cost per Customer
170
o 160
E 150
% 140 140.4 ™ 1456
3 '\
& 130 \"953\-/1/
120 - 22.1
110
100 T T
2007A 2007C restated 2008 2009

The $20.30 increase in cost per customer in 2009 versus 2007C restated is primarily
attributed to NSPI’s increased investment in vegetation management of approximately
$14.50 per customer, and $6.20 per customer due to union and non-union labour

increases.
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The factors driving the increase in Customer Operations OM&G spending are outlined in
Figure 6.10.

Figure 6.10

Cost Amount ($M)
Vegetation management $7.0
Union agreement and non-union labour increases 3.0
Pension savings (1.2)
Succession planning and work force management 1.0
Increased Regulatory Compliance Programs 04
Other (net of savings/recoveries) 0.7
Total $10.9

Details on 2009 increased Vegetation Management costs, Regulatory Compliance costs

and Succession Planning costs follows.

Vegetation Management

Increased investment in NSPI’s Vegetation Management Program is the single best
investment to storm-harden the T&D electrical system and to improve customer
reliability.

On September 29, 2006 NSPI filed its Distribution System Vegetation Management
Report which outlined NSPI’s five year plan to increase investment in Vegetation
Management to improve customer reliability and storm-harden the system. The Board
and the Board’s consultant Liberty Consulting Group reviewed the report which included
NSPI’s plan to invest an additional $3.6 million on its Distribution Vegetation
Management Program. In its letter to NSPI dated December 15, 2006, the Board
provided the following:
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The Board fully recognizes the importance of the implementation of this
program and remains very concerned about the frequency and duration of
power outages, particularly in view of the public input received during the
2005 power outage review public hearing.

and

The Board is certainly prepared to approve this important and necessary
program should NSPI wish to proceed on the basis that ongoing annual
costs associated with this project would be included in future rate
applications ....

In addition to the $3.6 million increase requested (but not approved) in the 2006 filing, in
this Application NSPI is proposing an incremental $3.4 million in vegetation
management investment to further storm-harden the distribution system, create an
extended program of danger tree removals and to enhance the reliability experienced by
our customers. This investment will also ensure that NSPI remains compliant with new
NERC and NPCC reliability standards related to vegetation control on the Bulk Power
System.

Figure 6.11 identifies the components of the vegetation management investment included
in 2007C and requested for 2009. 2009 includes $3.6 million increase for distribution
system vegetation management as originally proposed by NSPI and an incremental $3.4

million to address danger-trees on the transmission and distribution systems.
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Figure 6.11
2007C
Distribution - Customer Requested Work $720,000
Distribution - Feeder Inspections $1,936,000
Distribution - Feeder Performance $944,000
Transmission $3,200,000
Total 2007C $6,800,000

Additional requirement for 2009

Transmission Danger-Tree Removals $1,540,000
Distribution Danger-Tree Removals $1,860,000

$3,400,000
Distribution - Feeder Inspections $2,780,000
Distribution - Feeder Performance $820,000

$3,600,000
Total Additional Requirement for 2009 $7,000,000

Total Vegetation Management Program $13,800,000

This Application provides an important opportunity to fund investment in reliability.

Requlatory Compliance Programs

In 2009, Customer Operations’ costs in support of new regulatory requirements will
increase by $0.4 million. Costs related to these new regulatory requirements include:

J $0.1 million regarding Electricity Market Administration in support of

market opening and market rules;
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J $0.1 million regarding the UARB directed Relay Testing Program for
electromechanical relays as recommended by Liberty Consultant Group;

J $0.2 million regarding compliance with new NERC (North American
Electric Reliability Corporation) reliability standards for the Bulk Power
System.

These items are the result of previous Board directives and/or new mandatory
responsibilities assigned to Customer Operations as a result of changing NERC

requirements.

Succession Planning and Work Force Management

Customer Operations employs several hundred skilled trade workers and technical
specialists of which approximately 40 percent are projected to retire or otherwise leave
the business over the next five years. An additional $1.0 million is needed for investment
in succession planning programs to sustain and build a skilled workforce and to transfer

knowledge to the next generation of employees who will serve our customers.

In 2009, an additional $1.0 million in funding will be required to support the addition and
training of approximately 70 Apprentice Powerline Technicians (PLT’s), an Engineer-in-
training (EIT) program and several new positions required for technical specialist roles

on the Customer Operations Team.
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6.4.3 Customer Service

NSPI’s Customer Service group includes: contact centre, billing and payment, meter
services, credit and collections, customer communications and quality assurance. It also
includes heating solutions, large customer management, load and revenue forecasting and

conservation/energy efficiency programs.
The Customer Service group comprises approximately 14 percent of the total OM&G
expenses forecast for 2009. In 2009 these costs will increase by $3.0 million over 2007C,

an increase of 10 percent as outlined in Figure 6.12.

Figure 6.12

Customer Service ($M)

2007A | 2907C | o008F | 2009
restated

$28.4 $28.7 $29.3 $31.7

Figure 6.13 below shows Customer Service costs per customer from 2007 to 2009.
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Figure 6.13
Customer Service
OM&G Cost per Customer
75 -
70
g . Ln_‘// 653
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2007A 2007C restated 2008 2009

The factors driving the increase in Customer Service OM&G over 2007C are outlined in

Figure 6.14 below.

Figure 6.14

Cost Amount ($M)
Union agreement and non-union labour increases $1.0
Pension savings (0.6)
Third party outage call handling solution 0.8
Electric write-off and allowances 1.0
Other costs (net of savings) 0.8
Total $3.0

The third party outage call handling solution amount of $0.8 million is the annual cost of
processing power outage calls using a third party vendor as approved by the UARB on
November 16, 2007. The Electric write-off $1.0 million increase is a result of write-off

amounts expected in 2009 for commercial and industrial accounts.
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NSPI’s Corporate Support groups provide services such as regulatory affairs, accounting,
treasury, governance, administration, human resource management, communications and

public affairs, procurement and information technology.

As outlined in Figure 6.15, NSPI’s Corporate Support groups OM&G will increase by
$3.1 million in 2009 as compared to 2007C, an increase of 7 percent over two years.
This increase is mainly due to increases in labour, insurance costs and the implementation

of International Financial Reporting Standards (IFRS).

Figure 6.15

2007A | 2997C 1 H008F | 2009
restated

$34.6 $41.3 $41.3 $44.4

The Corporate Support groups work to control costs. Operational efficiencies, quality
improvements, management of staffing levels, appropriate sourcing and bid evaluation

are all part of the operation and resource allocations for the Corporate Support groups.

In a May 18, 2007 letter, the UARB stated the following:

...the board is prepared to accept the Accenture report as an adequate review
of Corporate Services subject to Accenture providing the Board with a more
extensive and detailed summary of the findings, recommendations and issues
identified in its report, as well as satisfactory response to any further
questions the Board may have.”®

2 |_etter from UARB dated May 18, 2007 re: Nova Scotia Power Inc. — Operations Review — P-886.2.
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NSPI and Accenture have provided the information requested by the UARB. The review
demonstrates that NSPI is controlling corporate costs, and that these costs are being
managed effectively. Figure 6.16 identifies the cost increases in Corporate Support
OM&G spending.

Figure 6.16
Cost Amount ($M)
Non-union and union labour increases 1.0
Pension savings (0.6)
Insurance costs 0.7

International Financial Reporting Standards

. . 0.5
implementation

Other costs (net of savings) 1.5
Total $3.1

Insurance

This increase is based on NSPI’s most recent experience.

International Financial Reporting Standards (IFRS) Implementation

This represents costs with respect to the required conversion from Canadian Generally
Accepted Accounting Principles (GAAP) to International Financial Reporting Standards
(IFRS) on January 1, 2011. The conversion process will occur over several years and
includes disclosure requirements beginning with NSPI’s 2008 Annual Report. The costs
will be incurred in the scoping and planning phases of the project and to assist in

interpreting and applying IFRS to NSPI.
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Other
Other cost increases of $1.5 million include increases in organizational development
investments, director fees, internal audit investigator and subject matter expertise,

procurement contracts and IT rental and maintenance.

Corporate Adjustments

Corporate adjustments are expenses that are not assigned to a specific business unit or
functional area. The primary components are capital overhead contributions and certain
payroll costs (including year-end payroll accrual and incentives). As stated earlier, in
2007C pension costs were included in corporate adjustments. Pensions are now allocated
to the operating & corporate divisions.

In 2009 corporate adjustments will decrease by $2.6 million over 2007C as shown in
Figure 6.17. This is mainly due to an increase in applied overheads of $3.7 million
(which reduces the corporate adjustment costs), resulting from increased capital
spending.

Figure 6.17

Corporate Adjustments ($M)

2007A 2007C 2008F 2009
restated

($12.0) | ($15.1) | ($165) | ($17.7)

Figure 6.18 summarizes the major components of Corporate Adjustments and Overheads.
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6.5

Figure 6.18
Corporate Adjustments by Expense Type ($M)

(3 Millions) 2007A| 2007C restated 2008F 2009
Payroll Costs $3.1 $2.0 $3.5 $3.0
Applied Overheads (19.5) (15.5) (18.5) (19.2)
Corporate Allocations (1.0) (1.0) (0.8) (0.8)
Pension 5.4 - - -
Other - (0.6) (0.7) (0.7)
Total ($12.0) ($15.1) ($16.5) ($17.7)

Five Year OM&G Forecast

In the 2006 Rate Decision, the UARB stated:

...PWC has recommended that future rate applications contain detailed
five year forecasts of OM&G costs. The Board accepts this
recommendation and directs NSPI to include detailed five year forecasts
of OM&G costs in all future rate applications.®

In this Application, NSPI has included a detailed OM&G Five Year Forecast Summary.
Please see Appendix E.

Detailed multi-year forecasts of OM&G are inherently uncertain. A variety of factors can
significantly affect specific OM&G costs from year to year, including: load growth,
scope and timing of plant maintenance, changes in the costs of materials, customer
growth, changes in regulatory environment, changes in pension expenses, fleet fuel costs,
insurance cost increases or other market changes. A variation one way or another in the

early years can distort future year estimates.

% NSPI 2006 Rate Case, UARB Decision, NSUARB — NSPI — P-882, March 10, 2006, paragraph 436.
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NSPI did not file a 2008 rate application and therefore the OM&G requirement for 2009

reflects a two year increase in costs.

The estimated costs and percentage increases projected over five years are shown in
Figure 6.19. The forecasted 2009 OM&G as filed in the 2007 rate application was

$223.9 million, consistent with the test year 2009 forecast in this application

Figure 6.19
2010 2011 2012 2013
OM&G costs $229.5 $238.4 $245.5 $252.5
Increase $ $8.0 $8.9 $7.1 $7.0
% change 3.6% 3.9% 3.0% 2.9%

The underlying assumptions in the five year OM&G forecast are:

Wage increases for both union (per contract) and non-union employees;
Fleet fuel, travel expenses and freight — 6 percent increase per annum;
Employee related expenses (other than labour) increase — 2.1 percent per
annum;

Communication expenses increase — 2.1 percent per annum;

Pension costs — a decline in the years 2010 — 2013;

Contract costs — actual escalations in the associated contracts, or estimates
based on individual circumstances or 2.1 percent;

Insurance costs — 10 percent annual escalation based on current insurance
market;

Corporate cost allocations — remaining consistent with the 2009

percentages;

* I
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. Vehicle and Administration overhead calculation - capital spend estimates
consistent with the estimated Annual Capital Expenditures;
. Property costs escalations — based on past experience rent cost escalation

of 2.1 percent per annum;

o Remaining property costs — 2.1 percent per annum;
J All other significant costs — 2.1 percent per annum;
o No unforeseen regulatory mandates.

Caution should be exercised as any change in forecast assumptions or actual experience
can have a material effect on the costs provided in this five year forecast as each year’s

costs are estimated based on previous years’ estimates.
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7.0

7.1

CAPITAL STRUCTURE AND FINANCING

Overview

On June 21, 2006 Standard & Poor’s (S&P) downgraded NSPI’s credit rating from
BBB+ to BBB.** As a result of this action, NSPI has the lowest credit rating of any
regulated electric utility in Canada. This action comes after several years of continuous

assessment regarding NSP1’s cash flow and fuel commodity risk profile. S&P stated:

The ratings action reflects an expectation that the company’s historically
weak cash flow metrics will not materially improve in the next several
years given: no assurance of full recovery of fuel-related expense under
the current regulatory framework; an evolving fuel procurement strategy;
and upcoming challenges related to the approval, financing, and execution
of several proposed capital projects.

As NSPI stated in previous hearings, and as the Board recognized in its 2006 Rate
Decision,* NSPI’s customers have a vested interest in a strong financial position for the

utility.

The Board recognizes that the interests of customers and shareholders of
NSPI are not mutually exclusive. They both benefit from a financially
sound utility.

The downgrade will have long-term cost implications for NSPI and its customers as the
company re-finances existing debt, attempts to issue new capital and enters into new fuel

procurement arrangements.

A strong financial position ensures the Company will have access to the capital it needs

at competitive rates, which helps control costs to customers. On an on-going basis, NSPI

% Standard & Poor’s Research Update, “Emera Inc., Subsidiary Nova Scotia Power Inc. Ratings Lowered to ‘BBB’,
Off Watch”, June 21, 2006. 2007 Rate Case, NSPI Direct Evidence, Appendix D, Attachment 1.
¥ NSPI 2006 Rate Case, UARB Decision, NSUARB — NSPI — P-882, March 10, 2006, paragraph 662.
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7.2

requires money from investors to re-finance existing loans as they mature. Future
investments such as environmental or reliability investments require capital that, if not
readily accessible, could cause increased borrowing costs for Nova Scotia Power’s
customers. The utility must be financially sound in order to provide cost-effective,

reliable service to customers.

In order to finance these requirements, NSPI obtains capital from two sources: debt
investors and equity investors. If NSPI’s returns are not competitive with other
investments of comparable risk, investors will put their money elsewhere, with negative

consequences for NSPI’s customers.

The Board understands the importance of ensuring that NSPI remain on a
sound financial foundation as it heads into the future. The Company’s
ability to attract capital, access fuel markets and control costs must not be
compromised.*

Credit Ratings

In the capital markets, a credit rating is an independent rating agency’s opinion of the
creditworthiness of a company - its ability to meet its obligations to its debt holders. It is
the single most important factor influencing risk assessments of fixed income securities
and bank credit terms. The higher the credit rating, the greater the perceived likelihood
that the debt investors will receive their interest and principal payments as expected. As
such, a company with a higher credit rating is a more attractive investment. Conversely,
a lower credit rating can impact the ability of an issuer to access capital markets on a

consistent basis, negatively impacting the cost and availability of both debt and credit.

* NSPI 2006 Rate Case, UARB Decision, NSUARB — NSPI — P-882, March 10, 2006, paragraph 665.
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Lower credit ratings reflect increased investor risk; therefore, investors expect to get paid
more to provide funds to such an issuer. As well, some investors, such as pension funds
and other institutional investors are prohibited from investing in debt instruments below a
certain rating. The lower the credit rating, the more stringent the terms will be, and the
more restrictive the covenants on new issues will be. Credit rating therefore affects not
only the cost of the debt, but also the amount and nature of capital that is available to the

company.

Credit ratings are also used by entities involved in commodity sales and purchasing.
Most entities require a certain minimum credit rating to grant credit when selling
commodities to parties. If the party does not have an adequate credit rating, these entities
require them to “post margin” or make a deposit with the seller to ensure payment. This
increases the buyer’s costs. When markets are tight, it is possible that buyers with lower
credit ratings may not have physical or financial access to the commodities in question as
the supply goes instead to companies with higher credit ratings. This is a situation that
NSPI and its customers must avoid.

NSPI’s Ratings

In recent years, NSPI has been under increasing credit rating pressure from key rating

agencies that rate NSPI’s debt: Standard & Poor’s (S&P) and Moody’s. In 2005 both

changed the outlook on NSPI’s ratings from “stable” to “negative”.®

On July 5, 2005, the outlook on Emera and its subsidiary Nova Scotia
Power Inc. (BBB+/Negative/--) was revised to negative from stable.
Standard & Poor’s stated at that time that regulatory developments could

* The Outlook associated with a credit rating provides the rating agency’s opinion of the probable long-term
direction of the issuer’s credit rating. The outlook can be “positive, “stable” or “negative”. See Appendix D,
Attachment 2; Moody’s Investors Service, Rating Action, October 11, 2005.

Standard & Poor’s, “Industry Report Card: Canadian Utility Sector”, February 1, 2006. 2007 Rate Case, NSPI
Direct Evidence, Appendix D, Attachment 3.
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trigger another rating action, which could include a downgrade. The
company’s financial profile has been weakened by under-recovery of
increasing fuel costs and the delayed and prolonged recovery of significant
tax expense. Whether the ratings remain at their existing level of BBB+
with a negative outlook or move lower will depend largely on the outcome
of the pending Nova Scotia Utility and Review Board rate determination,
expected in the first half of 2006. Because NSPI contributes about 85
percent of Emera’s cash flow, without solid potential for significant
improvement in NSPI’s credit metrics over the course of the next two to
three years and/or a reduction in NSPI’s risk exposure to volatile fossil
fuel costs, a downgrade is likely.

Following the release of the 2006 Rate Decision in March, S&P placed NSPI on
CreditWatch negative.*® As noted previously, on June 21, 2006, S&P lowered its rating
on NSPI citing ongoing concerns regarding cash flow and fuel cost recovery. There have

been no changes in NSPI’s credit ratings since June, 2006.

As supported by Figure 7.1, NSPI’s credit ratings are the lowest (that is, least desirable)
of those held by other regulated Canadian electric utilities. NSPI’s relative business risk
profile is assessed to be higher than other regulated utilities, primarily due to the absence

of a FAM, which would ensure the recovery of prudently incurred fuel costs.

% CreditWatch indicates that the rating agency is undertaking a 90 day evaluation of the company’s circumstances
to determine if the ratings should be confirmed or altered, either upward or downward. CreditWatch negative means
that the rating will either be confirmed or lowered.
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Figure 7.1
Dominion Bond Rating
Canadian Electric Utilities Service (DBRS) Rating S&P Rating

Altalink L.P* Not Rated A-/Stable

CU Inc. A(high)/Stable AJ/Stable
ENMAX Corp.? A (low) BBB+/Stable
EPCOR Utilities A(low)/Stable BBB+/Stable
Maritime Electric Not rated BBB+/Stable
Newfoundland Power Not Rated Not rated

Nova Scotia Power® A(low)/Stable BBB/Stable

1. The A-/Stable rating is for Senior Secured Bonds. Altalink's issuer rating was withdrawn in 2003.

Middle Office uses the lower of Issuer and Senior Unsecured ratings to determine credit limits per the

policy.

The A (low) rating is for Unsecured Debentures.

3. The A (low)/Stable rating is for First Mortgage Bonds. Middle Office uses the lower of Issuer and
Senior Unsecured ratings to determine credit limits per the policy.

N

Accordingly, to maintain a competitive credit rating, NSPI’s financial profile — including
its capital structure — should be stronger than that of other Canadian utilities. NSPI’s
common equity component is actually lower than all of the other utilities listed above.

Although capital structure is important, credit rating agencies are more concerned about
cash flow. Cash flow is the difference between cash coming into and out of a company.
Cash enables the Company to meet its commitments to debt holders. Of particular
concern are funds from operations (FFO), which represent the net cash derived from the
day-to-day running of the business before deducting outlays for capital expenditures.
The primary financial ratios that rating agencies consider when performing credit
assessments are FFO/debt and FFO/interest which measure a company’s ability to meet

its debt and interest obligations with funds provided from day-to-day operations.

Absent a rate increase, NSPI’s 2009 cash flow credit metrics fall in the range of BBB to
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BBB- according to guidelines provided by S&P. With the proposed rate increase, NSPI’s

cash flow credit metrics will fall between BBB+ and BBB territory, as shown in Figures

7.2and 7.3.

Figure 7.2

FFO / Interest Coverage

2004 2005 2006 2007  2008F 2009

‘. No Rate Increase [JRate Increase

S&P
BBB
Range

Figure 7.3

FFO / Total Adjusted Debt

30%
25%

20%
15% -
10%
5% A
0% -

2004 2005 2006 2007  2008F 2009

B No Rate Increase [0 Rate Increase

S&P
BBB
Range

...BBB+
...BBB-

..BBB+
..BBB-
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7.3

A reduced credit rating is difficult to restore. It eventually increases borrowing costs
while reducing access to capital and availability of longer terms, and will not enable
NSPI to absorb any negative volatility in its financial performance. As well, a lower
credit rating will eventually have an impact on NSPI’s ability to procure commodities,
particularly fuel. In summary, NSPI’s current credit ratings are the lowest for Canadian
utilities. It is critical to improve the Company’s cash flow and fuel cost recovery
situation in order to at least stabilize its credit ratings. This will ensure on-going access
to capital and credit, which will enable NSPI to continue providing service at a

reasonable cost.

Return on Equity: Compensation for the Equity Investor

The return on equity earned by the Company is the compensation provided to the equity
investor over the long term. The return that can be earned by investors is assessed in

terms of the risk of the investment compared to other alternatives.

The 2005 and 2006 Rate Decisions and the 2007 Rate Case Settlement Agreement
authorized a return on common equity of 9.55 percent on 37.5 percent common equity.*’
Unlike pure transmission and distribution utilities, NSPI is subject to commodity and
operating risks in its generation business, including fuel risk. Therefore, investors expect
a fair return for NSPI to be higher than the allowed returns for utilities without this risk.
NSPI’s business risk profile is assessed by bond rating agencies and equity investors to

be higher than that of other utilities.

From an investor perspective, NSPI has the highest risk profile of all Canadian regulated
electric utilities. Comparisons with US utilities are poorer still. This is particularly
relevant now with Canadian companies facing new competition in the financial markets

from foreign issuers of debt and equity capital. The removal of the 30 percent cap on

37 NSPI 2007 Rate Case, UARB Decision, NSUARB — NSPI — P-886, February 5, 2007, paragraph 13, #8.

DATE FILED: May 27, 2008 Page 125 of 218



co N oo o1 A W N PP

11
12
13
14
15
16
17
18
19
20
21
22
23

24
25
26
27
28
29
30
31
32

NSPI 2009 General Rate Application DE-03 - DE-04

7.4

foreign investment in registered pension plans will affect access to capital markets for all
Canadian securities issuers. Foreign utilities with higher returns and lower risk profiles
than Canadian counterparts will be obvious choices for investors to make when investing

in the utility sector.

As part of the FAM Settlement Agreement, adopted by the UARB on December 10, 2007

it was agreed:

ROE adjustment Coincident with the FAM implementation on January 1,
2009, NSPI’s allowed Return on Equity (ROE) would be reduced by
0.2%, and its allowed earnings band would be reduced accordingly (9.1%
to 9.6%, rates set at 9.35%). Over-/under- recovery of Fuel Costs due to
the operation of the FAM incentive would be excluded when considering
whether NSPI’s return lies within the earnings band. The 0.2%
adjustment would be made without any admission by either NSPI or
stakeholders that this is the appropriate adjustment, and no parties
(including NSPI) would seek any change, introduce any ROE evidence or
support any change to ROE for a minimum of two years following the
initiation of the FAM. After December 31, 2008 and until a General Rate
Application to incorporate this change into rates, earnings equal to the
value of 0.2% of the Company’s equity will be returned to customers by
incorporation into each yearly FAM adjustment.*®

NSPI’s Application reflects this agreement and incorporates an allowed return on equity
of 9.35 percent. In Section 7.5, Kathleen McShane, President of Foster Associates Inc.,

provides evidence on NSPI’s return on equity and capital structure.
Financing Outlook
Financing costs reflect approximately 18 percent of NSPI’s overall 2009 revenue

requirement and represent the costs of providing returns to suppliers of capital including

commercial paper investors, bondholders and preferred and common shareholders. As an

*® FAM Settlement Agreement, UARB Decision, NSUARB — NSPI - P-887, December 10, 2007, paragraph 13.
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asset intensive business, NSPI’s financing costs are significant. Therefore, access to
various types of financing that give the Company flexibility to take advantage of
favourable financing options are fundamental to providing cost-effective service to

customers.

Debt and Interest

NSPI uses a mix of fixed (i.e., long-term) and floating rate (i.e., short-term) debt in its
capital structure. Long-term interest rates are generally higher and less volatile than

shorter-term interest rates.

The Company’s floating rate debt is obtained largely through its $400 million
Commercial Paper (CP) Program. CP is short-term debt issued to investors with

maturities of anywhere from a day to less than one year.

The predominant rating used by commercial paper investors in Canada is provided by the
Dominion Bond Rating Service (DBRS). NSPI’s current rating of R1 (Low) is the
minimum credit rating that allows an issuer to participate in this market without the
requirement for a prospectus. CP is the lowest cost form of borrowing for NSPI.
Participating in this market provides NSPI with flexibility in managing its cash flow,
typically rolling over amounts between $5-10 million daily. Maintaining the current

DBRS credit rating is imperative to have access to this efficient form of debt financing.

NSPI plans to participate extensively in the CP market throughout 2008 and 2009. The
2009 forecast monthly average short-term rate is 6.1 percent.

To issue long-term debt in the Canadian market, every issuer offering to sell securities to
the public is required to file a prospectus with the provincial securities commissions of
each province in which it expects the securities to be held. A prospectus is a legal
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document that describes the types of securities being offered for sale in the market. The
prospectus provides all relevant information to potential investors so they may assess the
quality of the investment, to determine if they want to participate in the offering. Rather
than issuing a separate prospectus for every issue, some companies will file a “shelf-
prospectus”, which enables the company to issue up to a prescribed dollar amount of

securities over a 25 month period.

NSPI has a shelf-prospectus in place, enabling it to issue up to $400 million in medium
term notes (MTN)* from the period February 2008 to March 2010. The issues are
typically carried out through the Company’s banking syndicate which includes five major
Canadian banks who sell the debt to institutional investors such as pension plans,
insurance companies and governments. Before the Company issues debt, it is required to

confirm its credit ratings with the rating agencies in order for the issue to proceed.

Lower credit ratings attract fewer investors, and consequently lead to higher rates. In
today’s market, differences in credit spreads between BBB+ rated utilities and BBB rated
utilities are approximately 30 basis points, depending on the term. In addition, lower
credit ratings result in fewer options in available terms; that is, terms in excess of 10
years are not available for some entities with BBB ratings, increasing an issuer’s re-

financing risk.

NSPI has one long-term debt issue ($115 million) maturing in July 2008 which the
Company plans on refinancing. The debt is assumed to be refinanced at 6.75 percent.
The Company also has one long-term debt issue ($125 million) maturing in June 2009
which the Company plans on refinancing. The debt is assumed to be refinanced to 6.75

percent.

¥ Medium Term Notes are long-term debt securities that in today’s market can range from terms of two to thirty

years.
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Preferred Equity

NSPI has $260 million of preferred equity in its capital structure. Preferred stock is a
class of share capital that entitles the holder to a fixed dividend before any dividends are
paid to common shareholders and to a stated dollar value in the event of liquidation.

Preferred dividends for 2009 are unchanged from previous applications.

In its credit assessment of NSPI, DBRS treats NSPI’s preferred shares as 75 percent
equity and 25 percent debt.** This serves to lessen the requirement for common equity in
the capital structure by boosting credit metrics without the full cost of common equity —

the most costly form of financing.

Notably, as a result of S&P’s rating action, NSPI’s Preferred Share rating of BB+ is now
below investment grade. Non-investment grade securities require high yields (that is
high dividend rates) to be successfully marketed and/or attract limited investor interest
because of the ineligibility for inclusion in investment portfolios.

On or after April 1, 2009, NSPI Preferred Series “C” shares are convertible into common
equity of Emera at the option of the holder or can be redeemed at the option of NSPI. In
either circumstance, NSPI will have a re-financing requirement. With a non-investment
grade rating on preferred shares, this form of financing may be prohibitive from a cost

and/or marketability perspective.

Without the option for preferred share issuance, the Company will be required to increase
its common equity component in order to sustain its DBRS credit metrics. This
represents another longer-term implication of the ratings downgrade that puts upward

pressure on customer rates.

“% The other rating agencies (S&P and Moody’s) treat the preferred shares as debt equivalents.
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Common Equity

In the 2002 Rate Decision** the Board set rates using 35 percent common equity and said:

The Board would indicate that it has no objection to NSPI increasing its
actual equity ratio in the future to 40 percent. However, at any future rate
hearing, the Board will determine what equity ratio is appropriate for
ratemaking purpose.

In the 2005 Rate Decision*” the Board approved an increase in NSPI’s common equity to
37.5 percent for rate-making purposes, which was upheld in the 2006 Rate Decision. The
Board said:

The Board has considered the evidence concerning this matter and
approves the proposed increase in the common equity ratio for ratemaking
purposes from 35 percent to 37.5 percent. The Board is satisfied that the
strengthening of the balance sheet in this way is desirable in the current
economic climate. The Board notes that the majority of intervenors
appear to be in favour of the proposed increase in the common equity
thickness.

The last time NSPI obtained common equity from the markets was late in 2002,
following the 2002 Rate Decision. At that time, Emera issued common equity and
injected one-half of the proceeds into NSPI to strengthen its balance sheet. Emera did
this to maintain NSPI’s credit rating, which was under negative credit watch by DBRS.*®
Since that time, NSPI has maintained regulated common equity of at least 37.5 percent.
However, adding more common equity now to NSPI’s balance sheet, without the ability
to earn an adequate return on the equity, will not improve NSPI’s credit rating position

and would weaken its attractiveness for equity investors.

*1 NSPI 2002 Rate Case, UARB Decision, NSUARB — NSPI — P-875, October 23, 2002, paragraph 156.

2 NSPI 2005 Rate Case, UARB Decision, NSUARB — NSPI — P-881, March 31, 2005, paragraph 166.

** DBRS Press Release: Nova Scotia Power Inc. “Under Review with Negative Implications”, October 30, 2002.
2007 Rate Case, NSPI Direct Evidence, Appendix D, Attachment 5.
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The Company is not proposing an adjustment to its common equity of 37.5 percent for
establishing rates. However, given the uncertainty in the credit markets, NSPI requests
that it be provided an opportunity to maintain an actual common equity of between 35
percent and 45 percent to provide financing flexibility as may be required. The Company

will continue to report its regulated return on equity based on its actual common equity.

Maintain Financial Strength

Without the revenues requested in this Application, NSPI’s weak financial position will
persist. NSPI can expect to face difficulty in accessing reasonably priced capital in the
financial markets and would expect increased fuel costs as suppliers build in premiums
for additional credit risk. This inability to access affordable capital is not in stakeholders’
interests, including those of the Company’s customers and the Company itself. Without
access to capital and fuel commodities, NSPI could not effectively operate, and

customers, investors and the Company would be negatively affected.

The long-term interests of customers and investors are best served by a utility that is
financially strong. This occurs if the Company recovers prudently incurred costs on a

timely basis and has the opportunity to earn fair and reasonable returns.
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7.5

7.5.1

Testimony of Kathleen McShane

Introduction and Conclusion

Introduction

My name is Kathleen C. McShane and my business address is 4550 Montgomery
Avenue, Suite 350N, Bethesda, Maryland 20814. | am President of Foster Associates,
Inc., an economic consulting firm. 1 hold a Masters in Business Administration with a
concentration in Finance from the University of Florida (1980) and the Chartered

Financial Analyst designation (1989).

I have testified on issues related to cost of capital and various ratemaking issues on behalf
of electric utilities, local gas distribution utilities, gas and oil pipelines, and telephone
companies, in more than 190 proceedings in Canada and the U.S. My professional

experience is provided in Appendix F.

I have been requested by Nova Scotia Power Inc. (NSPI) to provide an expert opinion on
the reasonableness of its requested return on equity (ROE) of 9.35 percent on a 37.5
percent common equity ratio for the 2009 test year. The ROE of 9.35 percent (mid-point
of a range of 9.1 percent to 9.6 percent) is a component of the framework agreement for
the establishment of a fuel adjustment mechanism (FAM) that was signed by various
stakeholders and represents a reduction of 0.20 percent from the previously allowed ROE
of 9.55 percent. On December 10, 2007, the Nova Scotia Utility and Review Board
(UARB) conditionally approved the establishment of the FAM as proposed, effective
January 1, 2009. My assessment of the reasonableness of the proposed ROE assumes
that the FAM as proposed will be adopted for the 2009 test year.
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Conclusions

In my opinion, the proposed ROE of 9.35 percent for test year 2009 is relatively low for
the following reasons:
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NSPI’s proposed ROE of 9.35 percent compares to an average allowed
ROE of approximately 8.8 percent for other Canadian utilities. The
Company’s higher business risk relative to the average Canadian utility is
not offset by lower financial risk (i.e., a higher common equity ratio) and
thus requires an incremental equity risk premium. The differential
between NSPI’s proposed 9.35 percent ROE and the 8.8 percent average
allowed ROE is at the lower end of the range of reasonableness to account

for NSPI’s higher business risk.

The ROEs allowed to other Canadian utilities are too low relative to the
returns available to investments of similar risk. At least in part, this can be
attributed to the operation of automatic adjustment formulas that have
overestimated the sensitivity of the cost of equity to changes in the risk-
free rate. Both the allowed ROEs of U.S. utilities, as well as the observed
relationship between allowed ROEs and long-term U.S. Government bond
yields, support an allowed ROE for NSPI of no less than 10.25 percent to
10.5 percent. An explicit recognition of NSPI’s higher financial risk

would support an ROE of at least 11.25 percent.

NSPI’s proposed 9.35 percent ROE is significantly lower than returns
available to comparable risk-integrated electric utilities operating with fuel
cost recovery mechanisms. NSPI’s proposed 9.35 percent ROE is

significantly lower than:
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. The 11.0 percent ROE which has been earned and is expected to be
earned by comparable risk integrated electric utilities;

. The 10.7 percent ROE allowed for these utilities over the past three

years;

. The 10.7 percent Discounted Cash Flow (DCF) cost of equity
estimated for these utilities.

Since NSPI’s common equity ratio is only 37.5 percent compared to approximately 45.0
percent for the sample of comparable risk-integrated electric utilities, the 10.7-11.0
percent ROE understates the ROE that would be required to compensate for NSPI’s
relatively higher financial risk.

7.5.2 The Fair Return Standard

NSPI’s proposed ROE of 9.35 percent needs to be assessed within the context of the
standards of a fair return. The standards for a fair return arise from legal precedents,**
which are echoed in numerous regulatory decisions across North America. A fair return

gives a regulated utility the opportunity to:

o earn a return on investment commensurate with that of comparable risk
enterprises;
o maintain its financial integrity;

o attract capital on reasonable terms and conditions.

* The principal court cases in Canada and the U.S. establishing the standards include Northwestern Utilities Ltd. v.
Edmonton (City), [1929] S.C.R. 186; Bluefield Water Works & Improvement Co. v. Public Service Commission of
West Virginia,(262 U.S. 679, 692 (1923)); and, Federal Power Commission v. Hope Natural Gas Company (320
U.S. 591 (1944)).
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A fair return on the equity capital provided by investors not only compensates the
investors who have put up, and continue to commit, the funds necessary to deliver
service, but benefits all stakeholders, including ratepayers. Fair compensation on the
equity capital committed to the utility provides the financial means to pursue
technological innovations and build the infrastructure required to support long-term
growth in the underlying economy. A fair return for utilities, to use the words of the
Ontario Energy Board, is one that “not only enables them to attract capital on reasonable

terms but is comparable to the return granted other utilities with a similar risk profile”.*

In assessing NSPI’s proposed ROE of 9.35 percent, it is important to recognize that the
ability to attract equity capital on reasonable terms and conditions is a separate standard
from the comparable returns standard. Nevertheless, the ability to attract equity capital
on reasonable terms and conditions over the long-term is inextricably tied to the
opportunity to earn a return equal to that achievable on investments of similar risk, i.e.,

that is fair and reasonable to the equity investor.

Given that the proposed ROE is a component of the framework for the FAM agreed to by
various stakeholders, | have not derived a fair return on equity for NSPI from first
principles. That is, rather than a detailed application of each of the various traditional
cost of equity tests, | have assessed the reasonableness of the proposed ROE by reference
to:

. An analysis of the allowed returns of NPSI’s regulated Canadian peers;

. An assessment of the risk of NSPI relative to its Canadian peers;

. The capital market assessments of those returns;

o The returns available to the U.S. peers of Canadian utilities generally and

of NSPI specifically.

45

Ontario Energy Board, In The Matter of an Application By Toronto Hydro-Electric System Limited For

Electricity Distribution Rates 2006 (EB-2005-0421), April 12, 2006, pages 32-33.
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7.5.3 Returns of Regulated Canadian Companies

The point of departure for my assessment of the reasonableness of NSPI’s proposed ROE
was the return on equity allowed for other regulated utilities in Canada. Schedule 1 in
Appendix H details the most recent allowed ROEs of Canadian utilities whose debt is
rated by one or more of the debt rating agencies (DBRS, Moody’s and Standard and
Poor’s). The majority of these utilities’ allowed ROEs are reset each year using an
automatic adjustment formula that adjusts the ROEs based on changes in the forecast
long-term Government of Canada (GOC) bond yield.*® For 2008, the average allowed
ROE for the other Canadian utility was approximately 8.8 percent; the average forecast
long-term GOC bond yield underpinning the allowed ROEs was 4.5 percent. In the

absence of changes to the formulas,*’ the 2009 allowed ROEs are likely to be similar.*®

The recent allowed ROEs for other Canadian utilities understate a reasonable ROE for

NSPI for two reasons:

1. NSPI faces higher than average risk. Consequently, assuming that the
average of the allowed ROEs summarized on Schedule 1 in Appendix H
represents a fair and reasonable return for those utilities, NSPI’s required

return on equity would be higher than the average.

*® ROE Adjusted = ROE Base + Adjustment Factor x (Bond Yield Current — Bond Yield Base)
" In Alberta, a proceeding has been initiated to determine if the Alberta Utilities Commission’s (formerly the

Alberta Energy and Utilities Board) automatic adjustment formula currently fails to yield a fair return. The National
Energy Board’s multi-pipeline ROE formula is also the subject of review in a TransQuébec and Maritimes Pipeline

tolls proceeding.
“8 Except for Newfoundland and Labrador, all of the formulas utilize the Consensus Economics, Consensus

Forecasts to develop a long-term GOC bond yield. The forecast provides the consensus (survey) view of 10-year
GOC bond yields three and twelve months forward. The long-term forecast is derived by adding a recent spread

between 10-year and long-term GOC bond yields to the average of the three and twelve month forward 10-year
forecasts. The most recent forecast (February 2008) anticipates a 10-year yield of 4.1% in February 2009. The

recent spread between 10-year and 30-year GOC bond yields (late February 2008) is 35 basis points, for a 30-year

bond yield in February 2009 of 4.45%. A review of more detailed forecasts by some of the participants in the
survey indicates a rising trend in interest rates throughout the year.
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2. The allowed return on equity for other Canadian utilities, largely derived
mechanistically from a formula tied to changes in the long-term GOC
bond vyield, lies below a level that is fair and reasonable for utilities of
their risk profile.

With respect to NSPI’s risk relative to its Canadian peers, it is important to recognize that
the allowed ROE compensates the investor for both business and financial risks.
Business risk comprises the operating elements of the business that together determine
the probability that future returns to investors will fall short of their expected and
required returns. Financial risks are a function of capital structure, which, in turn,
determines the potential variability of returns to equity shareholders. The lower is the
common equity ratio of a utility the larger is the potential impact of deviations from

expected revenues and/or expenses on the actual return to common equity.

Even with the FAM (as proposed) in place, as an integrated utility with over 50 percent
of its rate base invested in generation assets, NSPI faces higher business risks than the
typical Canadian utility. With the exception of FortisBC, all of the regulated Canadian
companies listed on Schedule 1 in Appendix H are largely “wires” or “pipes” utilities
(distribution and transmission), which inherently face less business risk than an integrated
electric utility (i.e., with generation). Generation operations are exposed to higher
operating and capital recovery risks than a “wires only” or “pipes only” business. Of the
major capital intensive utility functions, generation is the one that is not necessarily a
natural monopoly; the electric “wires” and gas distribution “pipes” are unlikely to ever be
duplicated. Integrated utilities retain the obligation to ensure adequate generation
capacity; “wires” utilities do not have that obligation nor do they have the same level of
cost recovery risks as generation (fuel cost disallowances, operating risk or stranded

costs).
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While generation is riskier than transmission or distribution, within the generation
function, there are different levels of business risk associated with different types of
generation. The generation assets of FortisBC, the only other Canadian investor-owned
truly integrated electric utility,*® are relatively low risk hydro-electric plants. In contrast,
NSPI’s generation assets are concentrated in higher risk coal/petroleum coke facilities.

The higher risk of NSPI’s generation facilities arises from:

1. Risks related to the availability and costs of fuel and replacement costs of
power if the plants are not operating. Hydroelectric generation facilities
do not incur fuel costs. Even with the FAM as proposed, NSPI is exposed
through the FAM’s incentive mechanism to the risk of under-recovering
its actual fuel costs and to the risk of cost disallowance.

2. The lower probability that FortisBC’s low cost hydroelectric facilities will
be replaced by alternative generating sources, which results in lower long-
term competitive and stranded cost risk for FortisBC than for NSPI.

3. The higher environmental risk (e.g., costs of environmental compliance)
associated with NSPI’s coal/petroleum coke facilities as compared to

FortisBC’s hydroelectric plants.

While NSPI faces higher business risk than the typical Canadian utility, its common
equity ratio of 37.5 percent is virtually identical to the average common equity ratio
adopted for ratemaking purposes for the Canadian “wires” and “pipes” utilities and is
lower than the equity ratios adopted for other Canadian electric utilities with some
generation assets (FortisBC, 40 percent plus an equity risk premium of 0.40 percent

above the BCUC’s low risk benchmark utility return, Maritime Electric, 42.7 percent, and

*° Maritime Electric and Newfoundland Power have some generation assets.
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Newfoundland Power, 45 percent).”® The common equity ratio that would fully
compensate for NSPI’s higher business risks relative to those adopted for the regulated
Canadian “wires” and “pipes” utilities, assuming the adoption of the FAM as proposed,
would be no less than 45 percent. A common equity ratio of 45 percent would be close to
the 2006 median of 46.5 percent> maintained by a sample of publicly-traded integrated
U.S. electric utilities, all of which operate primarily in states that have not restructured
their electric utility operations, whose major electric utility subsidiaries operate with fuel
cost recovery mechanisms, and whose debt is investment grade. Section IV below

provides further description of the sample.

The incremental risk premium that is required to compensate for the difference between
the financial risk inherent in NSPI’s 37.5 percent common equity ratio and the 45 percent
common equity ratio that would effectively offset its higher business risks is in the range
of approximately 0.50 percent to 1.0 percent. Appendix G of this Evidence discusses in
detail the development of the incremental equity risk premium for NSPI. Assuming that
the 2008 average allowed ROE of approximately 8.8 percent for other regulated
Canadian companies is fair and reasonable, the indicated ROE for NSPI would be in the
range of 9.3 percent to 9.8 percent (mid-point of 9.5 percent), compared to the 9.35

percent proposed.

The estimate of the 9.3-9.8 percent range presumes that the average allowed ROE of
approximately 8.8 percent for other Canadian utilities represents a fair and reasonable
return. The average allowed ROE of 8.8 percent largely reflects the results of automatic
adjustment formulas that have been adopted by all but two (Nova Scotia and Prince
Edward Island) of the regulatory jurisdictions represented in Schedule 1 in Appendix H.
The formula-derived ROEs are calculated from a base or starting-point ROE which was

determined largely from the results of a single test, the Capital Asset Pricing Model

*® The allowed 2008 ROEs for these three utilities are, respectively, 9.02 percent, 8.95 percent and 10.0 percent.
*! See Schedule 4 in Appendix H.
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(CAPM) which in turn is dependent on the yield on long-term GOC bonds.>> The
subsequent ROEs are calculated using a formula that changes the allowed ROE by 75-80
percent of the change in the forecast long-term GOC bond yield without regard to
changes in equity market return requirements. The formulas all produce results, due to
their similar points of departure and methods of adjustment that move in lockstep within
a very narrow range.”® There is significant evidence that the ROEs produced by the

automatic adjustment mechanisms are too low.
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First, the long-term GOC bond yield utilized in the automatic adjustment mechanisms has
declined over the period during which the formulas have been operational for reasons that
are more related to the impact of monetary and fiscal policy than to investor return
requirements. The formulas were initially adopted in 1994/1995 just as Canada’s
government finances were beginning to undergo a major transformation. Starting in
1997, the Canadian federal government has run budget surpluses in each year. The
resulting decline in federal borrowing requirements, in conjunction with the
government’s decision in 2003 to lower the fixed rate share of the debt, has reduced the
amount of outstanding long-term bonds. Over the past ten years, while the automatic
adjustment formulas have been operating, net annual bond issuance (terms of 2-30 years)
has fallen by 60 percent, from a peak of $56 billion in 1996-1997 to $23.5 billion in
2006-2007.>* The reduction in supply of government-issued long-term bonds has put
downward pressure on yields as demand for increasingly scarce long-term government
debt securities has increased. Institutional investors continue to require long-term low

risk assets, driven by their need to match the duration of their investments to their

52 CAPM ROE = Risk-Free Rate + Beta X Market Risk Premium, where the proxy for the Risk-Free Rate is the
long-term GOC bond yield.

%% In its March 2006 decision, In the Matter of Terasen Gas Inc. and Terasen Gas (Vancouver Island) Inc.:
Application to Determine the Appropriate Return on Equity and Capital Structure and to Review and Revise the
Automatic Adjustment Mechanism, the BCUC commented as follows: “the Commission Panel’s view is that it holds
generic hearings into a fair return on such an infrequent basis, that there is little danger of circularity should it
consider the returns allowed in other jurisdictions to ensure that the return it allows for 2006 is in line with
returns allowed to benchmark low risk utilities in other jurisdictions” (emphasis added).

> Government of Canada, Department of Finance, Debt Management Strategy 2007-2008, December 2007.
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liabilities. The resulting reduction in yields on long-term government bonds produces a
corresponding decrease in the formula-driven allowed ROEs without regard to the impact

(or lack thereof) on equity investor return requirements.

Second, during times of turbulent capital markets, such as the current sub-prime market
crisis, investors flee to the safety of government bonds, driving up the demand for risk-
free government securities and driving down their yields. The result is a reduction in the
formula-driven allowed ROEs, with minimal recognition through the automatic

adjustment formulas’ “sliding scale” of the corresponding increase in required risk

premiums.

The increase in risk premiums due to the sub-prime mortgage crisis can be observed in
the rising spreads between yields on long-term utility and long-term government bonds.
To illustrate, when NSPI’s previously allowed ROE of 9.55 percent was adopted by the
Board in March 2006, the long-term GOC bond yield was approximately 4.2 percent and
the indicated spread above the long-term Canada bond yield for a new NSPI 30-year
bond was approximately 1.3 percent. In early March 2008, long-term GOC bond yields
are within 0.1 percent of their March 2006 level, but the indicated spread for a new NSPI
30-year bond issue is close to 2.0 percent. The increase in spreads on new long-term debt

for other Canadian utilities has been of a similar magnitude.

As the yields on utility and GOC debt have diverged (i.e., the spreads have widened), the
difference between the formula-derived ROEs and the cost of new utility debt has
declined. Thus, for a potential investor faced with a choice between a utility’s debt and
equity securities, the equity has become relatively less attractive. To illustrate, the
allowed ROE of the utilities governed by the Alberta Energy and Utilities Board’s (EUB)
automatic adjustment formula was set at 8.51 percent for 2007, based on a long-term
GOC bond vyield of 4.22 percent, similar to current yields, for an equity risk premium
over long-term GOC bond yields of 4.3 percent. At the time the 2007 allowed ROE was
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calculated by the EUB, the spread between the yields on the benchmark long-term GOC
bond and a mid-A rated long-term utility bond (e.g., CU Inc. or Enbridge Gas
Distribution Inc.) was approximately 0.95 percent, for an effective premium above the
utility’s cost of long-term debt of 3.35 percent. In early March 2008, the spread above
long-term GOC bond yields for a mid-A rated utility bond had risen to 1.5 percent. With
similar GOC bond yields in March 2006 and March 2008, the application of the formulas
would produce virtually identical ROEs. However, the increase in the utility debt spread
from 0.95 percent to 1.5 percent would reduce the effective premium above the utility

cost of new long-term debt by over 0.50 percent.

Third, the formula-derived returns on equity are well below those allowed similar risk
utilities in North America that are not governed by automatic adjustment mechanisms.
As global capital markets generally, and Canadian and U.S. markets specifically, have
become increasingly integrated,> the disparity between the allowed returns of Canadian
and U.S. utilities cannot be ignored. This disparity has existed since approximately 1997,
after the ROE formulas tied to long-term GOC bond yields started to proliferate and
Canadian and U.S. government bond yields converged (See Schedule 1, page 4 in
Appendix H). Prior to 1997, the allowed ROEs in Canada were higher than in the U.S.,
but between 1997 and 2007, despite reasonably similar long-term Government yields, the
average ROE adopted by state regulators in the U.S. for electric and gas utilities has been,
on average, approximately 130 basis points higher than the ROEs adopted for Canadian

utilities.>®

> Two remaining barriers in Canada to capital market integration were removed with (1) the repeal of the Foreign
Property Rule (FPR) in August 2005, which eliminated caps on foreign investment by pension funds and in RRSPs,
effectively releasing investment that was previously captive to domestic markets, and (2) the amendment to the
Canada-U.S. Income Tax Convention, which eliminated the withholding tax on dividends, effective January 2008.
% Among the first references to this disparity was in a December 2001 CIBC World Markets Report entitled
Pipelines and Utilities: Time to Lighten Up, which stated that the use of formulaic returns has resulted in Canadian
allowed returns that are “out of sync with the cost of capital, and returns that are being achieved with comparable
non-regulated companies or regulated returns that are achievable in the U.S.”
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2. The $6.2 million shortfall is eliminated by increasing revenue from the
class with the lowest revenue to cost ratio. The revenue of ELI 2P-RTP
class was increased to bring its R/C ratio up to 95 percent. As Figure 11.4
shows, this increase is not sufficient to fully eliminate the revenue

shortfall. There is revenue deficiency remaining of $0.1 million.
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Figure 11.4
% Proposed
R/C Revenue Revenue
Ratio Increase $M

ABOVE-THE-LINE CLASSES
Residential 99.0% 12.1% $556.2
Commercial )

Small General 102.5% 12.1% $34.4

General 105.0% 9.6% $277.1

Large General 98.9% 12.1% $39.0

Total Commercial 104.0% 10.1% $350.5
Industrial

Small Industrial 102.2% 12.1% $26.7

Medium Industrial 101.0% 12.1% $54.5

Large Industrial 97.5% 12.1% $72.8

ELI 2P-RTP 95.0% 17.2% $139.6

Total Industrial 97.3% 14.4% $293.6
Other

Municipal 100.1% 12.1% $18.0

Unmetered 100.0% 6.4% $25.5

Total Other 100.0% 8.7% $43.6
Total Above-the-line classes 100.0°/<; 11.9% 1,243.9
Below-the-line 5.9% $22.4:
Exports ) 0.0% $4.6
Miscellaneous ) 3.6% $14.8
Total Revenue } 11.7% 1,285.7
Revenue Requirement 0.0% 1 285.é
Revenue Shortfall -$0.1

DATE FILED: May 27, 2008 Page 206 of 218



NSPI 2009 General Rate Application DE-03 - DE-04

3. As figure 11.5 shows, bringing the R/C ratio of ELI 2P-RTP to 95.1

eliminates revenue shortfall.

Figure 11.5
% Proposed
R/C Revenue Revenue
Ratio Increase $M

ABOVE-THE-LINE CLASSES
Residential 99.0% 12.1% $556.2
Commercial B

Small General 102.5% 12.1% $34.4

General 105.0% 9.6% $277.1

Large General 98.9% 12.1% $39.0

Total Commercial 104.0% 10.1% $350.5
Industrial

Small Industrial 102.2% 12.1% $26.7

Medium Industrial 101.0% 12.1% $54.5

Large Industrial 97.5% 12.1% $72.8

ELI 2P-RTP 95.1% 17.3% $139.8

Total Industrial 97.4% 14.5% $293.8
Other

Municipal 100.1% 12.1% $18.0

Unmetered 100.0% 6.4% $25.5

Total Other 100.0% 8.7% $43.6
Total Above-the-line classes 1_0_0_0% 11.9% 1,244.1
Below-the-line 5.9% $22 4
Exports ) 0.0% $4.6
Miscellaneous ) 3.6% $14.8
Total Revenue ) 11.7% $1,285.8
Revenue Requirement 0.0% 1 285.é
Revenue Shortfall @
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11.3.2 Rate Design

Electric rates generally comprise:

. Demand charges ($/kVA or kW)
o Energy charges (cents/kWh)

. Customer charges ($/month)

From a pure rate design perspective, demand charges are generally intended to recover
the demand-related costs of providing electric service. The energy charge is intended to
recover the energy-related costs and the customer charge is intended to recover the costs

associated with customer-related costs.

NSPI is not, at this time, proposing to adjust customer charges (in those classes that
actually employ such charges),” transformer ownership credits, or the credit provided for
interruptibility. NSPI proposes to increase the energy and demand charges for each class
by the same percentage® after accounting for the revenue from other rate components

which remain unchanged.

® Due to historical revisions to the rates resulting from various regulatory proceedings, NSPI’s rate components are
not currently set purely in this fashion; i.e., the rate components do not necessarily accurately reflect the demand,
energy and customer cost components as defined by the COSS.

% j e. Residential, Residential Time-of-Day (TOD), Small General, and ELI 2P-RTP classes

°1 The Domestic Service TOD Rate is an exception. In the Board’s 1996 Rate Case Decision the shoulder energy
charge of the TOD class was set the same as the energy charge of the Domestic Rate, and the off-peak energy charge
was set at half of the standard Domestic Rate. The on-peak charge was originally set at twice the standard Domestic
Rate, but was subsequently reduced to encourage subscription to the rate. If customer charges are not increased, the
required revenue increase from the domestic classes must come from an increase to energy charges. NSPI proposes
no increase to the TOD on-peak charge, a shoulder rate equivalent to the standard residential energy rate, and a
slightly higher increase to the off-peak charge. This is consistent with UARB concerns regarding energy rates and
short run marginal costs.
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Figure 11.6 shows the current and proposed rates by rate component for ATL classes.
NSPI is proposing that the Board approve rates using three, rather than two decimal

places of precision.

Manitoba Hydro, EPCOR and Newfoundland and Labrador Hydro currently set rates
based on three decimal places. In the past, only NSPI’s ELI 2P-RTP, 1P-RTP,
Generation Replacement and Domestic Service Time-of-Day (TOD) rates (shoulder rate)
have been set using three decimal places. NSPI proposes that this level of precision be
used consistently across all classes. This level of precision will provide rates that will
more accurately reflect revenue collected minimizing any possible over or under-

recovery of the revenues required.
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Figure 11.6

PROPOSED INCREASES BY RATE COMPONENT

RESIDENTIAL TARIFFS

%

Domestic Service Rate units Current Rate  Proposed Rate  change
Customer Charge $/mo 10.830 10.830  0.0%
Energy Charge ¢/kWh 10.670 12.119 13.6%
Domestic Service TOD Rate
Customer Charge $/mo 18.820 18.820 0.0%
December, January & Feb: energy charge

on-peak ¢/kWh 15.320 15.320 0.0%

shoulder ¢/kWh 10.670 12.119 13.6%

off-peak  ¢/kWh 5.335 6.227 16.7%
Other months: energy charge

on-peak ¢/kWh 10.670 12.119 13.6%

off-peak  ¢/kWh 5.335 6.227 16.7%

COMMERCIAL TARIFFS

%
Small General Rate units Current Rate  Proposed Rate  change
Customer Charge $/mo 12.650 12.650 0.0%
Energy Charge, block 1 (first 200 kWhs) ¢/kWh 11.810 13427 13.7%
Energy Charge, block 2 ¢/kWh 10.390 11.812 13.7%
General Rate
Demand Charge $/kW 8.260 9.053  9.6%
Energy Charge, block 1 (first 200 kWhs *
demand) ¢/kWh 8.780 9.623 9.6%
Energy Charge, block 2 ¢/kWh 6.200 6.795 9.6%
Transformer Ownership Credit ¢/kVA (32.000) (32.000) 0.0%
Large General Rate
Demand Charge (Ratcheted) $/kVA 10.060 11.269 12.0%
Energy Charge ¢/kWh 5.980 6.699 12.0%
Transformer Ownership Credit ¢/kVA (32.000) (32.000) 0.0%
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INDUSTRIAL TARIFFS
Current Proposed

Small Industrial Rate units Rate Rate % change
Demand Charge $/kVA 5.890 6.601 12.1%
Energy Charge, block 1 (first 200 kWhs *

demand) ¢/KWh 7.670 8.596 12.1%
Energy Charge, block 2 ¢/kWh 5.850 6.556 12.1%
Transformer Ownership Credit ¢/kVA (32.000) (32.000) 0.0%
Medium Industrial Rate

Demand Charge $/KVA 9.480 10.624 12.1%
Energy Charge ¢/kWh 5.460 6.119 12.1%
Transformer Ownership Credit ¢/KVA (32.000) (32.000) 0.0%
Large Industrial Rate

Demand Charge (Ratcheted) $/KVA 9.110 10.109 11.0%
Energy Charge ¢/kWh 5.470 6.070 11.0%
Transformer Ownership Credit ¢/KVA (32.000) (32.000) 0.0%
Interruptible Credit $/kVA (3.430) (3.430) 0.0%
Extra Large Industrial Rate

Customer Charge $/mo  20,700.000 20,700.000 0.0%
Demand Charge (Ratcheted) $/kVA - - NA
Energy Charge ¢/kWh 5.655 6.638 17.4%
Interruptible Credit $/kVA - - NA

MUNICIPAL TARIFFS
Current Proposed

Municipal Rate units Rate Rate % change
Demand Charge (Ratcheted) $/KVA 9.380 10.508 12.0%
Energy Charge ¢/kWh 5.630 6.307 12.0%
Transformer Ownership Credit $/kVA (32.000) (32.000) 0.0%
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Residential Rate Classes Revenue Forecasts

NSPI has two residential customer categories, the Domestic Class and the Domestic Time
of Day (TOD) Class. The Domestic Class represents over 99 percent of all residential
customers. The Domestic Time of Day Class accounts for the remaining 1 percent of
residential customers and is designed for customers who use electrical thermal storage
(ETS) or other approved off-peak operational systems for space heating. Both classes
employ customer and energy charges. The Domestic Class charges are constant
throughout the year whereas the energy charges of the Domestic Time of Day Class vary

by season and time of day.

The revenue forecast for this class is calculated by multiplying the proposed rate
components from Figure 11.6 by the relevant billing determinants forecast for each
month of the year. The customer charge is applied to the anticipated total number of
customers in each month. The energy charges are applied to total kWh consumption
broken down by appropriate time periods in each month for the Domestic Time of Day
class.

Commercial Rate Classes Revenue Forecasts

Commercial revenues are collected from three rate classes: Small General, General and
Large General. The Small General rate has a customer charge and a two-block energy
charge. The General rate has a two-block energy charge and a demand charge but no
customer charge. The Large General rate consists of a single energy charge and a single
demand charge.

The revenue forecast for the Small General and General classes is calculated by
multiplying the proposed rate components from Figure 11.6 by the relevant billing
determinants of each class. The Small General revenues are determined by applying the
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customer charge to an anticipated total number of customers in each month and adding to
this the products of energy charges and kwWh consumption falling into each of the two

energy blocks.

The General class revenues are determined in a similar way (except that there is no
customer charge) and a demand charge is applied to the sum of the non-coincident

demands, as measured in kilowatts (kW), projected for each month.

Large General class revenue is forecast at the individual customer level. Each customer’s
forecast energy and peak demand for the month is used with the applicable rate and
discount for transformer ownership, if applicable. The demand is metered in kilovolt
amperes (KVA) to capture any reactive power effects that may be present in large
commercial consumption. The monthly demand charge is based upon a ratcheted
demand, that is, the highest demand level from the previous December, January, February

or the current month.

Industrial Rate Classes Revenue Forecasts

Revenues from industrial customers are developed under both ATL and BTL rate classes.
The BTL classes have been discussed in a separate section. Revenues for BTL classes
are a function of approved pricing methodologies rather than the COSS.

There are three industrial rate classes that fall into the ATL category:

. Small Industrial Class
. Medium Industrial Class
. Large Industrial Class with an interruptible rider option
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The Extra Large Industrial Two Part Real Time Price (ELI 2P-RTP) Class is a BTL class,

but uses the COSS to determine its cost of service.

Revenue requirements for all but the ELI 2P-RTP class are developed by employing
energy and demand components, without a specific customer charge. Due to its
administrative complexity the ELI 2P-RTP includes a customer charge. Demand is

metered in k\VVA to capture reactive power effects often present in industrial consumption.

The Small Industrial rate structure is the same as that of the commercial General class
with the exception of the unit of measurement of non-coincident demands (KVA rather
than kw).

The Medium and Large Industrial rates have single energy and demand charges. An
Interruptible Rider, offered under the Large Industrial class, is provided through a
demand credit (applied per kVA of billed demand). This credit is a reduction in the
customer’s demand charge provided in exchange for the customer providing NSPI
interruptible load.

The ELI 2P-RTP is an interruptible rate. There is no demand charge under this rate. The
interruptible credit is passed to customers through a reduced energy charge.

The revenue forecasts for the Small and Medium Industrial Classes are calculated by
multiplying the proposed rate components from Figure 11.6 by the relevant billing
determinants of each class. The energy charges are applied to the monthly energy in each
block. Demand charges are multiplied by the sum of the non-coincident kVA demands

projected for each month.

Large Industrial and ELI 2P-RTP revenues are forecast at the individual customer level.
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Municipal Class

The Municipal Class revenue is forecast based on multiplying the proposed rate
components from Figure 11.6 by the determinants forecast for each individual municipal

utility.

Unmetered

Unmetered class revenue is made up of revenue from a variety of lighting types including
street lights and miscellaneous small loads. Street light rates comprise capital,
maintenance and “power and energy” components. The 2009 capital and maintenance
components have been determined using costs updated in 2008. The “power and energy”
component of unmetered rates have been set to reconcile the class revenue to a 100

percent R/C ratio.

Miscellaneous Revenue

Miscellaneous Revenue is derived from items not directly tied to the consumption of
electricity, but from various customer service fees that apply to individual customers as
required, rather than to all customers in general. Miscellaneous revenue is forecast using
the forecast demand for the various services and the fees approved for each type of
service. Details on the various fees and services are provided in Section 12.0

(Miscellaneous Charges) and in OR-02.
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12.0

MISCELLANEOUS CHARGES

NSPI provides a variety of services to customers. Charges for these services are set out
in Section 7 (Schedule of Charges) of the Board approved Regulations.”> The Company
reviews these charges in light of changes in service delivery, cost structures and

technological advances.

NSPI is requesting the application of the average general rate of increase for Above-the-
Line rates to Miscellaneous Charges. This is the approach that was approved in the 2006

Rate Case.*®

As shown in PR-02, the application of the average general rate of increase for Above-the-
Line rates to Miscellaneous Charges brings the rates closer to the costs of providing the

service.

There are four charges where the application of the average general rate of increase for
Above-the-Line rates exceeded the cost to deliver the service. These rates were held at
the actual cost and have been highlighted in PR-02.%*

The aggregate effect of the proposed changes is to increase the miscellaneous revenue by
approximately $0.5 million.

http://www.nspower.ca/documents/definitions/External%20Web%20NSP1%20Regulations%20April%201%20200

7.pdf

% NSPI 2006 Rate Case, UARB Decision, NSUARB — NSPI — P-882, March 10, 2006, paragraph 610.
* In response to stakeholder input, two charges (‘Collection charge’ and ‘Registered letter’) are proposed to be
removed as miscellaneous charges for the 2009 filing.
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13.0 AFINAL WORD

Through this proceeding, the UARB will determine the increase in NSPI’s revenue

requirement for the 2009 test year that will be recovered in rates.

Volatile fuel prices and increasing fuel costs are a worldwide reality — a reality witnessed
first-hand by Nova Scotians at the fuel pumps, and on their home heating bills. The FAM
will help ensure that customers pay no more and no less than the actual costs of the fuel
required to generate electricity. Further, proposed investment in Demand Side
Management can help customers manage their electricity usage and lower their overall

energy costs.

Providing a reliable electricity system requires thoughtful investment, and the timely
recovery of all prudent costs to serve customers. Investment in vegetation management
and improvements in customer service will enhance service to customers in the short and

long term.

As a cost of service regulated utility with an obligation to serve, NSPI has a right both to
recover its expenses, and the opportunity to earn a fair return on its investment. NSPI
seeks the recovery of costs to provide service to customers, including increased fuel
expenses, expenses previously approved by the Board, human resource costs (including

succession planning) and energy efficiency and conservation investment.

A constructive approach from NSPI and stakeholders, and management of the process by

the Board, will achieve a result that will serve all Nova Scotians.
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By this Application and the evidence contained herein, NSPI seeks an Order, effective

January 1, 2009, approving:

a)

b)

d)

The 2009 revenue requirement as set out in the Application so as to enable
the Company to recover the reasonable costs of providing service to
customers and to meet its financial obligations including provision for a

just and reasonable return;

The rates, charges and regulations as filed in this Application;

The Fuel Adjustment Mechanism to be effective January 1, 2009;
Adjustments to the rates, charges or regulations as necessary to reflect
decisions and directives in NSPI related proceedings, or as may be

determined by the UARB in this Application;

The return on common equity and return on rate base as set out in the

Application.

All of which is respectfully submitted.
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