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BRITISH COLUMBIA UTILITIES COMMISSION 

COMMISSION INFORMATION REQUEST NO. 1 
 

to Pacific Northern Gas Ltd. and  
Pacific Northern Gas (N.E.) Ltd. 

 

Generic Cost of Capital Proceeding 
 

1.0 Reference: Overview of PNG  
Exhibit A2-23 Summary of Third Parties Reports on PNG  
Business and Financial Profile of PNG 

Exhibit A2-23 contains a summary table of the financial and business descriptions of PNG from the 2010 
Annual Report (Appendix 1 of Exhibit B3-7), Bond Ratings Report (Appendix 2 of Exhibit B3-7), Bond 
Ratings Report for AltaGas parent (Appendix 3 of Exhibit B3-7), Investment Analyst Reports (Appendix 4 
of Exhibit B3-7). 

1.1 Does PNG agree that the summary in Appendix A2-23 reflects the highlights of the latest 
descriptions of PNG, and where appropriate, its parent company AltaGas? Does PNG agree that 
the following issues represent the main considerations in a review of its business?  If not, please 
explain why not and identify any additional issues. 

1.1.1 PNG is the obvious partner in the LNG industry. 

1.1.2 The low gas commodity price makes PNG’s core business competitive, especially with 
electricity. 

1.1.3 The change in ownership provides better financial metrics for PNG. 

1.1.4 The economic development in PNG’s service area provides business stability. 

Response: 

 

PNG would like to note that the summary in Appendix A2-23 reflects primarily the positive highlights 

from the reports noted and does not provide a balanced summary of both the strengths and the challenges 

faced by the Company.  

In response to the second question requesting if PNG agrees that the issues listed in this IR represent the 

main considerations in a review of its business, PNG does not agree.  This list represents positive 

highlights without any context whatsoever and therefore does not at all constitute the main considerations 

for a review of its business.  Further, PNG notes that it has not provided evidence to enable a review of its 

business as PNG strongly believes that this would take place in a proceeding for the determination of the 

Company’s specific risk premium and capital structure rather than through a generic cost of capital 

review.  The material filed to date is in compliance with the Minimum Filing Requirements as per 

Commission Order G-72-12.  As such, PNG would like to respond to this question at a subsequent date in 

the appropriate proceeding, such as Phase 2 of this proceeding, when it has the opportunity to provide its 

full evidence. 
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2.0 Reference: PNG’s Adoption of Evidence Filed by FBCU  

Exhibit B3-7, Evidence of PNG p. 1; Exhibit B1-9. p. 22 & Appendix F pp. 54, 55 
Respective Business Risks of FEI and PNG 

In the December 2009 BCUC Decision on FEI’s (then TGI) ROE and Capital Structure Application, the 
Commission says on page 36 that “the Commission Panel agrees with the Intervenors that all risks cited 
by Terasen existed in 2005 with the exception of the climate change related risks and those related to 
First Nations.” 

FBCU discuss the business risks facing FEI in Section 2.3 of their evidence.  On page 22 of Exhibit B1-9, 
FBCU says that “[w]hile no new types of business risks have been identified, the key risks are still 
prevalent and have not declined.  In certain instances, the trends suggest business risk is increasing over 
time.”  On pages 54 and 55 under Appendix F of Exhibit B1-9, Ms. McShane describes the political risks 
arising from energy and energy-related policies as well as arising from First Nations rights, two risks 
identified in the BCUC Decision on ROE in 2009.  Ms. McShane concludes that the level of political risk 
faced by FEI is no less than that faced in 2009. 

2.1 The March 1, 2011 Credit Suisse report (page 5) (Exhibit B3-7, Appendix 4) says that PNG would 
be attractive for a number of reasons, one of which is its relationship with First Nations. Does 
PNG agree with Credit Suisse’s report?  Does PNG consider itself having lower First Nations 
issues risk than FEI? 

Response: 
 

PNG would like to note that it has made significant efforts to maintain good relationships with First 

Nations and as such agrees with Credit Suisse’s report on its relationships with First Nations.   

However, PNG is not currently in a position to comment on FEI’s relationship with First Nations.  As part 

of PNG’s company-specific ROE and capital structure review, PNG will undertake to review PNG’s 

relationships with First Nations relative to that of FEI (as the benchmark utility) to determine its relative 

risk to that of the benchmark. 

 

2.2 Notwithstanding the provincial government’s greenhouse gas emissions policy and the Clean 
Energy Act which FEI believes put its core natural gas business at more risk, the Credit Suisse 
equity research report (March 2011) says that PNG is uniquely positioned to be able to benefit 
from further growth in export of natural gas to Asia.  Does PNG agree? 

Response: 
 

PNG would like to seek clarification on this question as PNG is not clear on the correlation between the 

first part of the question and the statement from the Credit Suisse equity research report. 

PNG notes that it has been subject to the same increase in risks as FEI in relation to the provincial 

government’s greenhouse gas emissions policy and to the Clean Energy Act as these policies and 

legislation apply equally to PNG.  However, PNG does agree with the statement that PNG is well 

positioned to be able to benefit from further growth in export of natural gas to Asia.   
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3.0 Reference: PNG’s Adoption of Evidence Filed by the FBCU  

Exhibit B3-7, Evidence of PNG, Cover Letter pp. 1, 2; 
Designation of Low Risk Benchmark Utility 

In its cover letter, PNG says that it supports and adopts the evidence submitted by the FBCU including 
the evidence of their expert witnesses, James H. Vander Weide, Kathleen C. McShane and Aaron Engen. 

On page 2, PNG states that it supports the continued designation of FEI as the benchmark utility for 
purposes of setting a benchmark return on equity and benchmark capital structure instead of using a 
hypothetical benchmark low-risk utility.  PNG further states that it supports and adopts the FBCU’s 
evidence on this matter. 

3.1 Does PNG consider itself to be less risky going forward – 2012 and beyond -- than it was in the 
past?  If so, why?  If not, why not? 

Response: 
 

As noted in response to BCUC IR No. 1.1, PNG would like to reiterate that it has not yet filed evidence 

on the Company’s risk profile for the purposes of determining the capital structure and ROE for the 

Company.   

However, PNG does believe that it is less risky today compared to certain historical years, though these 

business risks have remained relatively stable in recent years.  Also, PNG is optimistic that the growth in 

the Northeastern region of BC will continue and that some of the proposed major developments for its 

western system will proceed.  In other words, PNG does see some early positive signs in terms of stability 

and potential growth of its customer base in its operating areas versus previous years which saw the loss 

of significant industrial customers.  PNG notes that its rating agency has yet to ascribe any significant 

improvement in PNG’s risk profile as a result of these more recent developments and still requires PNG 

to maintain a less levered capital structure than approved by the Commission in order for PNG to 

maintain its current investment grade credit rating. 

 

3.2 FBCU say in its evidence (Exhibit B1-9, p. 9) that FEI is not a “low-risk benchmark” and that “…a 
benchmark need not be ‘low risk’ to be an effective point of comparison for establishing the cost 
of capital for other BC utilities.  The most important characteristic of a benchmark is that its 
characteristics and business risks are capable of objective determination.”  Does PNG agree with 
these observations?  If not, why not? 

Response: 
 

PNG agrees with the FBCU observations and that there is a need for an objective benchmark that can be 

reliably observed.  In addition, this observed benchmark does not necessarily need to represent a “low-

risk” benchmark for the purpose of establishing the cost of capital for other BC utilities.  As long as an 

objective determination can be made against the observed benchmark across a spectrum of business 

characteristics and risks, then a comparison can be made and adjusted for whether the tested entity is 

considered to be either lower risk or higher risk than the reference benchmark, rather than trying to build 

up from a hypothetical lowest risk scenario, which may not be reliably replicated in the real world. 
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3.2.1 In light of the amalgamation proceeding where FEI may cease to exist if the proposed 

amalgamation is approved, what is PNG’s view of having PNG as the new ‘benchmark 
utility” for purposes of rate setting in B.C.?   

Response: 

 

PNG is not aware that FEI may cease to exist if their proposed amalgamation is approved.  In any event, 

PNG does not believe it should be designated as the new ‘benchmark utility’ as it is a small utility in BC 

representing less than 5% of the customer base in BC.  PNG also does not actively participate in the 

equity markets nor the public bond markets which are characteristics that PNG believes are desirable for 

the ‘benchmark utility’ as that participation will aid with the determination of the market’s view of the 

benchmark’s business risks relative to other market participants.  In summary, given PNG’s limited 

market share, relatively specific customer base (Northern BC), and lack of diversity, PNG would not 

serve as the most suitable choice for the benchmark utility for the purposes of rate setting in BC. 

 

3.3 In the view of PNG, is FEI a utility undergoing transformation from a traditional natural gas 
distribution utility to an integrated energy provider engaged in new alternative energy services? 

Response: 
 

PNG has not dedicated any resources to the monitoring of FEI’s strategies, instead preferring to stay 

focused on positioning itself to take advantage of potential opportunities in its own service territories.  

Therefore, at this time, PNG does not have the expertise or detailed knowledge to be able to comment on 

the undertakings of FEI, but would be surprised if any businesses other than the natural gas distribution 

business comprised a material portion of FEI’s operations.   

 

3.3.1 Should the FEI of 2009, with its accompanying business and financial risks, be treated 
as frozen in time and be used as the hypothetical benchmark utility for 2012 and 
beyond? Why or why not? 

Response: 
 

The FEI of 2009 should not be treated as frozen in time and used as a hypothetical benchmark.  The 

presumption that an entity is effectively “frozen” for a prolonged period runs the risk of not reflecting the 

existing state of the operating, business and capital market risks.  Even with PNG, while many of its 

business risks have remained relatively stable in recent years, as noted in the response to question 3.1, the 

pricing of those business risks and thus required level of returns by the markets have changed 

substantially as a result of the financial crisis and the continued upheaval and weakness in the global 

economy. 

From a general perspective, and as outlined in expert evidence, periodic reviews likely serve as the best 

mechanism for determination of the appropriate ROE and capital structure, both in terms of establishing a 

benchmark and positioning individual companies relative to the benchmark.   
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3.3.2 Should the FEI, as it exists today regardless of future changes (such as 

amalgamation), be used as the benchmark utility for the next 3 to 5 years and have 
the future FEI and other utilities’ risks and allowed returns on cost of capital 
evaluated against this entity? Why or why not? 

Response: 

 

PNG would be supportive of FEI serving as a benchmark utility for the next 3 to 5 years (until the next 

periodic review), with the caveat that any unregulated and integrated businesses of the benchmark utility 

will be appropriately observed and adjusted for.  As noted before, it is outside the scope of PNG to 

comment on the future potential strategic plans of another company.  Periodic reviews would be required 

to ensure that FEI continues to exhibit the characteristics (similar operating and business risks, significant 

market share, geographic scope, etc.) that would be expected of a reference benchmark. 

 

3.4 Please confirm that, in its 2012 revenue requirements application, PNG requested that the 
capital structure and the ROE for its Western and Northeast systems remain unchanged from 
2011. 

Response: 
 

As part of the 2011 NSP, PNG agreed to file capital structure and ROE evidence in its 2013 Revenue 

Requirement Application and as such did not propose any changes to the 2012 capital structure and the 

ROE for its Northeast system from 2011 figures. 

For the Western system, PNG redeemed the preferred shares which composed 3.8% of PNG’s regulated 

capital structure on February 27, 2012 and requested to change the common equity thickness from 45% in 

2011 to 46.5% in 2012 in partial replacement of the preferred shares component.  The 2012 ROE for the 

Western system remains unchanged from 2011. 

On September 21, 2012, PNG received the Commission Decision on its 2012 Revenue Requirement 

Application which denied PNG’s proposal to increase the common equity component of its capital 

structure.  The Commission Panel cited that this would be reviewed in the Generic Cost of Capital 

proceeding and allowed PNG to record the revenue requirement effect of its proposed increase in 

common equity in a non-rate base interest bearing deferral account.  The disposition of this deferral 

account is to be addressed in PNG’s next Revenue Requirement application following the Generic Cost of 

Capital decision. 
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3.4.1 Please provide the most recent allowed capital structure and ROE (basis points above 

benchmark) for PNG-West and PNG (N.E.). 

Response: 

 

For PNG West, the most recent allowed capital structure is 45% common equity, 3.8% preferred shares, 

45.9% long term debt and 5.3% short term debt.  The equity risk premium is 65 basis points above the 

benchmark resulting in a ROE of 10.15%. 

For PNG NE – Fort St. John and Dawson Creek Divisions, the most recent allowed capital structure is 

40% common equity, 54.9% long term debt and 5.1% short term debt.  The equity risk premium is 40 

basis points above the benchmark resulting in a ROE of 9.9%. 

For PNG NE – Tumbler Ridge Division, the most recent allowed capital structure is 40% common equity, 

55.4% long term debt and 4.6% short term debt.  The equity risk premium is 65 basis points above the 

benchmark resulting in a ROE of 10.15%. 
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4.0 Reference: PNG’s Deemed and Actual Capital Structures  

Exhibit B3-7, p. 2; Exhibit B1-9, FBCU Evidence, p. 29 
Instrument for Setting Deemed Interest Rate 

PNG submits on page 2 that “PNG’s capital structure has been deemed to be materially different than its 
actual capital structure for in excess of 10 years.  PNG’s deemed common equity component has been 
below its actual common equity component and therefore it has had a deemed debt over this same 
period.  However, both PNG-West and PNG(NE) have either third-party or non-arms length debt which 
comprise a majority of the debt component of their approved capital structure, which has allowed the 
use of these instruments as a reference for the setting of the deemed interest rate on the deemed debt. 
It is also expected that PNG and PNG(NE) will continue to have either third-party or non-arms length 
debt to the extent they do today….” 

In its evidence, FBCU identify two options as reasonable for determining the deemed interest rates 
applicable in certain scenarios described by FBCU (Exhibit B1-9. p.29).  The first option is to assign a 
credit rating on a standalone basis, and then obtain indicative quotes from investment dealers or banks 
based on the credit rating of a comparable proxy issuer.  The second option is to use the embedded cost 
of debt of the issuing entity as the deemed interest rate and allocate the deemed debt and deemed 
interest rate based on an approved capital structure. 

4.1 Does PNG agree that these are the two options to set deemed interest rates in the applicable 
scenarios described by FBCU?  Is PNG aware of any other options for setting deemed interest 
rates in such situations?  If so, please describe them. 

Response: 
 

In the scenarios described by FBCU, PNG agrees that the suggestions by FBCU are the two logical 

options for determining fair and reasonable deemed interest rates. 

As noted above, PNG’s actual capital structure has been materially different from the deemed capital 

structure over the past 10 years.  A major reason for this discrepancy has been PNG’s choice to ensure 

that its 3
rd

 party debt continues to be reasonably priced and that PNG continues to have access to 3
rd

 party 

debt markets.  In discussions with rating agencies, PNG has determined that, ceteris paribus, increasing 

the actual debt component of PNG’s capital structure (thus decreasing the actual equity component) to the 

deemed debt ratio would likely cause PNG to lose its current BBB (low) rating.  Should PNG’s debt 

rating go below investment grade, it would have significant negative impacts both on the cost of funding 

(significantly higher for non-investment grade issuers) and access to debt markets (note that sub-

investment grade issues represent less than 2% of Canadian corporate bond issuance as shown in the 

evidence submitted by Mr. Aaron Engen).  This would have a significant negative impact on PNG’s 

overall cost of debt and cost of capital, and thus would represent a significant detriment to PNG’s 

customers.  In addition to the specific response below, PNG would note that, given the illiquid nature of 

the sub-investment grade markets, establishing deemed interest rates for sub-investment grade entities 

becomes significantly more difficult. 
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4.2 Which is PNG’s preferred option for PNG’s deemed interest rates? Why? 

Response: 
 

The situations described by FBCU do not cover PNG’s circumstances where some, but not nearly all, of 

the utility’s debt is deemed as a result of a utility not being able to reasonably achieve the common equity 

ratio approved by the BCUC.  Therefore, the situations described by FBCU, which cover only utilities 

without any third-party debt, would only be applicable to PNG’s subsidiary PNG(NE) and not to PNG 

directly.   

While PNG submits it is generally most appropriate to determine deemed interest rates using a stand-

alone methodology (FBCU’s first option), the unique circumstances between PNG and PNG(NE) make 

that approach impractical.  The unique circumstance is the interrelationship of credit between PNG and 

PNG(NE) created by the indenture of guarantee between PNG(NE) and PNG.  The indenture of guarantee 

was signed under PNG’s deed of trust and mortgage with BCUC approval in 1993 and effectively 

provides that PNG and PNG(NE) cross guarantee each other’s borrowings.  Therefore, in these unique 

circumstances, PNG submits that the second option suggested by FBCU is the methodology that is most 

logical to apply to PNG(NE).  It is also the methodology that has been applied since the indenture of 

guarantee was signed.  

As submitted by PNG in Exhibit B3-7, PNG’s preferred option for its circumstances would be to use its 

actual debt instruments as reference for the purpose of setting the applicable interest rate on the deemed 

portion of it debt.   

Using PNG and PNG(NE)’s circumstances as examples, PNG submits that it is not practical or even 

possible to develop general rules without significant exceptions, for the determination of a fair and 

reasonable interest rate on deemed debt of utilities. 

 

4.3 Which is PNG’s preferred option for establishing deemed interest rates for utilities without 
third-party debt? 

Response: 
 

PNG submits that, to the extent where it is feasible and practical, the interest rate on deemed debt should 

reflect the stand-alone principle.  That is, the interest rate on the deemed debt of any utility should reflect 

the credit metrics and circumstances unique to the utility itself and without specific regard for the impact 

of any parental support, whether explicit or implicit, on the credit quality of the utility.  In that regard, it is 

the first alternative presented by FBCU that PNG submits is the most appropriate methodology for 

utilities without third-party debt. 




