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l. INTRODUCTION AND CONCLUSIONS

A. INTRODUCTION

My name is Kathleen C. McShane and my business address is 4550 Montgomery
Avenue, Suite 350N, Bethesda, Maryland 20814. I am President of Foster Associates,
Inc., an economic consulting firm. I 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 local gas distribution utilities, pipelines, electric utilities and telephone companies in
more than 200 proceedings in Canada and the U.S., including the Island Regulatory and

Appeals Commission. My professional experience is provided in Appendix A.

I have been requested by Maritime Electric Company, Limited (MECL) to provide an
expert opinion on the reasonableness of its requested return on equity (ROE) of 9.75% on
forecast common equity ratios of 41.8% and 41.0% equity for the 2010 and 2011 test

years respectively.

B. CONCLUSIONS

In my opinion, MECL’s proposed returns for 2010 and 2011 comprising an allowed ROE
of 9.75% on common equity ratios of 41.8% and 41.0% are not only reasonable, but are

relatively low, based on the following considerations:

—

MECL’s proposed ROE of 9.75% on 2010 and 2011 common equity ratios
averaging 41.4% compares to an average return adopted for Canadian utilities
during 2009-2010 comprised of an ROE of approximately 9.5% on a common
equity ratio of approximately 40.5%.
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MECL faces higher business risk than the typical Canadian utility but has a
similar capital structure. The slightly higher overall return, comprised of both
capital structure and ROE, proposed by MECL relative to the average overall
return adopted for its Canadian peers is warranted to compensate for MECL’s

higher than average business risk.

MECL’s proposed return of 9.75% on an average 2010-2011 common equity ratio
of 41.4% is materially lower than the average returns adopted for U.S. electric and
gas utilities, which have, since 2007, averaged 10.5% and 10.2% respectively on a

common equity ratio of approximately 49%.

MECL’s proposed return comprised of a 9.75% ROE on an average 41.4%
common equity ratio is significantly lower than returns available to its U.S. peers.
MECL’s proposed 9.75% ROE on an average 41.4% common equity ratio is

significantly lower than:

a. The 11.1%-11.3% ROE earned by a sample of comparable U.S. electric

utilities on an actual common equity ratio of 44%.

b. The 10.1% to 10.7% ROE which is forecast to be earned by the
comparable U.S. electric utilities from 2010 to 2014/15 on a common

equity ratio of 49%.

C. The most recent allowed returns for the regulated operations of the proxy
utilities, comprising a 10.5% ROE on a common equity ratio of close to

50%.
d. The discounted cash flow (DCF) cost of equity estimated for the sample of

comparable U.S. electric utilities in the range of 10.25% to 10.75% at a

market value common equity ratio of approximately 52%.
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Il. THE FAIR RETURN STANDARD

MECL’s proposed ROE o0f 9.75% on forecast common equity ratios of 41.8% and 41.0%
needs to be assessed within the context of the fair return standard. The requirements to
meet the fair return standard arise from legal precedents' which are echoed in numerous

regulatory decisions across North America.” A fair return gives a regulated utility the

opportunity to:

1. earn a return on investment commensurate with that of comparable risk
enterprises;

2. maintain its financial integrity; and,

3. attract capital on reasonable terms.

The legal precedents make it clear that the three requirements are separate and distinct.
Moreover, none of the three requirements is given priority over the others. The fair
return standard is met only if all three requirements are satisfied. In other words, the fair
return standard is only satisfied if the utility can attract capital on reasonable terms and
conditions, its financial integrity can be maintained and the return allowed is comparable

to the returns of enterprises of similar risk.

" 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)).

2 The three requirements were summarized by the National Energy Board (RH-2-2004, Phase II) as
follows:

“The Board is of the view that the fair return standard can be articulated by having reference to
three particular requirements. Specifically, a fair or reasonable return on capital should:

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

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

. permit incremental capital to be attracted to the enterprise on reasonable terms

and conditions (the capital attraction standard).”
The three requirements were reiterated in the Reasons for Decision, Trans Québec and Maritimes Pipelines
Inc., RH-1-2008, March 2009 (pages 6-7).
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A fair return on the 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. A fair and reasonable return on the capital
invested provides the basis for attraction of capital for which investors have alternative
investment opportunities. A fair return preserves the financial integrity of the utility, that
is, it permits the utility to maintain its creditworthiness, as demonstrated by the level of
its credit metrics and debt ratings. Fair compensation on the 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.

An inadequate return, on the other hand, undermines the ability of a utility to compete for
investment capital. Moreover, inadequate returns act as a disincentive to expansion, may
potentially degrade the quality of service or deprive existing customers from the benefit
of lower unit costs that might be achieved from growth. In short, if the utility is not
provided the opportunity to earn a fair and reasonable return, it may be prevented from
making the requisite level of investments in the existing infrastructure in order to reliably

provide utility services for its customers.

I11. RELATIONSHIP BETWEEN CAPITAL STRUCTURE AND
RETURN ON EQUITY

The overall cost of capital to a firm depends, in the first instance, on business risk.
Business risk relates largely to the assets of the firm. The business risk of a utility is the
risk of not earning a compensatory return on the invested capital and of a failure to

recover the capital that has been invested.

The cost of capital is also a function of financial risk. Financial risk refers to the
additional risk that is borne by the equity shareholder because the firm uses debt to
finance a portion of its assets. The capital structure, comprised of debt and common

equity, can be viewed as a summary measure of the financial risk of the firm. The use of
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debt in a firm’s capital structure creates a class of investors whose claims on the cash
flows of the firm take precedence over those of the equity holder. Since the issuance of
debt carries unavoidable servicing costs which must be paid before the equity shareholder
receives any return, the potential variability of the equity shareholder’s return rises as

more debt is added to the capital structure.

Simply put, as the debt ratio rises, so do the costs of debt and equity. For a given level of
business risk, the return on equity that would be fair and reasonable at a common equity
ratio of 40% would be lower than the return on equity that would be fair and reasonable

at a common equity ratio of 30%.

In summary, the various components of the cost of capital are inextricably linked; it is
impossible to determine if the return on equity is fair without reference to the capital
structure of the utility. Thus, the determination of a fair return must take into account all
of the elements of the cost of capital, including the capital structure and the cost rates for
each of the types of financing. It is the overall return on capital which must meet the

requirements of the fair return standard.

IV. BUSINESS AND FINANCIAL RISK OF MECL

As noted above, the business risk of a utility is the risk of not earning a compensatory
return on the invested capital and of a failure to recover the capital that has been invested.
Business risk arises from demand, competitive, supply, operating, political and regulatory
factors. While different business risk categories can be identified, they are inter-related.
The regulatory framework, for example, is frequently designed around the inherent

demand/competitive risks.

Business risks have both short-term and longer-term aspects. Short-term business risks
relate primarily to year-to-year variability in earnings due to the combination of
fundamental underlying economic factors and the existing regulatory framework. Long-

term risks are important because utility assets are long-lived. Long-term business risks
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comprise factors that may negatively impact the long-run viability of the utility and
impair the ability of the shareholders to fully recover their invested capital and a
compensatory return thereon. As utilities represent capital-intensive investments with
very limited alternative uses, whose committed capital is recovered over an extended

period of time, it is the long-term risks that are of primary concern to the investor.

Regulatory risk relates to the framework that determines how the fundamental business
risks are allocated between ratepayers and shareholders. Regulatory risk can be
considered either as a component of business risk or as a separate risk category. The
regulatory framework is dynamic: it is subject to change as a result of shifts in underlying
fundamental risk factors including the competitive environment, energy policy, and

regulatory philosophy.

Because regulated firms are generally regulated on the basis of annual revenue
requirements, there has been a tendency to downplay longer-term risks, essentially on the
grounds that the regulatory framework provides the regulator an opportunity to
compensate the shareholder for the longer-term risks when they are experienced. This
premise may not hold. First, competitive factors and ratepayer resistance may forestall
higher return awards when the risk materializes. Second, no regulator can bind his or her
successors and thus guarantee that investors will be compensated for longer-term risks

when they are incurred in the future.

MECL is a relatively small electric utility in comparison to other investor-owned electric
utilities in Canada. The table below provides a perspective on its relative size by
reference to customers, energy sales and rate base for the other major investor-owned
electric utilities in Canada. MECL is less than one-third the size of the median investor-

owned electric utility in all three categories.
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Table 1
I\(;I\?\;r?er dl rI]E\Ilggt(r)rc Customers u Energy Sazles Rat_e BaseS/
Utilities (Thousands) (GWh) ($ Millions)

Maritime Electric 74 1,036 301
ATCO Electric

Distribution 203 10,123 849
FortisAlberta 483 23,740 1,538
FortisBC 113 3,482 976
Newfoundland Power 241 5,355 867
Nova Scotia Power 486 12,957 2,883

YATCO Electric Dx (2008), all others forecast 2010.

YATCO Electric Dx (2008), Nova Scotia Power (2009), all others forecast 2010.

¥ATCO Electric Dx (2008), Nova Scotia Power (2009) all other forecast 2010. MECL is 2010 forecast
total investor-supplied capital.

A small utility cannot diversify its risks to the same extent as larger utilities whose assets,
geography and economic bases are less concentrated. Negative events are likely to have
greater impact on the earnings or viability of a smaller company. The impact of smaller
size for utilities with rated debt is frequently exhibited in lower debt ratings for these

companies despite financial parameters that are stronger than their larger peers.

To illustrate, in its June 2009 rating report for FortisBC, an electric utility, DBRS called

the company’s small size a “challenge” and stated,

“FortisBC is a small utility compared with the dominant utility in the province,
the Crown-owned BC Hydro, and serves a rural and low-population density
region in south-central British Columbia. To some extent, the small size and
franchise area limit opportunities for growth, operating efficiencies, and
economies of scale as they relate to PBR.”
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FortisBC, which had a rate base of over $900 million in 2009, has maintained stronger
credit metrics (e.g., interest coverage ratios) than Terasen Gas, the benchmark BC utility,
due to an allowed common equity ratio and ROE which have been higher than Terasen
Gas’s.” However, FortisBC is only rated BBB(High) by DBRS and Baa2 by Moody’s,
compared to Terasen Gas’s ratings of A by DBRS and A3 by Moody’s.

MECL’s small size and island location give rise to the concentration of the Company’s
assets in a limited geographic area. The concentration of its assets means that a major
incident is more likely to negatively impact the entire Maritime Electric system than it

would a more geographically dispersed system.

MECL’s service area is largely rural, with one major population center, Charlottetown.
Agriculture, fisheries, tourism and government remain the backbone of the provincial
economy, although over the past decade, the development of the technology sector,
particularly the aerospace industry, has been contributing to the diversification of the
economy. While the aerospace industry and the relatively large public administration
sector served to cushion the impact of the recession on the province, the recovery is also
expected to be more modest than for Canada as a whole. Over the longer-term, the
Conference Board of Canada has forecast that real growth in GDP of Prince Edward
Island will lag the rest of Canada. From 2013-2030, the Conference Board of Canada
expects real annual GDP growth in the province to average 1.2%, compared to 2.0% for
Canada. Other forecast key economic indicators over the longer-term (2013-2030),

compared to those for Canada as a whole, include the following:

3 Until December 2009, when the British Columbia Utilities Commission raised Terasen Gas’s allowed
common equity ratio from 35% to 40%, FortisBC’s allowed common equity ratio was five percentage
points higher than Terasen Gas’s. FortisBC’s allowed ROE remains 0.40% higher than Terasen Gas’s
allowed ROE (9.90% versus 9.5%).
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Table 2
PEI Canada
Personal Disposable Income 3.4% 3.8%
Retail Sales 3.4% 3.9%
Housing Starts -2.1% -0.7%
Population 0.7% 1.0%
Employment 0.2% 0.7%
Service Producing Industries 1.2% 1.9%

Source: The Conference Board of Canada, Provincial Outlook 2009, Long-Term
Economic Forecast, February 2009 (Tables 1, 3 and 13).

The longer-term growth outlook, when coupled with a provincial energy strategy with an
objective of reducing greenhouse gas emissions through multiple initiatives, including
improved energy efficiency and conservation, points to limited growth potential for

MECL.

With respect to operating and supply risks, MECL’s Island location exposes the
Company to relatively high risk. MECL is dependent on NB Power for over 80% of its
energy requirements. The remainder is largely supplied from wind turbines located on
the island. The off Island energy supply is delivered from the mainland grid via two
submarine cables. While MECL owns some generation of its own (capacity of 150 MW)
to serve as back up in case of supply interruption and in periods of peak demand, it is
relatively high cost compared to off Island production. Generation assets, which
inherently face higher operating and capital cost recovery risks than “wires” (distribution
and transmission) assets, comprise just under 25% of MECL’s total net utility property,

plant and equipment.

MECL’s supply cost recovery risks are mitigated through the operation of the Energy
Cost Adjustment Mechanism (ECAM) approved by the Commission in Orders UE05-01
and UEO05-05, which allow for recovery (refund) of purchased and produced energy costs
that are above (below) levels reflected in base rates. Since the adoption of the ECAM,
the actual costs of purchased and produced energy have exceeded the levels included in

base rates. The accrued ECAM costs are being recovered over a 12-month amortization
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period. While MECL has the opportunity to recover its incurred energy costs, the
deferral of the recovery has a negative impact on cash flow, requiring incremental

financing between the time of cost incurrence and cost recovery.

MECL’s ability to recover variances between forecast and actual energy costs through a
cost adjustment mechanism is not unique. Most Canadian utilities that purchase either
electricity or natural gas have deferral or variance accounts which allow for pass-through
of variances between forecast and actual energy costs. Both Newfoundland Power and
Nova Scotia Power, for example, have mechanisms for pass-through of fuel and
purchased energy costs.* However, other than its ECAM, in contrast to many of its
Canadian peers, MECL has no other deferral or variance accounts. For example,
Newfoundland Power’s revenue stabilization mechanism, which provides for pass-
through of actual purchased power cost, also mitigates earnings variability due to
fluctuations in customer demand. Newfoundland Power has a deferral account which
protects against revenue variability due to weather and has a pension expense deferral
account which captures differences between forecast and actual pension expense.
Relative to the universe of Canadian utilities, MECL has less regulatory protection

through the operation of deferral and variance accounts.

While MECL has only the single deferral account, the balance in the account, as noted by
Standard & Poor’s (S&P), the debt rating agency that rates MECL and its debt issues, in
its March 2009 credit rating for the Company, had reached 35% of 2008 revenues. In its
discussion of regulation, S&P characterized MECL’s regulatory environment as
“supportive” but noted its concern with the ECAM, in particular the relative size of the
deferral balance, which had risen well beyond their expectations.” The 2010 and 2011
end of year balances are expected to account for a similar proportion of the corresponding

years’ revenues. Compared to other Canadian utilities which have mechanisms to pass

* In Alberta, the electricity distribution utilities no longer purchase electricity. Both FortisAlberta and
ATCO Electric have divested their retail electricity operations. In Ontario, the electricity distributors no
longer have an obligation to ensure an adequate supply of electricity and do not enter into power purchase
agreements. In contrast, MECL has a mandate to supply the most reliable energy at the lowest possible
cost while maintaining a high level of customer service. In neither province do the electricity distributors
own and operate any generation assets.

5 Standard & Poor’s, Maritime Electric Co. Ltd., March 23, 2009.
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through differences between actual and forecast energy costs, MECL’s balances are much
higher relative to total revenues. For example, for 2010, based on the company’s
forecast, the total of Newfoundland Power’s deferred replacement energy costs, weather
normalization reserve and reserve for purchased power unit costs would be 0.4% of 2010
revenues. During 2009, Nova Scotia Power’s net liability to customers (amounts to be
refunded through its Fuel Adjustment Mechanism) was 0.6% of 2009 revenues. For
Terasen Gas, for which gas costs account for close to 65% of total revenues, the total
amount which was deferred for future recovery at the end of 2009 was approximately
5.0% of total revenues. From an equity investor’s perspective, the relatively high

deferred energy cost balances would increase the regulatory risk.

Taking account of the composite of the service area characteristics, the supply risks,
regulatory framework, and the Company’s small size, it is my opinion that MECL faces

higher business risks than the average Canadian utility.

The conclusion that MECL faces higher business risks than the typical regulated
Canadian utility is shared by S&P. The average business risk profile ranking® assigned to
Canadian utilities by Standard & Poor’s is “Excellent”, the top category on the ranking
scale; MECL is assigned a business ranking of “Satisfactory”, two rating categories lower
(see Schedule 1). Only one other company designated by S&P as a Canadian gas and
electric utility whose operations are primarily regulated is assigned a business risk

ranking of “Satisfactory”.’

MECL is forecasting common equity ratios in 2010 and 2011 of 41.8% and 41.0%
respectively. The forecast common equity ratios are just slightly above the minimum
40% common equity ratio prescribed by Section 12.1 of the Electric Power Act and
toward the lower end of the Company’s 40% to 45% target range. The forecast common

equity ratios are within the range of common equity ratios that have been accepted by the

® There are six S&P business risk profile rankings, ranging from “Excellent” to “Vulnerable”.

7 Of the other two investor-owned Atlantic Canada electric utilities, Newfoundland Power is not rated by
S&P; Nova Scotia Power is ranked “Strong”, having been upgraded by S&P from “Satisfactory” in
December 2009 following implementation of a fuel adjustment mechanism.

Page |11



305
306
307
308
309
310
311
312
313
314
315
316
317
318
319
320
321
322
323
324
325
326
327
328
329
330

Commission for rate setting purposes since 2004 and within the range of common equity

ratios that MECL has maintained since 2004.

The 41.8% and 41.0% ratios represent the percentage of investor-supplied capital (short-
term debt, long-term debt and common equity) that is provided by common equity.
MECL’s investor-supplied capital finances the totality of its utility assets, which include
not only property, plant and equipment, but also utility-related assets such as inventory,
prepaid expenses, and deferred power costs. With specific respect to the deferred power
costs, they represent costs which MECL has incurred but have not yet been recovered
from customers. Until such time as they are recovered, they must be financed. The
related financing costs are properly recoverable from customers. Similar to all categories
of utility assets, the deferred power costs are not financed by any specific financing
instrument, but by the entire capital structure. In other words, specific dollars of
financing cannot be traced to a specific asset.® MECL is entitled to the opportunity to
earn a fair and reasonable return on the capital that has been raised to finance its utility
operations, which include the financing of the ECAM balances. The disallowance of the
costs of financing the ECAM balances would deprive MECL of the opportunity to earn a
fair and reasonable return. The potential implications of such an eventuality are
substantial, including a downgrade in the credit rating and an increase in both the costs of

debt and equity, which would be borne by ratepayers.

Compared to other electric utilities with rated debt, MECL’s forecast actual common
equity ratio is within the range of the actual common equity ratios maintained by other
electric utilities in Canada and within the range of common equity ratios adopted for
regulatory purposes.” Both are relevant for purposes of assessing the reasonableness of

MECL’s forecast equity ratio. The actual equity ratios are a factor in the determination

¥ It is perhaps obvious that, even if one were to notionally assign, for example, all of the forecast
outstanding short-term debt to the deferred power costs, the total amount of common equity underpinning
the utility assets in total on which the Company should be provided the opportunity to earn a fair return
would not change.

? In Canada, it is common for regulators to use a hypothetical or deemed common equity ratio for purposes
of setting rates. For example, FortisBC and the Ontario electricity distributors are regulated using deemed
common equity ratios of 40%; their actual (GAAP financial statement) equity ratios may be different from
the deemed equity ratio used for ratesetting purposes.

Page |12



331
332
333
334
335
336
337
338
339
340
341
342
343
344
345
346
347
348
349
350
351
352
353
354
355
356
357
358
359

of the companies’ debt ratings. The regulated common equity ratios are a reflection of
the regulators’ views on the relative business risks of the utilities under their jurisdiction.
The median actual common equity ratio of all Canadian electric utilities with rated debt
(excluding MECL) is approximately 45%; the median of Canadian investor-owned

electric utilities only is approximately 42% (see Schedule 3).

While MECL’s actual and forecast common equity ratios are in the range of actual and
regulated common ratios of other Canadian electric utilities, its Standard & Poor’s credit
rating is lower than average. MECL’s corporate credit rating is BBB+, compared to the
median corporate credit rating of A- for both other electric utilities and the universe of

Canadian utilities (see Schedule 1)."°

MECL’s lower than average corporate credit rating is consistent with S&P’s relative
business risk assessment combined with credit metrics that have been somewhat lower
than average. A comparison of MECL’s key quantitative credit metrics with those of its
Canadian peers shows that, even with capital structure ratios that have been reasonably
comparable to its peers and allowed returns on equity in the range of 9.75% to 10.25%,
MECL’s 2006-2008 credit metrics were generally weaker than its Canadian peers. As set
out in Schedule 4, MECL has achieved lower than average Earnings before Interest and
Taxes (EBIT) Interest Coverage, Earnings before Interest, Taxes, Depreciation and
Amortization (EBITDA) Interest Coverage, Funds from Operations (FFO) to Total Debt
and FFO Interest Coverage than its Canadian peers. In the absence of stronger credit
metrics (lower financial risk) to offset the higher business risk assessment, MECL is

accorded a lower debt rating than the average Canadian utility rated by S&P.

In terms of total risk (business risk and financial risk), MECL is a higher risk utility than
the typical Canadian utility. MECL’s higher total risk translates into a higher overall cost
of capital, which in turn, indicates that its allowed return should be higher than the

average allowed return of its Canadian peers.

" MECL’s debt rating of A relates specifically to its first mortgage bonds. S&P typically accords a higher
rating to secured debt issues, e.g., first mortgage bonds, than to unsecured debt issues. The preponderance
of Canadian utility debt rated by S&P is unsecured.
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V. ALLOWED RETURNS OF NORTH AMERICAN UTILITIES

One way to assess the reasonableness of MECL’s proposed ROE and capital structure are
the returns recently adopted for other regulated utilities in Canada.'' Prior to 2009, the
preponderance of allowed ROEs in Canada were set using automatic adjustment
formulas, which adjusted the allowed ROEs annually by 75% or 80% of the change in
long-term Government of Canada bonds. Over the past several years, these formulas
were increasingly criticized for (a) relying too heavily on a single variable, the
Government of Canada bond yield; (b) overestimating the sensitivity of the utility ROE
to changes in the Government of Canada bond yield,'* and (c) failing to give any weight
to the comparable investment requirement of the fair return standard. For example, in
Pipelines/Gas & Electric Utilities, dated December 7, 2006, Karen Taylor, then equity
analyst for BMO Capital Markets, concluded,

We believe on a collective basis, that the allowed returns as established by the
formulas highlighted above [referring to the NEB,"” EUB, BCUC and OEB
formulas] are confiscatory and likely violate the Fair Return Standard.

At the time, the allowed returns for Canadian utilities whose returns were being set using

the automatic adjustment formulas were averaging approximately 8.5%.

During 2008 and 2009, the validity of the automatic adjustment formulas and whether
they were producing returns that met the requirements of the fair return standard was

investigated in various regulatory jurisdictions across Canada.

"'Schedule 2 details the most recent allowed ROEs and capital structures of Canadian utilities.

2 Quantitative evidence filed in recent cost of capital proceedings in Canada reviewing the automatic
adjustment formulas indicated that, with hindsight, the utility ROE varies by closer to 50% of the change in
long-term Canada bond yields than the 75% or 80% implied by the automatic adjustment formulas.

" National Energy Board; Alberta Energy and Utilities Board, now the Alberta Utilities Commission;
British Columbia Utilities Commission; and the Ontario Energy Board.

Page |14



386
387
388

389
390
391
392
393
394
395
396
397
398
399
400

401
402

403
404
405
406
407
408
409
410
411

412
413
414
415
416
417
418
419
420
421
422

On March 19, 2009 the National Energy Board (NEB) released its cost of capital decision
for TransQuébec and Maritimes Pipeline (TQM). In that decision, the NEB expressed

the view that:

there have been significant changes since 1994 in the financial markets as well as
in general economic conditions. More specifically, Canadian financial markets
have experienced greater globalization, the decline in the ratio of government debt
to GDP has put downward pressure on Government of Canada bond yields, and
the Canada/US exchange rate has appreciated and subsequently fallen. In the
Board’s view, one of the most significant changes since 1994 is the increased
globalization of financial markets which translates into a higher level of
competition for capital. When taken together, the Board is of the view that these
changes cast doubt on some of the fundamentals underlying the RH-2-94 Formula
as it relates to TQM.

The NEB also noted that

The RH-2-94 Formula relies on a single variable which is the long Canada bond
yield. In the Board’s view, changes that could potentially affect TQM’s cost of
capital may not be captured by the long Canada bond yields and hence, may not
be accounted for by the results of the RH-2-94 Formula. Further, the changes
discussed above regarding the new business environment are examples of changes
that, since 1994, may not have been captured by the RH-2-94 Formula. Over
time, these omissions have the potential to grow and raise further doubt as to the
applicability of the RH-2-94 Formula result for TQM for 2007 and 2008.

In its decision, which approved an overall cost of capital rather than a separate ROE and
capital structure, the NEB noted that its approved cost of capital equated to a 9.7% ROE
at the company’s proposed capital structure containing 40% equity and an 11.2% ROE at
the intervenors’ recommended 32% common equity ratio. To put this in perspective, the
corresponding 2007 and 2008 ROEs as determined using the NEB’s multi-pipeline
formula were 8.46% and 8.71% respectively. At the indicated combination of a 9.7%
ROE and 40% common equity ratio, the allowed overall return for TQM is reasonably

comparable to that proposed by MECL.

Subsequent to the TQM decision, BMO Capital Markets analyst George Lazarevski in
Pipelines and Utilities (March 23, 2009) stated,
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We applaud the NEB for acknowledging that the RH-2-94 formula is no longer
applicable given the changes in business risk, financial markets and economic
conditions. In particular, the globalization of financial markets made it difficult
for Canadian operators to compete for capital with such low ROE.

In October 2009, the NEB rescinded the multi-pipeline return on equity formula, stating
that there was a doubt as to the ongoing correctness of the RH-2-94 Decision which

implemented the formula in 1995.

In addition to the NEB, during 2009, the Alberta Utilities Commission (AUC), the British
Columbia Utilities Commission (BCUC), the Newfoundland and Labrador Board of
Commissioners of Public Utilities (NL PUB), the Ontario Energy Board (OEB), and the
Régie de I’énergie du Québec (Régie) all reviewed their respective automatic adjustment
formulas. While each of the decisions came to somewhat different conclusions regarding
the appropriate level of ROE, the tests to be accorded most weight and the validity of the
formula, all of the decisions increased the allowed ROEs for 2010 above the level that the

formulas would have produced.

In November 2009, the AUC adopted an allowed ROE for 2009 and 2010 of 9.0% for all
the utilities under its jurisdiction.'* The 9.0% ROE allowed for both years compares to
ROEs of 8.61% for 2009 and 8.57% for 2010 that the automatic adjustment formula
previously adopted in 2004 would have produced. Further the AUC increased the
allowed common equity ratios for all of the utilities participating in the 2009 generic cost
of capital proceeding. The allowed common equity ratio for the taxable electric
distribution utilities was increased from 37% to 39%. While MECL’s proposed 9.75%
ROE on forecast equity ratios of 41.8% and 41% is higher (in terms of overall return)
compared to an ROE of 9.0% on a common equity ratio of 39%, MECL faces higher

business risk and thus a higher cost of capital than an Alberta electricity distributor,

which has no retail operations, whose obligation to supply power is limited to the role of

1 Alberta Utilities Commission, 2009 Generic Cost of Capital, Decision 2009-216, November 12, 2009. A
9.0% ROE was also adopted on an interim basis for 2011. A proceeding will be held in 2011 to finalize the
2011 allowed ROE.
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default supplier (supplier of last resort), and which operates no generation facilities.
MECL would be closer in business risk to the small gas utility, AltaGas Utilities, for
which the AUC approved a higher overall return (9% ROE on a common equity ratio of
43%) than for the Alberta electricity distributors.

In December 2009, the Régie adopted a 2010 ROE for Gaz Métro of 9.2% on a common
equity ratio of 38.5%, compared to an ROE of 8.64% which would otherwise have been

adopted under the Régie’s automatic adjustment formula.'” Gaz Métro is a lower risk

utility than MECL. '

Also in December 2009, the BCUC reset its benchmark utility ROE at 9.5% effective
July 1, 2009 and eliminated its automatic adjustment formula.'” In its decision, the

BCUC stated:

The Commission Panel agrees that a single variable is unlikely to capture the
many causes of changes in ROE and that in particular the recent flight to quality
has driven down the yield on long-term Canada bonds, while the cost of risk has
been priced upwards.

In the Commission Panel’s opinion, reliance on CAPM by Canadian regulatory
agencies has also contributed to the divergence between Canadian and US
allowed ROEs. In light of the limited weight given by the Commission Panel to
CAPM in determining the ROE for TGI [Terasen Gas] for 2010, it would seem
inconsistent to retain the adjustment mechanism.

1> Régie de I’énergie du Québec, Décision: Demande de modifier les tarifs de Société en commandite Gaz
Métro en compter du 1°" octobre 2009, D-2009-156, December 7, 2009. The allowed ROE included an
adjustment of 0.25% to 0.55% to account for the effects of the financial crisis. The automatic adjustment
formula, adopted for Gaz Métro in 1999 and amended in 2007, changes the annual ROEs by 75% of the
change in forecast long-term Canada bond yields. The Régie renewed its automatic adjustment mechanism
effective for Gaz Métro’s 2011 test year; the 2011 ROE will be equal to 9.2% plus/minus 75% of the
change in forecast long-term Canada bond yields between the December 2009 decision and August 2010.
The 2011 allowed ROE is likely to be higher than 9.2% given the expected upward trend in long-term
Canada bond yields.

'® Gaz Métro, for example, has a corporate credit rating of A- by Standard & Poor’s compared to MECL’s
rating of BBB+. Gaz Métro’s business risk is ranked “Excellent” on S&P’s six category business risk
matrix, which ranges from “Excellent” to “Vulnerable”. MECL is ranked two categories lower, at
“Satisfactory.” (Standard & Poor’s, Issuer Ranking: Canadian Gas and Electric Utility Companies,
Strongest to Weakest, February 12, 2010).

7 British Columbia Utilities Commission, In the Matter of Terasen Gas Inc., Terasen Gas (Vancouver
Island) Inc., Terasen Gas (Whistler) Inc. and Return on Equity and Capital Structure, Decision, December
16, 2009.
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The reset of the benchmark ROE represents an increase of slightly more than one
percentage point relative to the ROE produced by the BCUC’s automatic adjustment
formula. Terasen Gas Inc. was, as previously, designated the benchmark utility. The
BCUC also raised the allowed deemed common equity ratio of Terasen Gas from 35% to
40%. With the reset of the benchmark utility ROE, the corresponding ROE for the only
investor-owned electric utility in the province, FortisBC, rated Baa2 by Moody’s and
BBB (high) by DBRS, is currently 9.9% on a deemed common equity ratio of 40%."®
The two smaller Terasen gas utilities, Terasen Gas (Whistler) and Terasen Gas
(Vancouver Island) are both allowed ROEs of 10.0% on deemed equity ratios that are
currently 40%." Of the two smaller gas utilities, only Terasen Gas (Vancouver Island)
has credit ratings; its debt is rated A3 by Moody’s and BBB(high) by DBRS. MECL’s
proposed ROE of 9.75% on common equity ratios of 41.8% and 41% in 2010 and 2011,
respectively, results in returns comparable to those adopted for FortisBC and the two
smaller BC gas distribution utilities. MECL is of reasonably comparable risk to the three

BC utilities.

Following a consultative process, the OEB reset its benchmark ROE in December 2009 at
9.75%, representing an increase of more than 1.25 percentage points relative to the
previous formula approach.”’ The Board retained its previously approved deemed
common equity ratio of 40% for all the Ontario electricity distributors under its
jurisdiction. The OEB also revised its automatic adjustment formula. Previously the
formula, similar to those in other Canadian jurisdictions, changed the allowed ROE by
75% of the change in forecast long-term Canada bond yield spreads. The revised formula
changes the allowed ROE by 50% of the change in forecast long-term Canada bond
yields and 50% of the change in observed A rated utility bond spreads. The initial reset

' FortisBC is allowed an equity risk premium of 0.40% above that of the benchmark utility.

“Both gas utilities are allowed risk premiums of 0.50% above that of the benchmark utility. In its
December 2009 decision, in which it raised the common equity ratio of Terasen Gas to 40%, the BCUC
ordered the two smaller gas utilities to file in their next revenue requirements application for the equity
ratio that they believed reflected their long-term business risks.

20 Ontario Energy Board, Report of the Board on the Cost of Capital for Ontario’s Regulated Utilities, EB-
2009-0084, December 11, 2009.
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benchmark ROE of 9.75% was based on a forecast long-term Canada bond yield of
4.25% and a utility/government bond yield spread of 1.415%. *'

The formula was updated for application to all electricity distributors with rebased rates
to become effective May 1, 2010.*> The allowed ROE will be 9.85%, reflecting a
forecast long-term Canada bond yield of 4.46% and a utility/government bond yield
spread of 1.40%. Similar to Alberta, the electricity distributors in Ontario are inherently
of lower business risk than MECL (Ontario’s distributors have no obligation to acquire
power supply and no generation assets). All of the electricity distribution utilities in
Ontario that are rated by S&P have “Excellent” business risk profile rankings and all are
rated A- or better. At a proposed ROE of 9.75% and common equity ratios of 41.8% and
41% in the test years, MECL’s proposed return is comparable to the overall return of
9.85% ROE on 40% common equity recently adopted for the less risky Ontario electricity

distributors.

In 2009, the NL PUB reviewed the cost of capital for Newfoundland Power, setting the
allowed ROE for 2010 at 9.0% on a forecast common equity ratio of 44.7%.%
Newfoundland Power, which is a lower business risk utility than MECL, is allowed an
overall return virtually identical to that requested by MECL as a result of Newfoundland

Power’s thicker allowed common equity ratio.”*

! Had the Commission adopted a similar formula for MECL in its Order UE06-03 (June 2006), which
found an ROE of 10.25% to be just and reasonable, the allowed ROEs for 2010 and 2011 would be higher
than the 9.75% ROE that MECL is proposing for both years. The forecast long-term Canada bond yield for
2010 is slightly lower than at the time of MECL’s application for 2006 rates but virtually identical for
2011; the spread between A rated utility and long-term government bond yields are currently higher than
they were at the time of MECL’s 2006 rates application.

2 Ontario Energy Board, Cost of Capital Updates for 2010 Cost of Service Applications, February 24,
2010.

2 Newfoundland and Labrador Board of Commissioners of Public Utilities, Reasons for Decision, Order
No. P.U. 43(2009), December 24, 2009. The NL PUB determined that it would apply a formula for 2011
and gave Newfoundland Power the opportunity to recommend changes to the previously adopted formula,
which changed the allowed ROE by 80% of the change in observed long-term Canada bond yields.

2* In Order UE06-03, dated June 2006, the Commission concluded “The Commission has reviewed the
Company’s submissions on this matter and agrees that the Company operates with a higher degree of
business risk than other investor owned utilities in Atlantic Canada. This is due, in part, to the relative
small size of the Company. In our view, this risk is, however, mitigated somewhat through the operation of
the Energy Cost Adjustment Mechanism...” Between 2004 (when MECL returned to rate base/rate of
return regulation as a result of an amendment to the Electric Power Act) and 2009, the ROEs adopted for
MECL have been, on average, one percentage point higher than those adopted for Newfoundland Power.
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The allowed returns for U.S. utilities are also a relevant benchmark for assessing the
reasonableness of MECL’s proposed ROE and deemed common equity ratio. As a
February 23, 2009 report prepared by Macquarie Research (prior to any of the above
referenced decisions) entitled ROE Formula May Finally Bite the Dust concluded:

Lack of comparability between allowed utility ROEs and returns on similar
investments is driving the emerging capital access problem. In support of the
argument the comparability criterion is not being met, utility customers and their
expert witnesses like to point out that allowed returns for U.S. utilities are
considerably higher than allowed returns in Canada. No matter how we slice the
data, we concur with this opinion.

The ROEs allowed for U.S. electric utilities from the beginning of 2009 to the end of
March 2010 averaged 10.5% on an average common equity ratio of 48.6% (54 cases).
The corresponding average ROE adopted for U.S. gas distribution utilities was 10.2% on
a common equity ratio of 49.1% (38 cases). MECL’s proposed ROE of 9.75% on
common equity ratios of 41.8% and 41% in 2010 and 2011 respectively results in an

allowed overall return well below those recently adopted for U.S. utilities.

In order to be competitive in the capital markets, a regulated utility’s financial parameters
— which encompass both capital structure and ROE — need to be comparable to those of
its peers. In this regard, it is important to recognize that MECL competes for capital with
other Canadian regulated companies, with regulated companies globally, as well as with

unregulated companies, both within Canada and globally.

In its 2009 World Energy Outlook, the International Energy Agency estimated that
between 2008 and 2030 close to $3.8 trillion in investment would be required for the

electricity ($2.4 trillion) and gas distribution and transmission industries ($1.4 trillion) in

In isolation (independent of the capital structure), MECL’s proposed ROE for 2010 is only 0.75% higher
than the ROE adopted for Newfoundland Power for 2010. Compared to both Newfoundland Power and
Nova Scotia Power, the returns on equity allowed by the Commission for MECL between 2004 and 2009
have been approximately 0.80% higher than the ROEs adopted, on average, for the two other Atlantic
Canada investor-owned electric utilities. MECL’s proposed ROE of 9.75% reflects a risk premium of less
than 0.60% above the average of the most recently adopted ROEs of Newfoundland Power (9.0%) and
Nova Scotia Power (9.35%).
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North America. To compete successfully for required capital, MECL requires returns
that are competitive with those of its peers. The achievement of comparability requires
explicit recognition of the financial parameters of the companies of comparable risk to

MECL, including other regulated companies throughout North America.

The table below summarizes the returns (ROE and capital structure) adopted since the
beginning of 2009 for Canadian and U.S. utilities compared to the returns that MECL is

proposing.

Table 3
Allowed ROE | Common Equity

Ratio
Maritime Electric 9.75% 41.4%
(proposed)
Canadian Utilities
Alberta Electricity
Distributors 9.00% 39.0%
AltaGas Utilities 9.00% 43.0%
FortisBC 9.90% 40.0%
Gaz Métro 9.20% 38.5%
Newfoundland Power 9.00% 44.7%
Ontario Electricity
Distributors 9.85% 40.0%
Terasen Gas 9.50% 40.0%
Terasen Gas (VI) 10.00% 40.0%
Terasen Gas (Whistler) 10.00% 40.0%
TQM Pipeline 9.70% 40.0%
Average 9.52% 40.5%
U.S. Utilities
Electric Utilities 10.46% 48.6%
Gas Distribution Utilities 10.20% 49.1%

As indicated in Table 3 above, MECL’s proposed ROE of 9.75% on 2010 and 2011
common equity ratios averaging 41.4% compares to an average return adopted for
Canadian utilities during 2009-2010 comprised of an ROE of approximately 9.5% on a

common equity ratio of approximately 40.5%.
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MECL faces higher business risk than the typical Canadian utility but has a similar
capital structure. The slightly higher overall return, comprised of both capital structure
and ROE, proposed by MECL relative to the average overall return adopted for its
Canadian peers is warranted to compensate for MECL’s higher than average business
risk. In addition, even if one were to allow for somewhat higher business risk on the part
of U.S. utilities in the aggregate relative to MECL, MECL’s proposed ROE of 9.75% on
an average equity ratio of 41.4% falls materially short of the returns allowed for U.S.

electric and gas utilities.

VI. RETURNS OF MECL’S U.S. ELECTRIC UTILITY PEERS

As the purpose of this report was to test the reasonableness of the proposed ROE and
capital structure, I did not estimate a fair return for MECL from “first principles” by
conducting all of the traditional tests used to establish a fair and reasonable return
(Discounted Cash Flow, Equity Risk Premium, Capital Asset Pricing Model, Comparable
Earnings). However, I have considered the returns of a sample of U.S. electric utilities
selected to face a comparable level of business risk to MECL, including an estimate of

their cost of attracting equity capital using the Discounted Cash Flow (DCF) test.

Reliance on U.S. utilities rather than Canadian utilities is required because the only
relatively pure-play publicly-traded integrated electric utility in Canada is Emera Inc.”
The regulatory framework and cost of capital environments in the two countries are
sufficiently similar to warrant reliance on a sample of U.S. utilities as a proxy for

MECL.%¢

» In Canada, there are only seven publicly-traded Canadian utilities, six with conventional corporate
structures (Canadian Ultilities, Emera, Enbridge, Fortis, Pacific Northern Gas and TransCanada
Corporation), and Gaz Métro, which trades as a limited partnership. These companies are relatively
heterogeneous in terms of both operations and size. The relatively small and heterogeneous universe of
publicly-traded Canadian utilities means that it is impossible to select a sample of companies that would be
considered directly comparable in total risk to any specific Canadian utility.

26 T did not estimate the cost of equity specifically by reference to Emera Inc., as any cost of equity estimate
which relies only on data for a single company is subject to measurement error, and entails considerable
circularity.
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To ensure that the electric utilities are of comparable risk to MECL, the following

selection criteria were applied:

1. The companies are designated as regulated or mostly regulated by the Edison

Electric Institute (EEI)*’;

2. The credit ratings of the traded firms are mid BBB or higher by both Standard &

Poor’s and Moody’s, the two major U.S. credit rating agencies.

3. A consistent series of I/B/E/S®® estimates is available;

4. The companies paid a dividend in 2009.

5. The selection was limited to companies with no more than 50% of their assets in

regulated generation and less than 10% of their assets in unregulated generation;

Application of the selection criteria resulted in a sample of 17 companies. The individual
companies, along with company-specific data, are listed on Schedule 5. Table 4 below

provides summary information for the sample and for MECL.

*7 EEI categorizes electric utilities with more than 50% of their assets in regulated operations as either
“mostly regulated” (50-80%) or “regulated” (80%+).

2% I/B/E/S International compiles data from forecasts made by investment analysts for thousands of publicly
traded companies. In addition to the consensus earnings growth forecast, earnings estimates are available
for each company along with the high, low, and average estimates for each.
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Table 4
Sample of 17 U.S.
Electric Utilities
MECL (Medians)
Standard & Poor’s:
Business Risk Profile | Satisfactory Excellent
Financial Risk Profile | Intermediate Significant
EBIT Coverage (2006-2008) 24X 2.7X
FFO/Debt (2006-2008) 14.9% 18.8%
FFO Interest Coverage (2006-2008) 2.9X 3.9X
Debt/Total Capital (2006-2008) 60.6% 56.3%
Corporate Credit Rating BBB+ BBB+
Moody's Debt Rating na Baal
Common Equity Ratio (2006-2008) 40.4% 43.7%
Actual Return on Equity (2006-2008) 10.1% 11.1%
Allowed Return on Equity 9.75% 10.5%
Allowed Common Equity Ratio 40.5% 49.5%
Value Line Forecast Return on Average
Common Equity (2010-2014/15) na 10.1%

Note: 1) Funds from Operations (FFO) is defined by S&P as income from continuing operations plus
depreciation, amortization, deferred income taxes and investment tax credits less AFUDC and
other FFO adjustments.

2) S&P adjusts debt and equity from book values for operating leases, post-retirement benefits,
debt-like hybrids.

3) Common equity ratio (2006-2008) is based on book values of short-term and long-term debt,
preferred shares and common equity, i.¢., total capital.

Source: Schedule 5.

The comparisons in the table above indicate that MECL remains of higher business risk
than the selected utilities. As noted above, S&P assigned MECL a business risk ranking
of “Satisfactory”. The median business risk ranking of the proxy sample companies is
“Excellent” on S&P’s business risk ranking scale, that is, the top category and two
categories higher than the “Satisfactory” ranking assigned to MECL. With respect to
financial risk, S&P has assigned MECL an “Intermediate” financial risk ranking and the
proxy utility sample a ranking of “Satisfactory”, one category higher. However, MECL’s

financial indicators have been weaker than those of the proxy sample:
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1. MECL’s actual 2006-2008 average common equity ratio of 40.4% was lower than

the corresponding proxy sample equity ratio of approximately 44%.%

2. Other key credit metrics have been generally weaker for MECL than for its U.S.
peers. For example, the median three-year average (2006-2008) Earnings Before
Income Taxes (EBIT) interest coverage ratios of MECL were weaker than those
of the sample (2.4X versus 2.7X). Similarly, the proxy electric utility sample’s
median Funds From Operations (FFO) to Debt ratio of 18.8% and FFO interest
coverage ratio of 3.9X were higher than MECL’s 14.9% and 2.9X.

In light of these considerations, the returns for these utilities should be viewed as
conservative as a measure of the reasonableness of MECL’s proposed allowed ROE of
9.75% on the forecast common equity ratios of 41.8% and 41.0%. MECL’s proposed
ROE of 9.75% is approximately 1.25-1.50 percentage points lower than the actual returns
on average equity these utilities have achieved over the past three years (sample average
and median of 11.3% and 11.1% respectively) and approximately 0.25 to 1.0 percentage
points below the returns on average equity that Value Line™ forecasts the utilities will
earn going forward (sample average and median of 10.7% and 10.1% respectively) on

higher common equity ratios than MECL’s (Schedule 5, page 1).’'

Based on allowed returns that were adopted for the proxy companies between 2007 and
the end of first quarter 2010 only, the median ROE adopted for utilities in the proxy
sample has been 10.5%, applied to a regulated common equity ratio of close to 50%

(Schedule 5, page 2).

¥ Calculated using reported total debt, preferred shares and common equity. The S&P debt ratio
calculations, as indicated in the Notes to Table 4, incorporate adjustments to the balance sheet values for
operating leases, postretirement benefits and debt-like hybrids. When the S&P-adjusted debt ratios of
MECL are compared to similarly calculated ratios for the sample, MECL’s 2006-2008 debt ratio of 60.6%
(equity ratio of 39.4%) is over six percentage points higher (lower) than the median 56.3% debt ratio
(equity ratio of 45.7%) of its U.S. electric utility peers.

% Value Line is an independent research organization which provides widely used financial information and
forecasts.

3! Over the three year period 2006-2008, the proxy utilities maintained, on average a common equity ratio
based on total capital of approximately 44%. Based on permanent capital only (long-term debt, preferred
shares and common equity), Value Line projects that the common equity ratios of the proxy sample will
average approximately 49% from 2010-2014/15.
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The earned, expected, and allowed returns of MECL’s U.S. electric utility peers all
demonstrate that an allowed ROE of 9.75% on common equity ratios of 41.8% and 41%
is lower than the returns available to utilities of reasonably comparable total risk to

MECL.

To provide a further perspective on MECL’s proposed ROE of 9.75% on equity ratios of
41.8% and 41%, I performed a DCF analysis for the proxy sample of U.S. electric

utilities using both a constant growth and a three-stage model.

The discounted cash flow approach proceeds from the proposition that the price of a
common stock is the present value of the future expected cash flows to the investor,
discounted at a rate that reflects the risk of those cash flows. If the price of the security is
known (can be observed), and if the expected stream of cash flows can be estimated, it is
possible to approximate the investor’s required return (or capitalization rate) as the rate

that equates the price of the stock to the discounted value of future cash flows.

The constant growth DCF model rests on the assumption that investors expect cash flows
to grow at a constant rate throughout the life of the stock. The assumption that investors
expect a stock to grow at a constant rate over the long-term is most applicable to stocks in

mature industries, e.g. utilities.

The constant growth DCF model is expressed as follows:

Cost of Equity (k) = D1+,
Po
where,
D, = next expected dividend*?
Po = current price
g = constant growth rate

32 Alternatively expressed as D, (1 + g), where Dy, is the most recently paid dividend.
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The constant growth DCF model was applied to the sample of U.S. electric utilities using

the following inputs to calculate the dividend yield:

1. the most recent annualized dividend paid as of March 15, 2010 as D,; and,

2. the average of the daily close prices for the period February 16 to March 15, 2010

as Po.

The February 2010 I/B/E/S consensus (mean) earnings growth forecasts were used to
estimate “g” in the growth component for each utility and to adjust the current dividend
yield to the expected dividend yield. The average and median constant growth DCF
estimates of the cost of equity for the electric utility sample were 11.1% and 10.7%

respectively (Schedule 6).

The three-stage model is based on the premise that investors expect the growth rate for
the utilities to be equal to the analysts’ forecasts of earnings growth for the individual
companies in the near-term (Stage 1), to migrate to the expected long-run nominal rate of
growth in the economy (GDP Growth) (Stage 2) and to equal expected long-term
nominal GDP growth in the long term (Stage 3).

Using the three-stage DCF model, the DCF cost of equity is estimated as the internal rate
of return that causes the price of the stock to equal the present value of all future cash

flows to the investor where the cash flows are defined as follows:

The cash flow per share in Year 1 is equal to:

Last Paid Annualized Dividend x (1 + Stage 1 Growth)

For Years 2 through 5, cash flow is defined as:
Cash Flow .1 x (1 + Stage 1 Growth)
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For Years 6 through 10, cash flow is defined as:
Cash Flow .1 x (1 + Stage 2 Growth)

Cash flows from Year 11 onward are estimated as:

Cash Flow t-1 x (1 + GDP Growth)

The use of forecast long-term growth in the economy as the proxy for long-term growth
in the DCF model recognizes that, while all industries go through various stages in their
life cycle, mature industries are those whose growth parallels that of the overall economy.

Utilities are considered to be the quintessential mature industry.

The long-run (2012-2021) expected nominal rate of growth in GDP is 5.0% based on the
consensus of economists’ forecasts (published twice annually) found in Blue Chip
Economic Indicators, March 10, 2010. The average and median three-stage DCF model
estimates of the cost of equity for the U.S. electric utility sample (Schedule 7) were

10.4% and 10.2%, respectively.

The results of the two DCF models indicate an estimated cost of equity in the range of
approximately 10.25% (Three-stage model) to 10.75% (Constant Growth model). A cost
of equity in the range of 10.25% to 10.75% is approximately 0.50 to 1.0 percentage
points higher than the 9.75% ROE proposed by MECL. Moreover, the higher estimated
proxy sample DCF costs of equity relate to an actual book value common equity ratio
that is slightly higher than MECL’s forecast common equity ratios (Schedule 5 Page 1).
The estimated DCF costs of equity for the proxy sample represent a conservative estimate
of the cost of equity for MECL, as they have not been adjusted upward to take account of

MECL’s lower common equity ratio. >

In summary, the MECL’s proposed 9.75% ROE on common equity ratios of 41.8% and

41% in 2010 and 2011, respectively, is significantly lower than returns available to the

33 The cost of equity, in principle, relates to market value capital structures. The market value equity ratio
of the proxy utility sample coincident with the DCF cost of equity estimates was approximately 52%
(Schedule 8).
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Company’s U.S. electric utility peers. MECL’s proposed 9.75% ROE on common equity
ratios of 41.8% and 41% in 2010 and 2011 is lower than:

1. The 11.1%-11.3% ROE on an approximately 44% common equity ratio (based on

total capital) which has been earned by the proxy electric utilities.

2, The ROEs forecast to be earned by the proxy utilities of 10.1%-10.7% on a

permanent capital common equity ratio of approximately 49%.

3. The most recent allowed returns for the regulated operations of the proxy utilities,

comprising a 10.5% ROE on a common equity ratio of close to 50%.

4, The approximately 10.25% to 10.75% DCEF cost of equity estimated for the proxy

electric utility sample.

This concludes my written evidence in this matter.

%M’&%—L

Ka(hleen C. McShane

President, Foster Associates, Inc.
4550 Montgomery Avenue

Suite 350N

Bethesda, Maryland 30814
301.664.7859
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QUALIFICATIONS OF KATHLEEN C. McSHANE

Kathleen McShane is President and senior consultant with Foster Associates, Inc., where she has
been employed since 1981. She holds an M.B.A. degree in Finance from the University of
Florida, and M.A. and B.A. degrees from the University of Rhode Island. She has been a CFA
charterholder since 1989.

Ms. McShane worked for the University of Florida and its Public Utility Research Center,
functioning as a research and teaching assistant, before joining Foster Associates. She taught
both undergraduate and graduate classes in financial management and assisted in the preparation

of a financial management textbook.

At Foster Associates, Ms. McShane has worked in the areas of financial analysis, energy
economics and cost allocation. Ms. McShane has presented testimony in more than 200
proceedings on rate of return and capital structure before federal, state, provincial and territorial
regulatory boards, on behalf of U.S. and Canadian gas distributors and pipelines, electric utilities
and telephone companies. These testimonies include the assessment of the impact of business
risk factors (e.g., competition, rate design, contractual arrangements) on capital structure and
equity return requirements. She has also testified on various ratemaking issues, including
deferral accounts, rate stabilization mechanisms, excess earnings accounts, cash working capital,
and rate base issues. Ms. McShane has provided consulting services for numerous U.S. and
Canadian companies on financial and regulatory issues, including financing, dividend policy,
corporate structure, cost of capital, automatic adjustments for return on equity, form of regulation
(including performance-based regulation), unbundling, corporate separations, stand-alone cost of
debt, regulatory climate, income tax allowance for partnerships, change in fiscal year end,
treatment of inter-corporate financial transactions, and the impact of weather normalization on

risk.

Foster Associates, Inc.
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Ms. McShane was principal author of a study on the applicability of alternative incentive
regulation proposals to Canadian gas pipelines. She was instrumental in the design and
preparation of a study of the profitability of 25 major U.S. gas pipelines, in which she developed
estimates of rate base, capital structure, profit margins, unit costs of providing services, and
various measures of return on investment. Other studies performed by Ms. McShane include a
comparison of municipal and privately owned gas utilities, an analysis of the appropriate
capitalization and financing for a new gas pipeline, risk/return analyses of proposed water and
gas distribution companies and an independent power project, pros and cons of performance-
based regulation, and a study on pricing of a competitive product for the U.S. Postal Service.
She has also conducted seminars on cost of capital and related regulatory issues for public

utilities, with focus on the Canadian regulatory arena.

PUBLICATIONS, PAPERS AND PRESENTATIONS

[ Utility Cost of Capital: Canada vs. U.S., presented at the CAMPUT Conference, May
2003.

[ The Effects of Unbundling on a Utility’s Risk Profile and Rate of Return, (co-authored
with Owen Edmondson, Vice President of ATCO Electric), presented at the Unbundling
Rates Conference, New Orleans, Louisiana sponsored by Infocast, January 2000.

[ Atlanta Gas Light’s Unbundling Proposal: More Unbundling Required? presented at the
24™ Annual Rate Symposium, Kansas City, Missouri, sponsored by several commissions
and universities, April 1998.

[ Incentive Regulation: An Alternative to Assessing LDC Performance, (co-authored with
Dr. William G. Foster), presented at the Natural Gas Conference, Chicago, Illinois
sponsored by the Center for Regulatory Studies, May 1993.

[ Alternative Regulatory Incentive Mechanisms, (co-authored with Stephen F. Sherwin),
prepared for the National Energy Board, Incentive Regulation Workshop, October 1992.

Foster Associates, Inc.
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EXPERT TESTIMONY/OPINIONS
ON
RATE OF RETURN AND CAPITAL STRUCTURE

Client_ Date
Alberta Natural Gas 1994
AltaGas Utilities 2000
Ameren (Central Illinois Public Service) 2000, 2002, 2005, 2007 (2 cases), 2009 (2 cases)
Ameren (Central Illinois Light Company) 2005, 2007 (2 cases), 2009 (2 cases)
Ameren (Illinois Power) 2004, 2005, 2007 (2 cases), 2009 (2 cases)
Ameren (Union Electric) 2000 (2 cases), 2002 (2 cases), 2003, 2006 (2 cases)
ATCO Electric 1989, 1991, 1993, 1995, 1998, 1999, 2000, 2003
ATCO Gas 2000, 2003, 2007
ATCO Pipelines 2000, 2003, 2007
ATCO Utilities 2008
Bell Canada 1987, 1993
Benchmark Utility Cost of Equity (British Columbia) 1999
Canadian Western Natural Gas 1989, 1996, 1998, 1999
Centra Gas B.C. 1992, 1995, 1996, 2002
Centra Gas Ontario 1990, 1991, 1993, 1994, 1995
Direct Energy Regulated Services 2005
Dow Pool A Joint Venture 1992
Edmonton Water/EPCOR Water Services 1994, 2000, 2006, 2008
Electricity Distributors Association 2009
Enbridge Gas Distribution 1988, 1989, 1991-1997, 2001, 2002
Enbridge Gas New Brunswick 2000
Enbridge Pipelines (Line 9) 2007, 2009
Enbridge Pipelines (Southern Lights) 2007

Foster Associates, Inc.
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FortisBC 1995, 1999, 2001, 2004

Gas Company of Hawaii 2000, 2008
Gaz Métro 1988
Gazifére 1993, 1994, 1995, 1996, 1997, 1998, 2010
Generic Cost of Capital, Alberta (ATCO and AltaGas Utilities) 2003
Heritage Gas 2004, 2008
Hydro One 1999, 2001, 2006 (2 cases)
Insurance Bureau of Canada (Newfoundland) 2004
Laclede Gas Company 1998, 1999, 2001, 2002, 2005
Laclede Pipeline 2006
Mackenzie Valley Pipeline 2005
Maritimes NRG (Nova Scotia) and (New Brunswick) 1999
MidAmerican Energy Company 2009
Multi-Pipeline Cost of Capital Hearing (National Energy Board) 1994
Natural Resource Gas 1994, 1997, 2006, 2010
New Brunswick Power Distribution 2005
Newfoundland & Labrador Hydro 2001, 2003
Newfoundland Power 1998, 2002, 2007, 2009
Newfoundland Telephone 1992
Northland Utilities 2008 (2 cases)
Northwestel, Inc. 2000, 2006
Northwestern Utilities 1987, 1990
Northwest Territories Power Corp. 1990, 1992, 1993, 1995, 2001, 2006
Nova Scotia Power Inc. 2001, 2002, 2005, 2008
Ontario Power Generation 2007
Ozark Gas Transmission 2000
Pacific Northern Gas 1990, 1991, 1994, 1997, 1999, 2001, 2005, 2009
Plateau Pipe Line Ltd. 2007
Platte Pipeline Co. 2002

Foster Associates, Inc.
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St. Lawrence Gas

Southern Union Gas

Stentor

Tecumseh Gas Storage

Telus Québec

Terasen Gas

Terasen Gas (Whistler)
TransCanada PipeLines
TransGas and SaskEnergy LDC
Trans Québec & Maritimes Pipeline
Union Gas

Westcoast Energy

Yukon Electrical Company
Yukon Energy

1997, 2002

1990, 1991, 1993

1997

1989, 1990

2001

1992, 1994, 2005, 2009

2008

1988, 1989, 1991 (2 cases), 1992, 1993
1995

1987

1988, 1989, 1990, 1992, 1994, 1996, 1998, 2001
1989, 1990, 1992 (2 cases), 1993, 2005
1991, 1993, 2008

1991, 1993

Foster Associates, Inc.
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EXPERT TESTIMONY/OPINIONS

Client

Nova Scotia Power

New Brunswick Power Distribution
Heritage Gas

Hydro Québec

Nova Scotia Power

Ontario Electricity Distributors
Caisse Centrale de Réassurance
Hydro Québec

Enbridge Gas New Brunswick
Heritage Gas

ATCO Electric

Newfoundland & Labrador Hydro
Gazifere Inc.

Maritime Electric

Enbridge Gas Distribution
Enbridge Gas Distribution
Maritime Electric

Northwest Territories Power

Canadian Western Natural Gas

Gaz Metro/
Province of Québec

ON

OTHER ISSUES

Issue

Calculation of ROE

Interest Coverage/Capital Structure
Revenue Deficiency Account

Cash Working Capital

Cash Working Capital
Stand-Alone Income Taxes
Collateral Damages

Cost of Debt

AFUDC

Deferral Accounts

Carrying Costs on Deferral Account
Rate Base, Cash Working Capital
Cash Working Capital

Rate Subsidies

Principles of Cost Allocation
Unbundling/Regulatory Compact
Form of Regulation

Rate Stabilization Fund

Cash Working Capital/
Compounding Effect

Cost Allocation/
Incremental vs. Rolled-In Tolling

Date

2009
2007
2006
2005
2005
2005
2004
2004
2004
2004
2001
2001
2000
2000
1998
1998
1995
1995
1989

1984

Foster Associates, Inc.
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Company
Maritime Electric

Electric Utilities

Altalink L.P.
Chatham-Kent Energy inc.
CU inc.

Enersource

ENMAX

EPCOR Utilities Inc
FortisAiberta Inc.
FortisBC Inc

Hamilton Utilities

Hydro One

Hydro Ottawa Holding Inc.
London Hydro
Newfoundland Power
Nova Scotia Power
Toronto Hydro

Veridian Corp.

Gas Distributors
Enbridge Gas Distribution
Gaz Metropolitain

Pacific Northern Gas
Terasen Gas

Union Gas Limited

Pipelines

Enbridge Pipelines

NOVA Gas Transmission
Trans Quebec & Maritimes
TransCanada PipeLines
Westcoast Energy

Medians
Electrics
All Companies

DEBT RATINGS OF CANADIAN UTILITIES

Schedule 1

Ratings
DBRS Moody's S&P
Corporate S&P Business
Issuer Rating Debt Rating Issuer Rating Debt Rating Credit Rating Debt Rating Risk Profile
BBB+ A (Senior Secured) Satisfactory
A (Senior Secured) A- A- (Senior Secured) Excellent
A Excellent
A(high) (Unsecured) A A (Senior Unsecured) Excellent
A
A(low) (Senior Unsecured) BBB+ BBB+ (Senior Unsecured) Strong
A(low) (Senior Unsecured) BBB+ BBB+ (Senior Unsecured) Strong
A(low) (Senior Unsecured) Baa1l (Senior Unsecured) A- A- (Senior Unsecured) Excellent
BBB(high) (Senior Unsecured) Baa2 (Senior Unsecured)
A+ A+ (Senior Unsecured) Excelient
A(high) (Senior Unsecured) Aa3 (Senior Unsecured) A+ A+ (Senior Unsecured) Excellent
A (Senior Unsecured) A A (Senior Unsecured) Excellent
A Excellent
A (Senior Secured)
A(low) (Unsecured) BBB+ BBB+ (Senior Unsecured) Strong
A(high) (Senior Unsecured) A A (Senior Unsecured) Excellent
A
A (Unsecured) A- A- (Senior Unsecured) Excellent
A (Senior Secured) A- A (Senior Secured) Excellent
BBB(low) (Senior Secured)
A (Senior Unsecured) A3 (Senior Unsecured) A A (Senior Unsecured) Excellent
A1 (Senior Secured) AA- (Senior Secured)
A (Unsecured) BBB+ BBB+ (Senior Unsecured) Strong
A(high) (Unsecured) A- A- (Senior Unsecured) Excellent
A (Unsecured) A3 (Senior Unsecured) A- A- (Senior Unsecured) Strong
A(low) (Senior Unsecured) BBB+ BBB+ (Senior Unsecured)  Satisfactory
A (Senior Unsecured) A3 A3 (Senior Unsecured) A- A- (Senior Unsecured) Strong
A(low) (Senior Unsecured) BBB+ BBB+ (Senior Unsecured) Strong
A A3 A- A- Excellent
A A3 A- A- Excellent

Source: DBRS Bond Ratings, www.moodys.com, Standard & Poor's.



EQUITY RETURN AWARDS AND CAPITAL STRUCTURES ADOPTED BY

REGULATORY BOARDS FOR CANADIAN UTILITIES

Schedule 2 page 1 of 3

(Percentages)
Order/ Common Forecast
Decision File Preferred Stock Equity 30-Year
Date Regulator Number Debt Stock Equity Return Bond Yield
(1) €) @) @ (5} (6) @ 8
Maritime Electric 2/09 IRAC UE-09-02 59.50 0.00 40.50 9.75 n/a
Electric Utilities
AltaLink 11/09 EUB 2009-216 64.00 0.00 36.00 9.00 n/a
ATCO Electric
Transmission 11/09 EUB 2009-216 58.00 6.00 36.00 9.00 n/a
Distribution 11/09 EUB 2009-216 54.10 6.90 39.00 9.00 n/a
EPCOR
Transmission 11/09 EUB 2009-216 63.00 0.00 37.00 9.00 n/a
Distribution 11/09 EUB 2009-216 5§9.00 0.00 41.00 9.00 n/a
FortisAlberta Inc. 11/09 EUB 2009-216 59.00 0.00 41.00 9.00 n/a
FortisBC Inc. 5/05; 12/09 BCUC G-52-05; G-158-09 60.00 0.00 40.00 9.90 n/a
Hydro One Transmission 8/07 OEB EB-2006-0501 60.00 0.00 40.00 8.35 4.16 ¥
Newfoundland Power 12/09 NLPub P.U.43 54.81 1.05 44.14 9.00 4.50
Nova Scotia Power 3/06;11/08 NSUARB 2006 NSUARB 23; 2008 NSUARB 140 53.30 9.20 37.50 9.35 na
Ontario Electricity Distributors 12/09; 210 OEB EB-2009-0084; Letter Cosl of Capital Parameters 60.00 0.00 40.00 9.85 4.46
Ontario Power Generation 11/08 OEB EB-2007-0905 53.00 0.00 47.00 8.65 475 ¥
Gas Distributors
AltaGas Utilities 11/09 EUB 2009-216 §7.00 0.00 43.00 9.00 n/a
ATCO Gas 11/09 EuB 2009-216 54.10 6.90 39.00 9.00 na
Enbridge Gas Distribution Inc 1/04; 7/07; 2/08 OEB RP-2002-0158; EB-2006-0034; EB-2007-0615 61.33 2.67 36.00 8.39 4.23 v
Gaz Metropolitain 12/09 Régie D-2009-156 54.00 7.50 38.50 9.20 4.30
Pacific Northern Gas-Waest 5/07; 11/08 BCUC G-55-07; L-55-08 56.20 3.80 40.00 9.12 4.35 ¥
Terasen Gas 12/09 BCUC G-158-09 60.00 0.00 40.00 9.50 na
Terasen Gas (Vancouver Island) 12/09 BCUC G-14-06; G-158-09 60.00 0.00 40.00 10.00 n/a
Terasen Gas(Whistler) 12/09 BCUC G-35-09; G-158-09 60.00 0.00 40.00 10.00 nfa
Union Gas 1/04; 5/06; 1/08 OEB RP-2002-0158; EB-2006-0520; EB-2007-0606 60.60 3.40 36.00 8.54 4.23 b
Gas Pipelines
Foothills Pipe Lines Ltd. 12/04; 12/05 NEB RH-2-94; TG-8-2004; TG-08-2005 64.00 0.00 36.00 8.52 4.30 h
TransCanada PipeLines 5/07; 12/09 NEB RH-2-94,TG-06-2007; NEB Letter 12-09 60.00 0.00 40.00 8.52 4.30
Trans Quebec & Maritimes Pipeline 3/09 NEB AH-1-2008 60.00 0.00 40.00 9.70 n/a *
Westcoast Energy 12/06; 11/08 NEB AH-2-94; TG-05-2006 64.00 0.00 36.00 8.57 4.36 b
" ROEs set prior to OEB's December 2009 Report of the Board on the Cost of Capital for Ontario’s R d Utilities ; sub: aflowad ROEs expectad to be based on benchmark ROE of 8.75%.

* ROE for first six months of 2009; PNG capital and ROE yinp

¥ Gapital structure and ROE not specified; ROE is the NEB's

atTOM's

ding before the BCUC. New ROE to be equal to

*“ Multi-pipeline ROE for 2009; 2010 ROE not yet determined.

Source: Regulatory Decisions.

d aquity ratio of 40%.

utiity ROE of 9.50% plus a risk premium.



Electric Utilities

AltaLink

ATCO Electnc

FortisAlberta inc.

FortisBC Inc. ¥
Newfoundland Power

Nova Scotia Power

Ontario Electncity Distnbutors

Mean of Electric Utilities

Gas Distributors

ATCO Gas

Enbridge Gas Distribution
Gaz Metro

Pacific Northern Gas ™
Terasen Gas *

Union Gas

Mean of Gas Distributors
Gas Pipelines (NEB)
TransCanada Pipelines
Waestcoast Energy

Mean of Gas Plpelines

Mean of All Companies

it
@
8

NA
13.50

13.50
13.95

13.65

13.25
13.25
14.25
15.00
13.75
13.90
13.25
13.25

13.2§

13.70

" Nagotiated settlement, details not available.
“Negotiated settiement, implicit ROE made public is 10.5%.
* Allowed ROES for 2008 for first six months

Source. Regulatory Decisions

_
g

o
2z

23888

1325
1313
14.256
14.00
NA
13.50

13.63

13.50

1375

13.63

13.57

12.50

12.25
13.13
14.00
13.25
12.25
13.50

13.06

13.25

12.50

12.88

1291

1983

NA
11.88
NA
11.50
NA
11.75
NA

1M.71

12.25

12.30

12.50

13.00

12.51

12.25

12.26

12.25

12.19

&

$23:%8%8%

NA
11.60
12.00
11.50
10.65
12.50

11.65

11.25
11.50

11.50

RATES OF RETURN ON COMMON EQUITY ADOPTED BY

REGULATORY BOARDS FOR CANADIAN UTILITIES

1985

NA
NA
NA
1225
NA
NA
NA

12.25

11.65
12.00
12.75
12.00
11.75

12.03

12.26

12.25

12.25

121

1996

11.25
NA
11.25
11.00
10.75
NA

11.06

11.88
12.00
11.75
11.00
1.75

11.68

11.25

11.25

11.25

11.38

5% -8

££¢%

10.50
11.50
11.50
11.00
10.25
11.00

10.96

10.67

10.67

10.67

10.84

19!

NA

NA
10.25
9.25
NA
NA

8.75

9.38

10.30

10.75

10.75

10.00

10.44

10.27

10.21

10.21

10.21

10.15

1999

8.50
8.25

835

8.37

9.51
9.64
10.00
.25
9.61

0.58

9.58

9.63

NA
¥
NA
10.00
9.59
NA
.88

9.82

9.73
8.72
10.25
8.50
9.95

8.80

9.90

9.84

W

8.75
.59

9.88

874

878

2,54

9.60

10.00

9.25

.85

9.61

.61

9.61

NA
A\
9.50
9.53
9.05
10.15
9.88

9.62

9.75

9.66

9.67

8.88

2.13

9.95

9.67

98.53

8.53

9.583

9.63

9.40
9.40
9.50
9.82
98.75

0.88

2.63

9.50

9.69

9.89

10.17

9.42

9.95

.77

9.79

.79

9.79

971

B

9.60
8.60
9.60
9.55
.75
0.88

9.50

0.45

9.80

9.15

8.62

9.50

9.56

9.56

9.56

9.59

9.50
9.50
9.50
9.43
9.24
0.55
.88

9.51

9.50

9.57

9.69

9.68

9.03

9.62

9.52

9.46

0.46

9.46

9.51

8.93
8.93
8.93
820
9.24
8.55
8.00

8.93
8.74
8.85
9.45
8.80
8.89

8.88

8.88

9.02
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8.51 B8.75 9.00
8.51 8.75 2.00
8.51 8.75 8.00
8.77 9.02 8.87
8.60 8.95 8.85
9.55 na .35
9.00 8.57 8.01
8.78 8.80 888
8.51 8.75 9.00
8.39 8.39 8.39
8.73 8.05 8.76
9.02 8.27 8.12
8.37 8.62 8.47
8.54 8.54 8.54
8.59 8.77 8.71
8.46 8.72 8.57
8.46 8.72 8.57
8.46 8.72 8.57
8.66 8.78 a.77
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Page 3 of 3
COMPARISON BETWEEN ALLOWED RETURNS
FOR CANADIAN AND U.S. UTILITIES
Canadian Utilities U.S. Utilities U.S. Electric Utilities U.S. Gas Utilities
Average Average Average Average
Allowed Long Canada Equity Risk Allowed Long Treasury  Equity Risk Allowed Long Treasury Equity Risk Allowed Long Treasury  Equity Risk
Year ROE Yield Premium ROE Yield Premium ROE Yield Premium ROE Yield Premium
1990 13.70 10.69 3.01 12.69 8.62 4.07 12.70 8.62 4.08 12.67 8.62 4.05
1991 13.57 972 3.85 12.51 8.09 4.43 12.55 8.09 4.47 12.46 8.09 4.38
1992 12.91 8.68 4.23 12.06 7.68 4.39 12.09 7.68 4.42 12.01 7.68 4.34
1993 12.19 7.86 4.33 11.37 6.58 4.79 1141 6.58 4.83 11.35 6.58 477
1994 11.50 8.69 2.81 11.34 741 3.93 11.34 741 3.93 11.35 7.41 3.94
1995 1221 8.41 an 11.51 6.81 4.70 11.55 6.81 4.74 11.43 6.81 4.62
1996 11.38 7.75 3.63 11.29 6.72 4.57 11.39 6.72 4.67 11.19 6.72 447
1997 10.84 6.66 4.18 11.34 6.57 4.77 11.40 6.57 4.83 11.29 6.57 472
1998 10.15 5.59 4.56 11.59 5.53 6.06 11.66 5.53 6.13 11.51 5.53 5.98
1999 9.53 5.72 3.81 10.74 5.91 4.83 1077 591 4.86 10.66 5.91 475
2000 90.84 5.71 4.13 14 5.88 5.53 1143 5.88 5.55 11.39 5.88 5.51
2001 9.68 577 3.92 11.05 547 5.58 11.09 5.47 5.62 10.95 5.47 5.48
2002 9.63 5.67 3.97 11.10 541 5.69 11.16 541 5.75 11.03 541 5.62
2003 9.71 5.31 4.40 10.98 5.03 5.95 10.97 5.03 5.94 10.99 5.03 5.96
2004 9.59 5.1 4.48 10.66 5.09 5.56 10.73 5.09 5.64 10.59 5.09 5.50
2005 9.51 4.38 5.13 10.50 4.52 5.98 10.54 4.52 6.02 10.46 4.52 5.94
2006 9.02 4.26 4.76 10.39 4.87 5.52 10.36 4.87 5.49 10.44 487 5.57
2007 8.66 4.30 4.37 10.30 4.80 5.51 10.36 4.80 5.56 10.24 4.80 5.44
2008 8.78 4.04 4.74 10.42 4.22 6.20 1046 4.22 6.24 10.37 4.22 6.15
2009 8.77 3.85 4.92 10.36 4.10 6.27 10.48 410 6.39 10.19 4.10 6.10
Means:
1990-1993 13.09 9.24 3.86 12.16 7.74 4.42 12.19 7.74 4.45 12.12 7.74 4.38
1994-1997 11.46 7.88 3.58 1.37 6.88 4.49 11.42 6.88 454 11.32 6.88 444
1998-2009 9.41 4.98 443 10.79 5.07 5.72 10.83 5.07 8.77 10.74 5.07 5.67

Note: For U.S. Treasury yields, 30-year maturities used through January 2002; theoretical 30-year yield from

February 2002 lo January 2005; 30-year maturities February 2002 forward.

Sources: Regulatory Research Associates; www.snl.com; various Canadian regulatory decisions;

Bank of Canada; Federal Reserve; U.S. Treasury.



TOTAL CAPITAL STRUCTURE RATIOS
OF MAJOR CANADIAN ELECTRIC AND GAS UTILITIES

(2009)
Company Debt
Maritime Electric 58.5
Electric Utilities
AltaLink L.P. 54.1
Chatham-Kent Energy Inc.” 40.2
CU Inc. 53.7
Enersource 56.2
ENMAX 43.4
Epcor Utilities Inc. 43.7
FortisAlberta Inc. 57.3
FortisBC Inc. 59.2
Hamilton Hydro 36.3
Hydro One Inc. 56.2
Hydro Ottawa 441
London Hydro ¢ 36.1
Newfoundland Power 55.1
Nova Scotia Power ¢ 58.2
Toronto Hydro 54.8
Veridian 39.2
Gas Distributors
Enbridge Gas Distribution 57.8
Gaz Metropolitain 65.3
Pacific Northern Gas 46.0
Terasen Gas 65.2
Union Gas 61.0
Pipelines
Enbridge Pipelines 57.1
Nova Gas Transmission Ltd. 64.3
TransCanada Pipelines Lid. 56.3
Waestcoast Energy Inc. 58.7
Median
Electric Utilities 53.9
Investor-Owned Electric Utilities 56.2
All Companies 56.2

a/ Includes minority interest in preferred shares of subsidiary companies and preferred securities.
b/ Includes minority interest in common shares of subsidiary companies.

¢/ Data for 2008.
d/ Debt includes current portion of preferred shares.

Source: Reports to Shareholders

Preferred Stock ¥

0.0

0.0
0.0
7.7
0.0
0.0
0.0
0.0
0.0
0.0
2.6
0.0
0.0
1.0
4.6
0.0
0.0

21
0.0
3.0
0.0
29

0.0
0.0
1.1
5.4

0.0
0.5
0.0

41.5

45.9
59.8
38.6
43.8
56.6
56.3
42.7
40.8
63.7
41.2
56.9
63.9
43.8
37.2
45.2
60.8

401
34.7
51.0
34.8
36.2

42.9
35.7
42.7
35.9

45.5
41.8
429

Schedule 3

Common Stock
Equity”



Schedule 4

FINANCIAL METRICS
FOR CANADIAN UTILITIES
2006-2008
EBIT EBITDA FFO/ FFO
Company Coverage Coverage Total Debt  Coverage _
Maritime Electric 24 3.3 14.9 2.9
Electric Utilities
AltaLink L.P. 2.2 47 13.3 3.1
Chatham-Kent Energy Inc. 3.8 5.9 32.0 5.3
CU Inc. 2.3 3.9 17.6 3.4
Enersource 2.3 3.9 16.1 3.3
ENMAX Corp. 6.9 12.9 47.3 3.8
EPCOR Utilities Inc. V 2.8 3.9 23.2 34
FortisAlberta Inc. 2.0 4.1 17.0 41
FortisBC Inc. 2.1 3.1 11.3 2.8
Hamilton Utilities 3.6 59 34.3 5.0
Hydro One Inc. 2.8 4.9 16.5 3.7
Hydro Ottawa Holding Inc. 3.9 7.0 238 5.9
London Hydro 3.1 5.7 24.5 4.5
Newfoundland Power 2.3 3.4 13.6 2.8
Nova Scotia Power 2.6 3.9 18.0 3.5
Toronto Hydro 2.1 4.0 17.8 35
Veridian ¥ 3.3 5.3 34.4 N/A
Gas Distributors
Enbridge Gas Distribution 22 3.3 13.0 2.8
Gaz Metropolitain 2.3 3.8 19.2 4.7
Pacific Northern Gas " 2.4 3.7 11.6 22
Terasen Gas 1.9 27 9.0 24
Union Gas 2.2 3.4 124 2.9
Pipelines
Enbridge Pipelines Inc. 2.9 3.6 12.2 3.1
Nova Gas Transmission Ltd. 2.3 3.6 17.3 3.2
Trans Quebec & Maritimes 24 3.8 12.0 2.9
TransCanada PipeLines Ltd. 2.5 3.6 16.7 2.9
Westcoast Energy Inc. 24 3.6 16.8 3.6
Medians
Electrics 2.7 4.4 17.9 3.5
Investor-Owned Electric Utilities 2.3 3.9 15.3 3.3
All Companies 2.4 3.9 16.9 3.4

2008 EBIT Coverage, EBITDA Coverage and FFO/Debt for 12 months ending September

Source: DBRS and Standard and Poor's



INDIVIDUAL COMPANY RISK DATA FOR MARITIME ELECTRIC AND THE SAMPLE OF U.S. ELECTRIC UTILITIES Schedule 5
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Standard & Poor's Value Line Value Line
Average Forecast Return  Forecast Average
Business Financial EBIT FFO Interest Corporate Common Equity = Common  Actual Return on Average Common Equity
Profile Profile Coverage FFO/Debt  Coverage Debt/Capital”  Credit Moody's Ratio ¥ Equity Ratio¥ onEquity = Common Equity Ratios 2010-
Category Category  2006-2008 2006-2008 '*? 2006-2008 ¥  2006-2008  Rating  Debt Rating 2006-2008 2009 2006-2008  2010-2014/2015 2014/2015

m (&) (3 @) () 6 @ (8 9 (10 (11) (12) (13)
Maritime Electric Satisfactory  Intermediate 24 149 29 60.6 BBB+ NA 40.4% 41.5% 10.1% NA NA
Alliant Energy Corp. Excellent Significant 29 213 45 52.9 BBB+ Baal 57.4% 48.5% 12.9% 9.6% 58.0%
Consolidated Edison Excellent Significant 29 125 35 56.3 A- Baal 48.1% 48.7% 1.1% 9.4% 51.5%
Dominion Resources Excellent Significant 44 285 3.1 515 A- Baa2 37.2% 38.1% 18.3% 15.4% 44.2%
DTE Energy Strong Significant 21 122 31 61.3 BBB Baa2 40.2% 42.9% 1.1% 10.0% 44.8%
IDACORP Inc. Excellent Aggressive 23 105 3.0 §6.1 BBB Baa2 48.1% 48.7% 8.3% 7.9% 51.5%
Integrys Energy Group Inc. Strong Significant 24 149 3.9 53.2 BBB+ Baa1l 47.1% 50.7% 8.5% 8.8% 53.4%
Northeast Utilities Excellent Aggressive 22 8.3 26 59.4 BBB Baa2 37.6% 40.7% 11.8% 9.2% 39.9%
NorthWestern Energy Excellent Aggressive 23 21.8 4.1 55.0 BBB Baa2 48.4% 43.5% 6.8% na na
NSTAR Excelient Intermediate 36 18.8 4.9 61.9 A+ A2 35.7% 38.2% 13.5% 13.8% 54.6%
OGE Energy Corp. Strong Significant 45 242 5.4 54.0 BBB+ Baal 49.5% 44.4% 15.1% 12.1% 46.1%
PG&E Corp. Excelient Significant 27 216 3.8 56.3 BBB+ Baal 43.4% 44.2% 13.5% 12.2% 52.9%
Portland General Electric Co. Strong Significant 23 19.2 39 55.5 BBB Baa2 50.1% 46.9% 7.9% 8.4% 49.3%
Progress Energy Inc. Excellent Aggressive 24 15.8 37 58.7 BBB+ Baa2 44.8% 42.3% 7.6% 9.0% 47.3%
Scana Corp. Excellent Aggressive 28 169 4.0 59.0 BBB+ Baa2 42.1% 41.3% 11.2% 10.3% 46.1%
Southern Co. Excellent Intermediate 34 19.2 47 56.9 A A3 40.9% 41.5% 141% 13.1% 44.2%
Vectren Corp. Excellent Significant 28 188 44 59.0 A- Baa1l 41.2% 43.0% 10.4% 10.9% 49.1%
Xcel Energy Inc. Excellent Significant 23 173 37 60.0 BBB+ Baal 43.7% 4.7% 9.8% 10.4% 47.9%
Mean Excellent Significant 28 17.8 3.9 56.9 BBB+ Baal 44.4% 44.0% 11.3% 10.7% 48.8%
Median Excellent Significant 27 188 3.9 56.3 BBB+ Baal 43.7% 43.5% 11.1% 10.1% 48.5%
Notes.

"‘ Funds from Operations (FFO) is defined as income from continuing operations plus depreciation, amortization, deferred income taxes and investment tax credits less AFUDC and other FFO adjustmenis.
_" S&P adjusts debt and equity from book values for operating leases, post-retirement benefits and debt-like hybrids.
¥ Based on balance sheet values of short-term and long-term debt, preferred shares and common equity.

Sources:

Columns 1, 2, & 7: S&P, “Issuer Ranking: U.S. Regulated Electric Utilities, Strongest to Weakest®, March 2, 2010; "Issuer Ranking: U.S. Natural Gas Distributors and Integrated Gas Companies, Strongest
to Weakest® March 2, 2010 (for Vectren); and “Issuer Ranking: Canadian Gas and Electric Utility Companies, Strongest to Weakest", February 12, 2010 (NSPI).

Columns 3, 4, 5 & 6: S&P, "Credit Stats: Electric Utilities - U.S.%, “Credit Stats: Multi-Utilities - U.S." and "Credit Stats: Electric Utilities - Canada®, August 2009.

Column 8: www.moodys.com (3/16/10).

Column 9 and 10: Audited Financial Statements 2006-2009 (Maritime Electric) and S&P's Research Insight.

Column 11: S&P "Nova Scotia Power Inc.®, December 10, 2009 and S&P's Research Insight.

Column 12 and 13: Value Line Issue 1 (February 26, 2010), Issue 5 (December 25, 2009), and Issue 11 (February 5, 2010).



Parent

Alliant Energy Corp.
Alliant Energy Corp.
Consolidated Edison
Consolidated Edison
Consolidated Edison
Dominion Resources
DTE Energy
IDACORP Inc.

Integrys Energy Group Inc.
Integrys Energy Group Inc.

Northeast Utilities
Northeast Utilities
OGE Energy Comp.
PG&E Cormp.

EQUITY RETURN AWARDS AND COMMON EQUITY RATIOS
ADOPTED FOR THE SAMPLE OF U.S. ELECTRIC UTILITIES

Subsidiary

Interstate P&L
Wisconsin P&L

Consolidated Edison Co of NY

Orange & Rockland
Rockland Electric Co
Virginia Electric & Power
Detroit Edison

Idaho Power Company
Wisconsin Public Service
Upper Peninsula Power
Connecticut Light & Power
Public Service of NH
Oklahoma G&E

Pacific Gas & Electric

Portland General Electric Co. Portland General

Progress Energy Inc.
Scana Corp.
Southem Co.
Southem Co.
Vectren Corp.
Xcel Energy Inc.
Xcel Energy Inc.
Xcel Energy Inc.
Xcel Energy Inc.
Xcel Energy Inc.
Xcel Energy Inc.

Mean
Median

Progress Energy Florida
South Carolina E&G
Georgia Power

Alabama Power

Southem Indiana G&E
Northern State Power-MN
Northern State Power-MN
Public Service of CO

Southwestern Public Service

Northern State Power-WI
Northern State Power-WI

2007-2010

State

1A
wi
NY
NY
NJ
VA
Mi
ID
wi
M
(1)
NH
AR
CA
OR
FL
SC
GA
AL
IN
MN
ND
co
NM
Wi
wi

Decision Date

1/4/2010
12/18/2009
3/26/2010
7/16/2008
3/22/2007
3/11/2010
1/11/2010
5/29/2009
1/11/2007
12/16/2009
1/28/2008
5/25/2007
5/20/2009
3/21/2007
12/29/2008
3/5/2010
12/14/2007
12/31/2007
2007
8/15/2007
10/23/2009
12/31/2008
12/3/2009
8/26/2008
12/22/2009
1/8/2008

a/ Allowed ROE is base return before 60 basis point management efficiency premium.
b/ Allowed common equity ratio based oniy on debt and equity.

¢/ Alabama Power has a rate stabilization and equalization framework that was last revised in 2007.
If ROE is outside a 13-14.5% range, it is adjusted to 13.75%, with an equity ratio ceiling of 45%.

Source: Regulatory Research Associates

Allowed ROE

10.80
10.40
10.15
9.40

9.75

11.30
11.00
10.50
10.90
10.90
9.40

9.67

10.256
11.35
10.00
10.50
10.70
11.25
13.75
10.40
10.88
10.756
10.50
10.18
10.40
10.75

10.61
10.50

Allowed
Common

Equity Ratio

49.52
50.38
48.00
48.00
46.51
NA
39.48
49.27
57.46
49.52
48.99
47.66
46.00
52.00
50.00
46.74
53.32
NA
45.00
47.05
52.47
51.77
58.56
51.23
52.30
52.51

49.74
49,52

b/

Schedule 5
Page 2 of 2



Schedule 6

DCF COSTS OF EQUITY FOR
SAMPLE OF U.S. ELECTRIC UTILITIES
(BASED ON ANALYSTS' EARNINGS GROWTH FORECASTS)

Annualized Average Daily I/B/E/S DCF
Last Paid Closing Prices Expected Long-Term EPS Forecasts Cost of
Company Dividend Feb 16-Mar 15, 2010" Dividend Yield # (February 2010) Equity ¥
(1) (2) (3) (4) (5)

Alliant Energy 1.58 32.52 5.1 5.6 10.7
Consolidated Edison 2.38 43.33 57 3.3 8.9
Dominion Resources 1.83 38.86 4.9 5.0 9.9
DTE Energy 2.12 44.36 5.0 5.0 10.0
IDACORP 1.20 33.77 3.7 5.0 8.7
Integrys 272 45.43 6.6 10.0 16.6
Northeast Utilities 1.02 26.32 4.2 8.6 12.9
NorthWestern 1.36 25.64 57 7.0 127
NSTAR 1.60 34.47 49 5.7 10.6
OGE Energy 1.45 37.27 4.1 6.0 10.1
PG&E 1.68 42.37 4.3 7.4 11.7
Portland General Electric 1.02 18.91 57 5.8 11.5
Progress Energy 2.48 38.59 6.7 3.7 104
SCANA 1.90 36.58 5.5 53 10.8
Southern 1.75 32.19 57 4.8 10.5
Vectren 1.36 23.61 6.0 5.0 11.0
Xcel Energy 0.98 21.01 5.0 6.2 111
Mean 1.67 33.84 5.2 5.8 11.1
Median 1.60 34.47 5.1 5.6 10.7

1/ www.yahoo.com
2/ Expected Dividend Yield = (Col (1) / Col (2)) * (1 + Col (4))
3/ Expected Dividend Yield (Col (3)) + I/B/E/S Growth Forecast (Col (4))

Source: Standard & Poor's Research Insight, I/B/E/S



Schedule 7

DCF COSTS OF EQUITY FOR
SAMPLE OF U.S. ELECTRIC UTILITIES
(THREE-STAGE MODEL)
Growth Rates
Annualized Average Daily Stage 1: Stage 2: DCF
Last Paid Closing Prices I/B/E/S Average of Stage 3: Cost of
Company Dividend Feb 16-Mar 15, 2010" EPS Forecasts Stage 1 & 3 GDP Growth Equity ¥
(M @ ) (4) (5)

Alliant Energy 1.58 32.52 5.6 5.3 5.0 10.2
Consolidated Edison 2.38 43.33 3.3 4.1 5.0 10.1
Dominion Resources 1.83 38.86 5.0 5.0 5.0 9.9
DTE Energy 2.12 44.36 5.0 5.0 5.0 10.0
IDACORP 1.20 33.77 5.0 5.0 5.0 8.6
Integrys 2.72 45.43 10.0 7.5 5.0 13.3
Northeast Utilities 1.02 26.32 8.6 6.8 5.0 10.0
NorthWestern 1.36 25.64 7.0 6.0 5.0 11.2
NSTAR 1.60 34.47 5.7 5.4 5.0 10.0
OGE Energy 1.45 37.27 6.0 5.5 5.0 9.3
PG&E 1.68 42.37 7.4 6.2 5.0 9.8
Portland General Electric 1.02 18.91 5.8 5.4 5.0 10.9
Progress Energy 2.48 38.59 3.7 4.4 5.0 11.2
SCANA 1.90 36.58 5.3 5.2 5.0 10.5
Southern 1.75 32.19 4.8 4.9 5.0 10.6
Vectren 1.36 23.61 5.0 5.0 5.0 11.0
Xcel Energy 0.98 21.01 6.2 5.6 5.0 102
Mean 1.67 33.84 5.8 54 5.0 10.4
Median 1.60 34.47 5.6 5.3 5.0 10.2

1/ www.yahoo.com
2/ Forecast nominal rate of GDP growth, 2012-21

3/ Internal Rate of Return: Stage 1 growth rate applies for first 5 years; Stage 2 growth rate applies for years 6-10; Stage 3 growth thereafter.

Source: Standard & Poor's Research Insight; www.yahoo.com; Blue Chip Economic Indicators (March 2010); I/B/E/S (February 2010)



Alliant Energy Corp.
Consolidated Edison
Dominion Resources
DTE Energy
IDACORP Inc.
Integrys Energy Group Inc.
Northeast Utilities
NorthWestern Energy
NSTAR

OGE Energy Corp.
PG&E Corp.

Portland General Electric Co.

Progress Energy Inc.
Scana Corp.
Southern Co.
Vectren Corp.

Xcel Energy Inc.

Mean
Median

Source:  Annual Reports to Shareholders, Standard & Poor's Research Insight, www.yahoo.com

Debt and Preferred Shares Common Share Price Average Common Shares Outstanding

at Par in $Millions

(December 2009)

2,648
10,812
18,170
8,368
1,473
2,784
5,218
1,024
3,034
2,553
13,021
1,744
12,911
4,846
20,258
1,853
8,996

MARKET VALUE CAPITAL STRUCTURES FOR
BENCHMARK SAMPLE OF U.S. ELECTRIC UTILITIES

Daily Closing Price

2/16/2010-3/15/2010

32.52
43.33
38.86
44.36
33.77
45.43
26.32
25.64
34.47
37.27
42.37
18.91
38.59
36.58
32.19
23.61
21.01

in Millions

{December 2009)

111
281
583
165
48
76
175
36
107
97
371
73
281
123
820
81
458

Total Market
Capitalization in

$Millions

3,599
12,181
22,655

7,336

1,618

3,472

4,618

923

3,682

3,616
15,701

1,377
10,845

4,499
26,393

1,915

9,614

$7,885
$4,499

Schedule 8

Market Value
Common

Equity Ratio

57.6%
53.0%
55.5%
46.7%
52.4%
55.5%
46.9%
47.4%
54.8%
58.6%
54.7%
44.1%
45.7%
48.1%
56.6%
50.8%
51.7%

51.8%
52.4%
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