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l BACKGROUND

Inland Natural Gas Co. Ltd. ("Inland", "the Applicant") is the second largest
natural gas distribution utility in British Columbia. The Company's primary
business is the distribution of natural gas to over (00,000 customers in
54 communities in British Columbia., The service area extends from the Peace
River area in the north, through the Caribou and Okanagan regions to the West

Kootenays,

Wholly-owned subsidiaries of Inland include Columbia Natural Gas Limited,
Fort Nelson Gas Ltd.,, Grande Prairie Transmission Co. Ltd., Peace River
Transmission Company Limited, Inland Development Co. Lid,, Inland Gas & Oil
L.id. and Inland Natural Gas Marketing Lid.

Inland had owned directly 67.1% of the shares of Trans Mountain Pipe Line

Company Ltd. ("Trans Mountain") but in September 1985 sold 20% of its
holding to Transland Investments Ltd. thereby reducing its direct ownership of

Trans Mountain to 47.1%. Its indirect ownership remains at 67.1%.

At the date of the hearing after the issuance of additional shares by Inland,
Trans Mountain owned #5.5% of Inland's voting shares. Subsequently, in
February 1987 Trans Mountain sold 1.2 million common shares of Inland,

thereby reducing its interest in Inland to 36 %,

The corporate structure of the Inland group of companies {Exhibit 4, Tab 17} is
reproduced as Appendix A in this Decision., Appendix B illustrates Inland's

returns and other utility data for the period 1981 - 1987,

Inland last appeared before the Commission for general rate relief in October
1984 with a Decision issued January 1985, For fiscal yvear 1986, relief was
granted by a deferred income adjustment (Hot Gas, see page 22), which

remains subject to Commission determination in this Decision,



I THE APPLICATION

Pursuant to Sections 67(2) and 106 of the Utilities Commission Act, Inland
applied May 30, 1986 for interim and permanent rate relief to be effective
July 1, 1986. Based on a fiscal 1987 forecast the Applicant requested an
across the board increase of 2.32%, or $3,998,000 over existing rates, to
achieve a 15% return on common eauity {12.77% return on rate base). The

previous rate of return on common equity was 15.75%, approved by Decision
dated January 1, 1985,

By Order No. G-38-86, dated July 4, 1986, the Commission approved the
requested interim increase subject to refund with interest should the rates not
be confirmed, Order No. G-47-86, dated July 31, 1986, set down the

Application for public hearing to commence in Kelowna, September 22, 1936,

Four significant matters arose after filing of the Application on which the

Commission heard testimony at the hearing,

l. Inland applied for and the Commission approved the issue of one million
common shares of Inland for $11 million (Order No. G-53-86, dated
August 19, 1986). The capital structure of Inland was directed to be
subject to review at the public hearing. The capital structure of Inland

is discussed in Section X of this Decision.

2. Inland also applied for Commission approval to vary Order No. G-63-85
in which the Commission had approved Inland's earlier reguest to defer
approximately $l million revenue from fiscal 1985 to be amortized in
full in fiscal 1986, The Applicant requested the amortization to be
varied and spread evenly over two vyears, 1986 and 1987. By Order
MNo. G-54-86, dated August 25, 1986, the Commission approved the
request subject to review in the public hearing. This matler is
addressed in Section VI (2) of this Decision.



By letter dated August 27, 1986 (Exhibit 15A) the Mechanical
Contractors Association of British Columbia expressed opposition to
Inland's proposed activities relating to merchandising of natural gas
appliances. The Association contended that Inland would use its
monopoly status to provide unfair competition with contractors and
entrepreneurs to supply and install gas equipment. This matler is

addressed in Section IV (4) of this Decision.

On the basis of its Application, and by Orders No. C-3-85 and C-4-85
Infand was granted a Certificate of Public Convenience and Necessity
to provide natural gas service to the Village of Chase and the
unincorporated areas of Blind Bay and Sorrento. For each project
Intand was directed to file monthly progress reports, with a final report
showing the facilities installed, the costs thereof and the customers

being served,

By letter dated May 8, 1986 the Commission put Inland on notice that
significant cost overruns on the projects would be reviewed., This

matter is addressed in Section 1V (2] of this Decision.

Evidence for the Applicant was presented by Mr. R.E. Kadlec, President and

Chief Executive Officer; Mr. C.l. Kleven, Vice President, Finance and

Administration; Mr. R.T. O'Callaghan, Vice President, Gas Supply and

Engineering, Mr. G.M.O. Solly, Vice President, Operations; Mr. J.L.. Randall,

Vice President, Marketing and Utility Planning, Mr. J.D. Ferguson, Manager of

Gas Supply; Mr. W.R. Manery, Manager of Technical Services, and Mr. J.O.

Wessler, Manager, Regulatory Affairs and Dr. R, Evans, Financial Consultant.

Appearances were made by Mr. R.B. Wallace for British Columbia Forest

Products L.td., Caribou Pulp & Paper Company, Husky Oil Limited, Prince

George Pulp & Paper Limited, Northwood Pulp & Paper Limited, Westar

Timber Limited, Weyerhaeuser Canada Limited, and the Counci! of Forest

Industries; Mr. K.E. Gustafson for Consumers Packaging Inc. Mr. R.J.

Gathercole, Ms. J. Harry and Ms, J. Vance for Consumers' Association of
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Canada, Federated Anti-Poverty Group of B.C., B.C., Old~Age Pensioners
Organization, and the Council of Senior Citizens Organizations; Mr, J. Peirine
and Mr. R. Milner for British Columbia Petroleum Corporation ("BCPCY)
Mr. D.,K. Clark for Czar Resources Ltd, Ms. S.L. Taylor for Westcoast
Transmission Company Limited ("Westcoast");, Mr. V.J. Traynor for
Mechanical Contractors Association of B.C. and Mr. B. McClure for Janistar

Finishing and Heating Ltd,

In addition, Mr. V.J. Traynor, Mr. D.B. Harvey and Mr. H.R. Bach, representing
the interest of the mechanical contractors, appeared to give testimony on
Inland's merchandising activities, Dr, W.R., Waters also appeared as expert
witness on behalf of the forest industrial intervenors with regard to the

appropriate capital structure and rate of return on common equity of Inland.



il INTRODUCTION

The three member Commission Panel ("Commission") for this hearing was
comprised of Mrs, M, Tavlor as Panel Chairman, J.D.V. Newlands and N.
Martin, Mrs, Taylor was unfortunately forced to withdraw from the Panel for
personal reasons on the third day of hearing. Mr. Newlands, Deputy Chairman
of the Commission, took over as Panel Chairman for the balance of the

hearing.

Mr. Kadiec, President and Chief Executive Officer of Inland stated that
significant decreases in the volumes of gas sold, magnified by an increase in
the cost of service were the principal reasons Inland sought a rate increase.
His evidence was that cost increases were atiributable to increases in
insurance premiums, the need for greater marketing effort to retain existing
sales, inflation, additions to rate base, and the proposed adoption of more

equity in the utility capital structure (Exhibit 2, Tab |, p. 3).

Mr. C.B. Johnson, Counsel for the Applicant, in an extensive argument
addressed the principal issues of the hearings, which included the capital
structure, the appropriate equity component, business risks of Inland, rate of
return on equity, sales volumes, the strike adjustment provision, sales of gas to
Columbia, the revenue deferral on account of high heat content gas ("hot"
gas), supply nominations, operating and maintenance expenses, the deferred
interest account, intercorporate charges, capitalization of overheads, rate
base items, and the marketing department including natural gas for vehicles

and merchandising programs,

Mr. R.B. Wallace, Counsel for some major Industrial customers summarized his

argument as follows:

", . . this hearing has been longer than any of us anticipated, and in
my experience probably more complex and more difficult. In my
submission, however, the issues before you are fairly limited when
yvou take them down to their basic core.



The issues, simply put are the following First, is Inland going to be
permitted to continue to increase its margin, its costs of operations
at rates well in excess of inflation during a time when most other
sectors of the economy have learned to and continue to apply cost
restraint?

Second, is Inland going to be permitted not only to continue to
invest in plant which does not recover its costs, as is the case in its
mains extension program, and is it going to be permitted to expand
into new and equally unlucrative areas such as merchandising and
natural gas for vehicles at the expense of the general ratepayers?

Third, is Inland going to be permitted a return on eqguity well in
excess of that awarded by any board in the last year and, more
importantly, is Inland going to be allowed to earn a return on equity
that is not presented in the capital structure?

In my submission these questions are simple questions, but they will
require tough answers and a great deal of serious thought and
consideration before they are resolved. Inland has indicated that
the increase it seeks is only 2.3% on current rates, a statistic that
on its Tace is true, bul a statistic that does not tell the whole story
by any means.

The facts, when examined more deeply, show a much more complex
and | believe disturbing situation. A comparison of your January,
1985 decision and the current application shows that in the test year
Inland forecast decreasing sales and increasing costs. Inland is
projecting sales decreases of 1.5% since 1985, yet by way of
contrast Inland's own margin is up 12.6% overall, and on a per
gigajoule basis Inland's margin is up 14.3%, an increase almost triple
the rate of inflation we've experienced over the last two years — or
triple the annual rate of inflation, and 50% over the combined rate
of inflation.

What is Inland's reaction been to its declining sales, to its increased
costs, and to the drop in competitive energy prices generally? My
submission is that it has been to urge others to reduce their returns,
but at the same time to ask for more for itself."

{(Transcript pp. 2912 - 2914)

Ms. J. Vance, Coursel for the Consumers' Association of Canada and Old Age

and Anti-Poverly groups argued;

b, . . there are several submission we will make respecting the
increase Inland has applied for in this rate application. First,
despite certain laudible efforts Inland has not held its costs down as



much as it could have when compared to nor-regulated private
sector corporations that have implemented restraint mechanisms,

Second, there are components of Inland's management operation
that lack articulated and effective plans and sirategies as well as
ongoing monitoring mechanism in order to maximize cost efficiency.

In the result the increase is made necessary because of shortcoming
which Inland must be admonished to correct,

Third, there are certain components of Inland's marketing scheme
which should not be a part of a regulated utility's program.

Fourth, there are items contained in Inland's budget, the cost of
which are too high and the figures in respect thereof must
accordingly be decreased.

Fifth, Inland as a regulated utility is subsidizing both regulated and
non-regulated companies through a deficient method of calculating
intercorporate charges and a consequential failure to recover the
full value and range of tangible and intangible benefits it provides.

Sixth, there are certain costs Inland has included in its rate base
which relate to expenditures in respect of items which benefit
shareholders as well as ratepayers. An item may benefit ratepayers
one way, but benefit shareholders in another way, When that item's

cost is included in the rate base or treated as an expense the effect
is that the shareholders get a free ride. The Commission can
correct this by allocating to the shareholders a portion of the cost
of certain items,

Seventh, not enough has been done by Inland regarding the move to
its service area, and a Commission directive in this regard is
required,”

{Transcript pp. 3019-21)

The proceedings commenced on September 22, 1986 and concluded on

November 26, 1986 after 19 days of hearings including three days of argument.

The Commission has found the issues raised in this hearing to be most difficult
to reconcile as the Commission attempts to ensure safe, secure and reasonably

priced service for all customers and a stable environment to ensure that a



healthy utility will be maintained to provide a continuing level of highly valued

service through not only the next year, but well into the future,

The Commission has deliberated and debated extersively the issue of the
appropriate capital structure for Inland. As a result of extensive evidence on
this issue the participants at the hearing developed widely differing models of
the existing capital structure of Inland utility. Section 1X of this Decision

deals with the appropriate capital structure for regulatory purposes,



v RATE BASE

Mid-year fiscal 1987 utility rate base is forecast to be $!42.5 million., Plant
additions for 1987 are forecast at $9.2 million, compared to actua! additions of
$13.2 million (1986) and $12.2 million (1985). Natural Gas for Vehicles ("NGV")
fuel stations estimated at $I.9 million {exciusive of overhead) are forecast as

major additions to plant.

A significant component of plant additions in previous vyears has been
extensions to outlying communities funded in part by the Distribution System
Expansion Program("D.S.E.P.") and the Gas Extersion Assistance Program
("G.E.A.P."). DSEP funding is no longer available.

As reflected in Appendix B, capital investments relating to traditional markets
are forecast to decline but activity in related areas of merchandising and NGV
are being pursued, However, major future capital investments may be
required for peak shaving purposes if warranted by recent restructuring of
Westcoast's tariffs or by changes in Inland's load profile,

1. Natural Gas for Vehicles (NGV)

Inland's Application provides for additions to plant in service of $1.9 million
for fleet and public NGV stations. Up to July |, 1986 cumulative capital
expenditures on NGV activities amounted to $250,000, Forecast expenditures
of almost $2 million for 1987 demonstrates a dramatic increase in
management interest in NGV (Exhibit 4, Item 27, p. 4).

Test year 1987 NGV sales are forecast at 133,000 GJ with a contribution at
the gross margin level of $519,000 (Exhibit 4, Item 27, p. 1) or $3.90/GJ
compared to the system average of $1.22/GJ.



Inland was questioned by several parties regarding its NGV programs for the
provision of compressors and dispensers along with a program to assist
conversion of vehicles. Mr., Kadlec pointed out that the NGV market was the
newest and one of the more profitable market available for expansion by
Inland. However, he acknowledged that during the first half of 1986 expansion

of NGV sales had been slower than hoped.

The Commission recognizes that NGV is a significant growth prospect for
Infand, B.C. Hydro Gas has already demonstrated the inroads that can be
made via this new market. Moreover, NGV sales have a desirable provincisl
impact by displacing imported oil with B.C. natural gas. British Columbia is

currently a North American leader in this field.

In response to a request from Commission staff Inland provided a contribution
analysis of the costs of NGV, summarized as Exhibit 4, ltem 27, page I. The
evidence shows that the calculated rate of return on investment is presented
on an incremental cost rather than an average cost basis. The practice of
Inland is to only capitalize overheads directly applicable to the NGV projects
(at a rate of approximately 5%) and not to apply full utility overheads as
applied to other utility capital expenditures. For fiscal 1987 total overhead
capitalized as a percentage of total capital additions represents 51.9%
(Exhibit 88).

With respect to the incremental costing of overheads for NGV, the
Commission believes it appropriate to continue the current practice while
NGV development is in its fledgling growth period. However at some future
date the NGV market will mature and should then be reauired to carry full
utility overheads. Full allocation of overheads would then afford equal

opportunity for other investors entering the market.



2. Pipeline Extensions to Chase/Sorrento

Corsiderable time at the hearing was spent reviewing the circumstances and
costs related to the pipeline extension by Inland to serve the community of
Chase, This extension received substantial funding from both the federal and
provincial governments under D.S.E.P. and G.E.A.P. The original estimate of
cost for the project was $l,647,943 but the final estimate rose 1o $2,225,18i
{see Appendix C).

Inland pointed out that the increased cost of the project was a result of poor
weather during construction and substantially more rock to be blasted than
originally forecast., To assist in offsetting the increased cost of the project,
Inland switched funding from the federal and provincial programs to increase
the contributions, and the utility increased the expected revenue from
customers wunder ils six year mains extension test. Based on Inland's
adjustments, the utility argued that it was within the bounds of a 20% overrun
on the Chase and Sorrento projects, if the two projecis were considered
together, The Applicant, however, even though aware of the apparent cost

increases did not seek any amendment to its Certificate.

The Commission considers the Chase project to be separate from the extension
to Sorrento. Funding from the federal government was made on an individual
project basis and the B.C. Utilities Commission issued separate certificates,
The Commission will assess the final costs on the Sorrento project when that

project is completed,

At the public hearing held by the Commission before awarding the Certificate
to construct the extension to Chase, the Applicant advised the Commission
that capital costs on project extensions could range up or down by 20%. The
Applicant pointed out that more work than normal had been done on the
estimates of the Chase extension and the utility had greater confidence in its

forecast for that project.



The Commission recognizes that extension projects with significant fixed
federal and provincial contributions create a leveraged situation where any
cost overruns greatly impact the utility funding. Bearing in mind this leverage
effect, the Commission believes the utility has an even greater fiscal
responsibility with respect to projects where substantial public funding is
provided. The Applicant conceded that the funding from the government

bodies had been premised in part on the cost estimates provided by Inland.

With these factors in mind, the Commission is prepared to accept a cost
overrun of 20% on the project cost estimate approved when the Certificate of
Public Convenience and Necessity was issued for the Chase extension., If the
Applicant had brought this matter to the attention of the Commission at the
outset, through the appropriate Application, the above problem may have been
avoided, The Sorrento project will be considered on its completion. The value
to be used for rate base purposes for Chase is accordingly $1,977,532. The
amount disallowed should be depreciated at the approved rate and included in

the cost of service.

3. Propane Air Plants

Infand testified that four propane air plants with a net book walue of
approximately $400,000 were included in rate base but are currently not
operational. The utility had included upgradings of these plants in ils capital
budget for 1985 for an expenditure of approximately $i00,000 to improve
safety so they could remain operational under new safety regulations.
However, even though the Commission approved the upgradings these
expenditures were not undertaken and, as a result, the provincial gas
inspection department no longer approved operation of the plants after

December of 1985 (Transcript p. 2655).



Inland testified it was reviewing its overall gas supply and peak shaving

requirements and these propane air plants could form a part. This work was

not complete at the time of the hearing and so no commitment has been made

on the status of the propane air plants.

Mr. R.B. Wallace, counsel for Industrial intervenors argued thal the plants are
no longer used and useful and do not meel current safety standards., His
recommendation was to remove the plants from rate base {(Transcript p. 2952).

The Commission, in agreement with Mr, R.B. Wallace, is concerned that Inland
continues to carry the depreciated value of the plants on its books when they
are no longer operational and so for the moment, has removed the net book
value of the plants of approximately $400,000 from rate base. These costs are
to be held in Account No. 102 as a non-rate base category of "Gas Plant Held
for Future Use", Depreciation is to continue to be taken as a cost of service
in the normal manner and credited to Account No. 105 in a subdivision entitled

"Accumulated Depreciation - Gas Plant held for Future Use",

At the same time, the Commission recognizes these plants could be valuable
for peak shaving purposes, particularly in light of the escalation in Westcoast
demand charges in the past few years. The Commission therefore directs

Inland 1o complete a review of the future requirements of the propane air
plants by December 31, 1987 with a report to be provided to the Commission,

This report is to include details on the current book value, disposition value,

preferred location for emergency and peak shaving purposes, value for peak
shaving purposes, and expected upgrade costs for them to be made operational.

The propane air plants should be compared with other peak shaving
alternatives including contracts with industrial customers, If the result of the

studies indicate that these plants are no longer used and useful then an



accelerated write-off should be considered, At that time the Commission will
further determine on the amounts held in Account No. 102, This may result in
reinstatement or an accelerated write-off in view of the past service provided

by these plants.

4, Merchandising of Natural Gas Appliances

On June 12, 1986 Inland applied for Commission approval permitting a
promotional incentive program to allow new and existing customers to upgrade
their own heating equipment for a small initial investment., In tandem with its
new incentive program Inland had set in motion a dealer marketing program
whereby Inland or its agents supplied and installed furnaces and water heaters,

as well as a full range of gas appliances.

Authority to sell appliances is contained in Section 23(2) of the filed Tariff,
general conditions, approved February 1977, which states, "The Company may
sell gas appliances on a cash or finance plan basis and make reasonable charges
for these services". Inland does not have authority in the tariff to install

appliances.

In June 1986 the Commission received a number of complaints from concerned
contractors who derive their income from the sale, installation and repair of
furnaces, water heaters and other equipment., By Order No. G-45-36 the
Commission approved Inland's promotional incentive program, but because of
concern aboul Inland's merchandising activities, requested submissions to be
heard at the revenue requirements hearing. The objective must be a program

which is fair to all parties - contractors, customers and Inland.

Inland's program was described in Mr, J.L.. Randall's letter of July 15, 1985,
filed as Exhibit 4, ltem 21{(a), pp. | - 3 and is reproduced as Appendix D to this

Decision, In argument Mr, C.B. Johnson, counsel for the Applicant, stated:

"What | think is at the bottom of this, Mr. Chairman, it is my
submission at least, that the contractors wish the utility to spend

money on promotion. They are desirous of this occurring. They



weren't aware that part of the Inland program involved going out
and actively knocking on doors, but the contractors want Inland to
spend the money on promotion and then in essence hand them over
customers, They really want the expenses involved with promotion
to be utility expenses and the profits associated with the sale of the
appliances, the furnaces, 1o be a profit to the contractors.

And it is my submission that if the expenses for promotion of the
sale are to be borne by the utility and | suggest that it is in the
interest of the customers of a utility and In the interest of increased
gas sales to promote these appliances. If the expenses for
promotion are to be borne by the utility, then the benefits, i.e. the
profits from the sale of the appliances, should be to the utility.”

{Transcript pp. 2831 - 2832)

Mr. V.J. Traynor, Executive Vice President, Mechanical Contractors Asso~
ciation of British Columbia, gave evidence at the hearing (Exhibit 21) opposing
Inland's merchandising program. This is reproduced as Appendix E to this

Decision. In argument Mr. Traynor stated:

"We wish 1o express again our contention that the type of
competition that Inland Natural Gas is proposing is made possible
only by their special status which is granted by the Utilities
Commission, The advantages of Infand Natural Gas with this special
status are extensive.

They include the areas of capitalization, administration and

overhead, name, credit information, billings and direct-from-
manufacturer ordering. We believe that the testimony of Inland
Natural Gas during these hearings amply justifies our point that in
the areas of capitalization, administration and overhead the utility
has an advantage over any and all of their competition."

{Transcript pp. 3057 - 3058),

The contractors argued that Inland should restrict its merchandising efforts to
advertising and promotion and let the wholesalers and contractors do the
actual selling, installing and servicing of gas equipment with the end result

being an increase in the volume of gas sold by Inland (Transcript p. 3065).



Inland testified that the principal purpose of its merchandising efforts was to
increase gas volumes sold {(Transcript p. 607), Its "test" program covered 72%
of its customer base {Transcript p. 923); and the merchandising function costs
as shown on Exhibit 4, ltem 21{c) were costed on an incremental cost basis,
with no general and administrative costs allocated (Trarscript p. 920). The
Commission notes that with regard to replacement eaquipment no increase in
gas consumptlion would result and in fact if high efficiency eauipment is

installed a reduced consumption may well take place.

The Commission learned there had been no contact by Inland with the
Mechanical Contractors Association to determine whether a joint program
might be undertaken (Transcript p. 811). Before the hearing completed two
meetings occurred but the Commission understands these to have been

unsuccessful in reaching a consensus between the contractors and Infand.

The Commission has considered the concerns expressed by the Mechanical
Contractors Association as well as the approval given by the Commission to
Inland to sell appliances in 1977 as set forth in Section 23(2) of the filed
tariff. The Commission is particularly concerned with what from the evidence
appears to be a pricing advantage accruing to Inland from incremental
pricing. From the contractors' perspective incremental pricing will preclude
them from competing and since the merchandise sales program is not

profitable without an income credit from additional gas sales, a hardship could
result to Inland's customers and shareholders while benefiting the new

equipment purchasers in the short-run,

In the interest of ensuring fair and equitable competition in the marketplace
and not inhibiting the market penetration and availability of appliances, the
Commission believes furnaces, fireplaces and water heaters sold by Inland
must bear the full cost of sale including full overheads, but all other

appliances can continue to be priced incrementally.



The exception to the above would be that if Inland wishes to be involved in
special initiatives or incentives with regard to gas furnaces, fireplaces and
water heaters the same initiatives and incentives must be made available to

dealers and contractors.

While the Commission does not want to remove Inland from the appliance sales
market entirely at this time, it does want to remove any artificial advantage
Inland might have created through its adoption of an incremental pricing
policy. A fully competitive market would be of benefit to all parties. In order
to ensure a smooth transition from incremental pricing and permit an orderly
reduction in inventory, if this is in fact required, the revised pricing policy will

become effective April |, 1988 for gas furnaces, fireplaces and water heaters.

In the interim, if the inventory reduction is required, Infand must not adopt a
merchandising strategy which would further imperil the ability of small
business operations to competle and to provide the appropriate support service
to Inland after April |, 1988, Commencing in September 1987, Inland will
provide the Commission, on a monthly basis, a revenue and cost report with

regard to the sale of furnaces, fireplaces and water heaters,

5. Deferred Interest Account

The Commission in its Decision dated March 18, 198! approved the esta-

blishment of a deferred interest account to absorb volatile fluctuations in its

short~term interest rates,

Since the early part of 1986, short-term interest rates appear to have
stabilized, In fact, Inland's subsidiary, Columbia, requested and received

permission from the Commission in fiscal 1986 to allow the cessation of a
similar account in favour of a forecast rate.

The Applicant explained that (Transcript p. 2695) "while the percentage of

short-term debt in Columbia is a greater component of the capital structure,
the overall debt levels are significantly lower. Any swing would not impact on



the Inland earnings per share as greatly as it would in Inland if those swings
existed." The Applicant also stated that (Exhibit 4, Tab 4, p. 2) "Previous
evidence of the Company's financial witnesses has noted that the use of the
interest deferred account has been one of the steps taken by the Commission
toe minimize regulatory risks . . . an alternative would be to include a

prospective issue of higher cost fixed rate long-term debt in the capital

structure.”

Dr. Evans testified that {Transcript p. 1209) "I think it would be advantageous
to all concerned to keep that account, just as | do the strike adjustment
provision. None of these things in and of themselves at this juncture, | would
venture to say, would probably cause me to move~off of my recommendation,
but they all contribute to the perception on the part of investors that this
Commission is doing everything it can to reduce regulatory risks, and provide a
reasonable regulatory environment in which this company can operate.”

In light of the above evidence, the Commission approves the continuation of
the deferred interest account. However, in order to protect utility customers,
and in view of Inland's greater diversification and investment in non~utility
activities, the Commission directs that only deferred interest pertaining to the
utility operation should be apportioned for rate base treatment and
amortization, Deferred interest charges must be calculated in accordance
with the instruction contained in the January 11, 1985 Decision (p. 9).
Furthermore, complete details must be available for audit by Commission
staff,

The Commission has incorporated a short-term rate of 8.5% in the capital

structure to reflect the current trend in short-term interest rates,



\' SALES

Fiscal 1987 total sales of 48,029 TJ were forecast 5% lower than 1986
normalized projected results largely due to reduced forecast sales to large
industrial customers and Columbia. Although purchase contracts had not been
signed by Northwood Pulp, Prince George Pulp, Westar Timber and
Weyerhaeuser to take effect from November |, 1986, Inland included these

loads in its forecast sales volume,

Inland's farge industrial sales forecast was derived from the customers' own

projections (Transcript p. 838) and the Commission accepts those estimates,

The Applicant forecasts use per residential customer at 106 GJ in forecast
1987, Records for 1985 and 1986 showed normalized use in fiscal 1985 and
1986 of 107.1 GJ and 107.4 GJ respectively (Transcript pp. 541-544), The
Commission recognizes forecast use per account is judgmental, and the

Applicant's estimate of 106 GJ is reasonable.

Sales to Columbia have normally been subject to particular review in the
Infand hearings due 1o the non arms-length relationship. Constraints on
potential sales are Columbia's 60% load factor with Alberta & Southern ("A §
S"), the price differential of Inland and A & S gas, and availability of Inland
gas., Gas deregulation has introduced added uncertainty from the revenue
requirement perspective as gas purchase opportunities may influence the

ability of Inland to supply Columbia under certain circumstances,

At the outset of the hearing Inland requested the Commission to approve the

establishment of a special deferral account to be operated as follows:

"Inland, in view of the continued uncertainty that exists both for
pricing in Alberta and pricing in British Columbia, proposes and
seeks Commission approval of the establishment of a deferral
account which would be pegged at the amount projected, the sales
volumes and the revenue projected, and then deviations from that
projected revenue would be recorded in a deferral account,
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iIf Inland were able to make increased sales or sales at a higher
margin to Columbia, that extra revenue would be put in a deferral
account, Conversely if the sales volume or the margin fell below
that forecast the shortfall would be put in a deferral account to be
dealt with in future years."

(Transcript p. 43)

Mr. Solly, Vice President, Operations testified (Tramscript pp. 2389 - 2413) on
a policy issue concerning the shift of forecast sales to Columbia from fiscal
1985 to fiscal 19856, The record shows that actual fiscal 1986 sales were
1,700 TJ more than forecast partly due to a shift of sales of approximately
500 TJ from fiscal 1985 to 1986 (Transcript p. [460). This shifted revenue
between the two fiscal years, although the gas was moved within the same gas
contract yvear, November |, 1984 to October 31, 1985 {Transcript pp. 1457 -
1460).

Considering the above circumstances and the reqguest of the Applicant, the
Commission approves the establishment of the requested deferral account to
commence July |, 1986. It is to operate in the manner proposed on Transcript
p. 43, as guoted above. The balance of the account is to be carried in rate
base as a deferred charge or credit with the appropriate cost attributed

thereto.



Vi GAS PURCHASES

Intand purchases all of its natural gas, except for that exchanged with
Columbia, from Westcoast, In turn, Westcoast purchases natural gas from the
B3.C. Petroleum Corporation. Two matters respeciing gas purchases arose at

the hearing and the Panel's views on these matlers are discussed below.

l. Westcoast Costs

3 3
Inland's Application includes a Westcoast demand charge of 4,900 10 m per
33
day at a rate of $229.457 per 10 m per month, meaning that the Westcoast
capacity charge is forecast to be $13,492,000 (Exhibit 1-08-01).

The basis for the contract demand volume is Mr. R.T, O'Callaghan's letter of
October 31, 1985 to Westcoast setlting out proposed terms for supply
November 1, 1986 to October 31, 1987 (Exhibit 1-08-03). Inland's nomination
for firm gas sales was for 4,500 !03m3 per day, but with a right of first refusal

to acquire a further 400 103m3 per day,

With the dramatic shift in pricing from commodity to demand in recent years
($75 per 10°m? per month, May 1985 compared to $486 10 3mg'/mo.,
January 1, 1987) it is clear that Inland must optimize its gas supply/demand
profile., Questions were raised in the hearing on reduced nominations,
increased peaking service, increased curtailment, concessions from industrials,
use of storage and other methods potentially usable by Inland {Transcript
pp. 369 ~ 371}, No savings reflecting optimization of the supply/demand
profile have been reflected in this Application or appear as firm alternatives

for the immediate future,

The Commission finds that Inland's actual contractual commitment to
Westcoast of 4,500 H)?sm3 commencing November |, 1986 has been maintained

throughout the winter season due to warmer than normal weather conditions in
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its service area. While Inland may have required additional gas if unusually
cold weather had occurred, the fact is that Inland did not incur the added
expense and should not recover extra revenue from customers for the 1987
fiscal year. The Commission has also reviewed Inland's expenses for peaking
and overrun gas requirements, and finds that the actual expenses do not

exceed those budgetted for. Therefore, the budgetted expenses are accepted,

At the hearing Inland gave an undertaking to provide further information with
respect to certain gas supply matters, By letler dated May 29, 1987 Inland
adjusted its cost of A & S gas to 51¢/GJ, from 74¢/GJ, and calculated a total
saving of $1.1 million for the 400 103m3 contract demand reduction between
November I, 1986 and June 30, 1987. This account as set up by Order No.
G-32-87 dated June 2, 1987 is now refundable to Rates | to 10 customers
together with interest, and is exclusive of any other refund calculated in this

Decision.

At the reguest of Commission staff the Applicant submitted a pro forma auto-
matic fuel adjustment clause [Exhibit 4, ltem 8(e)l. Such a mechanism is
intended to deal with a mix of gas costs purchased from 2 number of different
suppliers. The Commission considers it premature at this time to set down a
formal mechanism and so future unit demand and unit commodity changes are
to be passed through to customers as they have been in the past with formal

Application and acceptance by the Commission.

2. Deferral on Account of "Hot Gas'

In the Spring of 1985, Inland's gas purchases from Westcoast contained a higher
energy content than forecast, causing an abnormal variance with unanticipated
revenues being earned. This resulted from Inland purchasing a lower volume of
gas from Westcoast (due to the higher btu content of the gas) while selling

that gas to its customers based on the energy content of the gas.
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In May 1885, Inland proposed to the Commission that the gas cost savings
identified at approximately $i million, be accrued and recognized in fiscal
1986. Inland's 1986 forecast alt that time targeted the allowed return on
equily at 15.75% after including the full $I million fortuitous revenue in 1986

income,

On that understanding, Inland's request was approved by Order No. G-63-85. In
the covering letter to the Order the Commission put Inland on notice that a
review of fiscal 1985 and 1986 revenue requirements were to be undertaken
for the Commission to determine whether a public hearing would be necessary
{(Exhibit 105).

By letter dated August 21, 1986, inland further requested thal income
recognition as approved by Order No, G-63-85 be amended to allow for the
amortization of the deferred credit to be spread evenly over a two-year fiscal
period, 1986 and 1987 (Exhibit 106). This request was approved by Order

No. G-54~-86 subject to review at the time of the hearing.

Mr. R.B. Wallace, Counsel for the indusirial intervenors, argued that heat
content is a cost of gas item which naturally should be passed through to
customers (Transcript p. 2924)., The Commission is satisfied that although the

full amount has not been passed through directly in rates as Mr. R.B. Wallace
suggested, the full amount of revenue has gone to the customers., Halif of the

gain was recognized in fiscal 1986 without which a general rate increase may

have been necessary. The remaining 50% is to be recognized in fiscal 1987, a

test year for rate-making purposes.



24

Vi OPERATION AND MAINTENANCE EXPENSE ('O ¢ M")

The Commission has used the approved level of fiscal 1985 O § M expenses as
the benchmarlk in the review of appropriate expenses for fiscal 1986 and 1987
{see Appendix F). Even though actual 1985 expenses exceeded the approved
level, the Commission in these circumsltances considers the approved levels to

be a more objective base level for the following reasons:

(a) Fiscal 1985 was the last test vyear for revenue reguirement
purposes,
{h) Today Inland's organization has greater involvement in non-utility

activities, therefore fiscal 1985 presents a clearer picture of
baseline costs to the Commission.

(c) Depending on the lime frame and circumstances which may arise,
the Commission accepts Decision-approved levels of expenditure
for comparative purposes. Actual levels of expenditures are
vulnerable to abnormalities,

Comparing the 1985 Decision with forecast 1987, the Applicant forecast total
1987 O & M expenses at a level of $2,440,000 greater than the 1985 Decision,
or approximately 14% higher. Approximately 30% of the increase represents
increased insurance expense., The overall increase represents a 4% increase

over two years while inflation has been about 7% over the same period,

Growth in customers served is forecast at about 7%.

The evidence shows $2,M0,000 is represented by increases in the following

major cost components:

Gross Payroll, net of transfers $734,000 7%
Other Employee Benefits, net of transfers {203,000) (12%)
insurance 808,000 358%
Materials and Services, net of transfers 1,101,000 25%
$22440,000 4%

3
|
?

(Ref: Exhibit 4, ltem 23, pages 1-3;
Exhibit 14A, page 2, and Revisions)
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I.  Shift of Costs from the Field to the Head Office

The total labour force is forecast to reduce by 26 people from the 1985
Decision level., This is represented by a decline of 39 people in Operations and
Cormstruction but with increases of seven In Sales and Service and six in

Vancouver Office (Exhibit Vol, 4, ltem 23, p. 4.

Aggregate remuneration of Vancouver office employees charged to utility
operations increased to $5,520,000 (1987) from $5,020,000 (1985), an increase
of 10%. On the other hand aggregate remuneration in operations and
construction has declined to $4,336,000 (1987) from $5,672,000 (1985), a
decrease of 23 % (Exhibit 14, page 10).

This trend is caused in part by a decrease in mains and service activity in the
traditional market. At the same time however, it seems deregulation and NGV
market development has increased the management cost of utility operations
in the short-term with the prospect of benefits flowing through to all classes
of customer in the future. A third reason is the increased activity in

non~-utility operations.

2. Allocation of Costs to Subsidiary
Companies, Regulated and Unregulated

Since 1985, Inland has increased its diversification into non-regulated
operations, the principal activities being oil and gas exploration, and gas
marketing, Indications of the increase in activity and allocation of
intercorporate charges for the vyears 1985-1987 are shown on Exhibit 40A

attached to this Decision as Appendix G.

(a) Charges to regulated subsidiaries

Inland's regulated subsidiaries include Columbia Natural Gas Limited, Fort
Nelson Gas l.td.,, Grande Prairie Transmission Co. Ltd. and Peace River
Transmission Company Limited. Since 1969, the appropriate charges to
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Inland's subsidiaries have been redetermined every three years, by a review of
the time spent by Head Office personnel on subsidiary matters {Exhibit 4A,
Tab 1, p. 17 In 1981 a management audit by Touche Ross & Co. conciuded that
Ithe inter-company charges to the subsidiaries are calculated in accordance
with sound cost allocating principles . . . and have been accounted for on a

consistent basis since 1969." (Exhibit 89),

Prior to 1985, Inland's investment was predominantly in regulated operations.
The method of allocating intercorporate charges was less contentious then
since charges to each subsidiary were scrutinized by the respective regulatory
agency. The Commission concluded in 1987, at least with Inland's charges to
Columbia Natural Gas Limited, that "although the Commission accepts that
the existing method of allocation may be reasonable, it should be reviewed
periodically to account for changes in operation and circumstances.”

{(Columbia Decision dated January 21, 1987, p. 19).

{b)  Charges to non-regulated subsidiaries

Companies in this category include Inland Gas & Oil Litd,, Inland Natural Gas
Marketing Ltd. and Inland Development Co. Ltd.,, and other joint venture

activities.

Evidence presented in this hearing indicated activities as follows:

"In the 1986 fiscal year Inland Gas & Oil Ltd. (formerly St. John Gas
& Oil Co. Ltd. ("IGO") became more active in oil and gas
exploration, initially through a joint venture arrangement with Esso
Resources of Canada Ltd. with respect to one well in the Deep Basin
area of B.C,

In December 1985, 1GO together with Trans Mountain Petroleum
Ltd, ("TMP"), a wholly-owned subsidiary of Trans Mountain entered
into a joint venture ("the Canadian Joint Venture®) with Canadian
Hunter Exploration Ltd, ("Canadian Hunter").
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Under the Canadian Joint Venture IGO0 and TMP each agreed to
contribute $12.5 million to fund a $i40 million exploration and
development program. Canadian Hunter agreed to coniribute the
remaining $15 million."

(Exhibit 4A, Tab I, p. 15)

"In August, 1986, Inland Gas & Oil Corp. ("GO Corp") and Trans
Mountain Oil Pipe Line Corporation ("TM Corp.") executad a joint
venture agreement with American Hunter Inc. whereby GO Corp.
and TM Corp. each committed $3.5 million to fund a $7 million
exploration and development program, primarily in North Dakota.
American Munter Inc. is a wholly owned subsidiary of Canadian
Hunter.

Upon the earlier of the expenditure of these funds on June 30, 1987
IGO Corp. and TM Corp. will each earn a 25% working interest in all
joint venture lands and a 42-1/2% working interest in the first well
spacing unit to be drilled in each project area containing the joint
venture lands,”

(Exhibit 4A, Tab I, p. 16)

"On April 30, 1986, Inland Natural Gas Co. Lid. formed a natural gas
marketing company called ING Marketing Ltd. which provides
industrials with those gas acquisition services which they are least
able to provide themselves,

The services provided through Inland Gas Marketing Ltd., are as
follows:

- Maintain supply/producer data base,

- Log of all consum mated and proposed transactions,

- Prompt notification of all sales and purchase tenders,

- Negotiation assistance between producers and subscribers,
- Arrange Westcoast transportation for delivery to Inland,

- Arrange Inland transportation through Inland's system

- Verify billing.

These services will encourage industrials to contract for a variety of

supplies to hedge against price changes. Moreover, these respon-
sibilities will help provide gas supply diversity which will maintain a
steady and reliable energy supply.

ING Marketing Ltd, hired a full time Vice-President and General
Manager on September |, 1986, to manage its affairs,"

{(Exhibit 4A, Tab [, p. 17)



28

Intand's unconsolidated financial statements for the year ending June 30, 1986

states in Note 6 to the Accounts:

"6, GUARANTEE

The Company has guaranteed the performance of ail the obligations
of Inland Gas & Oil Litd. which is committed to spend $8.5 million on
petroleum and natural gas exploration in 1987 under a joint venture
agreement.”

{Exhibit 55)

The Commission views the guaranteeing by Inland of obligations of its

non-utility subsidiaries as a potential imposition of a burden on the customers,

The Commission directs the company to investigate this problem and propose

solutions in its next revenue requirement hearing.

The methodology employed by Inland to account for non-utility charges is to
maintain a formal time-keeping system whereby each employee who dedicates
time to a subsidiary company completes monthly timesheets, By these
timesheets the company can monitor the type of activity and number of hours
devoted to each subsidiary company, regulated and non-regulated (Exhibit 4A,
Tab 1, pp. 2-3).

Mr. Kadlec stated in evidence:

"Inland Natural Gas isn't going to give a privileged arrangement to
Infand Marketing, or Inland brokerage, let's call it, so we don't get
confused here, that they would give to any other, and it's as simple
as that . . . And if there's any confusion on that, I'd like to assure
that won't happen.' {Transcript pp. 138-139)

", . . 1 can assure you that there's no advantage to, in it to us to
burden the utility with the costs that rightfully belong to another
company.! (Transcript p. 403)

"If you're saying that if we improperly charge our time to the utility
rather than charge it to the company that we're spending our time,
it puts a burden on the utility and | guess you're suggesting it's an

easy way to do it and provide lower-cost service to the other
company that's involved.! {Transcript p. 405)
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The issue of intercorporate charges and potential for cross-subsidization was
of major concern to all intervenors in the hearing. Evidence shows that
non-utility subsidiaries (both regulated and non-regulated) have not been
charged for Board of Directors meetings (Transcript pp. 2242-2249), and
Annual Report costs (Exhibit 97)., Questions were also raised with regard to
allocation of leasehold costs to subsidiaries (Exhibit 99), and intangible
benefits conferred by Inland to its non-regulated operations such as privileged
information (Transcript pp. 129, 567), affiliation and name recognition
{Transcript pp. 138, 2646-2651),

The Commission is very concerned that it is becoming increasingly difficult to
determine the extent of utility resources used for non-utility purposes.
infand's method of recording non-utility charges depends heavily on the
initiative of the employees recording their time and therefore may result in
inadequate allocations to non-utility functions. The record already shows that

some costs have not been charged to nor-utitity activities,

As well as the direct costs to be allocated to non-utility ventures the
non-utility companies benefit from a pool of skilled labour maintained at
utility customer expense. It may be appropriate for the utility to charge a
retainer for the availability of staff and facilities. The utility may also
consider charges for the provision of intangible benefits such as the

association with the utility name and guarantees provided by the utility.

The Commission considers that it must ensure the utility customers bear their
fair share of costs but to the extent practical do not bear unrelated costs., To
date the attitude of Inland is to allocate costs to the utility except where the
costs can be identified as non-utility costs., This results in a bias in cost
allocation to the benefit of non-utility ventures., The Commission holds the
view that any bias (if unavoidable) should flow to the benefit of the utility
customers since the non-regulated wventures have been initiated from the

resources of the utility,
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In recognition of the foregoing the Commission increases the charges to

non-utility ventures by $50,000 and will review this matter again in the next
proceeding.
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VIl OTHER MATTERS

I. Normalization

Several guestions were raised during the proceedings on the methodology used
by Inland to "mormalize" actual results. Principal normalizing adjustments
permitted by the Commission are adjustments for weather, strikes,
curtailments and for wvariations in the rate of short-term interest. The
Commission holds the view that the process of normalization is important to
all participants in the regulatory process as regulatory returns are based on
forecast test years assuming normal conditions, However, numbers produced

are notional and the basis of calculation is not an exact science.

The financial markets rely on actual results as a general rule and, all things
being equal, the regulatory process is well served if normalized numbers are
close to actual numbers. However, deletion of certain normalizing
adjustments may expose the utility to unnecessary risk and this is not an

option considered by the Commission at this time,

In the Commission's view it is an opportune time to examine the methodology
used to calculate the normalizing adjustments as approved by the
Commission. The Commission has reference particularly to the mechanics of
the strike adjustment and generally, use of a normalized retained earnings 1o

match the income statement adjustments,

The Commission has therefore directed Commission staff to review
normalization methodology with the Applicant as soon as possible. Depending
on the outcome of this review the Commission may request a written

submission from Inland.

2. Separation of Utility and Non-Utility Activities

The subject matter of separation between utility and non-utility activities was
discussed at Transcript pages 388-390 :
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Mr. B.J. Wallace: The Pipeline Review Panel had a recom-
mendation, which this note is found at 5.2.(ii), which | think I'm
guoting correctly as being a recommendation that there be a
separate Board of Directors with complete separation of
policy-making, management and accounting?

Mr. Kadlec: | don't know if it says separate Board of Directors, but
they don't feel it should be part of the utility, is my understanding.

The Chairman: Mr. Johnson?

Mr. Johnson: Mr. Wallace is quoling, | think accurately, but
referring to pipeline companies. The Pipeline Review Panel
distinguished between pipeline companies, and distribution
companies, and has a separate section which deals with distribution
companies,

The Chairman: All right, thank you, Mr. Johnson

Commissioner Newlands: To save the anticipation, Mr. Johnson,
does the distribution company say the same thing?

Mr. Johnson: No, they, | think it's fair to say that they realize that
it's a much more complex situation, and they're not quite so certain
as to what could happen with distribution companies.

Mr. B.J., Wallace: Well, then, let me just read what it says about
that at 5.2 (iil) under the heading, "Degree of Separation -
Distribution Companies®, and I'm reading the second paragraph, "The
degree of separation needed in the activities of a distribution
company is the same in principle as for transmission companies,
although the Panel recognizes the greater complexity of the
activities of the typica!l distribution company, and therefore the
need for a difference in practice."

I think that puts it all there. Mr. Kadiec, you made the observation
before that these are only recommendations, and my guestion is, do
you agree with that recommendation?

Mr. Kadlec: | think there has to be separation. The Board of
Directors, if we're the major shareholder, we can appoint, if that's a
concern, we can appoint a Board of Directors as shareholders of that
company that are not on the Board of Inland.

I don't think the important guestion is the Board of Directors, so
much as whether it's utility or non-utility.

Mr. B.J. Wallace: Is it Inland's policy to work towards the degree of
separation which has been recommended by that report?
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Mr. Kadlec: Well, we'll, | guess I'm not even convinced at this point
in time there is going to be a role for Inland Gas Marketing. But, as
the whole area develops we'll be re~examining that constantly, as we
are today. It's, | don't find the Board of Directors particularly—if
they say Board of Directors for the transmission companies, | don't
know why they would, but if that further degree of separation is
nacessary, I'd be quite happy to do it.

I'm more concerned over whether or not Inland Gas Marketing can
provide a service to the customer, and if it can't, then it will be

disbanded, If it can, and if it appears that as we get through the
contractual constraints that are out there, we will definitely look at

separating it as much as we can from the utility, even further than
what it already is,

Based on the above exchange, the Commission directs the Applicant to fully
examine the subject of separation, with a report to be provided to the

Commission by March 4, 1988 as further discussed in Section 1X,

3.  Sirike Adjustment

The Commission has used a strike adjustment in the setting of utility rates for
some years. In the recent Columbia hearing the subject was discussed and in

its January 21, 1987 Decision the Commission commented (page 16):

“The Commission will not require the Applicant to change its
method of strike adjustment alfowance at this time. However, the
purpose of the strike adjustment allowance is not to guarantee the
Applicant recovery of all previous losses due to strike but is a
vehicle to avoid requiring the Applicant to make forecasts for a test
yvear, The Commission will continue to consider other methods
which could yield more equitable results to both the Applicant and
its customers.”

The issue was also raised in this hearing, the main argument being that Inland
is awarded a risk premium as reflected in the rate of return on common equity
which takes into account financial and business risk. If the risk premium
covers the risk of strikes it follows that further protection should not be

afforded through the strike adjustment.
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The Commission as a result of concerns raised by others at the hearing directs

its staff to review the matter with Inland and report by December 31, 1987,

4, Head Office Location

The Commission believes that to the extent possible and efficient, a utility's
staff should be located within the service area. In the mosl recent Inland

Decision of January 11, 1985 the Commission stated:

the Commission) will expect the Applicant to keep this matter
under active comnsideration to determine whether or not departments
or portions thereof can be advantageously relocated in the future,”
{page 20)

Although the Applicant has engaged an outside consulting firm to review
relocation there have been continuing significant leasehold improvements at
the Head Office (Transcript pp. 1933 and 2080)., While the lease on the Head
Office premises expires in 1988 with option for renewal, the shift of costs has
been in the direction of grealer spending at Head Office and lower spending in
the field,

In consideration of recent activities the Commission directs Inland to file a
report with the Commission by December 31, 1987 citing advantages and dis—
advantages of relocating all or part of the utility head office into the service
area. The analysis is to include a statement of (a) financial and (b) economic
costs and benefits of such a relocation. All leasehold improvement
expenditures should be minimized until the study is completed and a review

thereof made by the Commission,
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5. Hearing Costs

In argument Ms. Vance raised concerns with regard to the hearing costs in
general and the need for the incurrance of specific cost at all such as the
rental of a "work room" at the Hotel Vancouver, when the Applicant's head
office is also in downtown Vancouver. The Commission is concerned with
regard to hearing costs and believes all reasonable steps must be taken to
minimize them. In addition, the Commission is concemed that an ineguily
may exist inasmuch as the Applicant can be allowed the full recovery of ils
costs while other participants must bear the entire costs regardless of the
contribution made in the proceeding. One method to overcome this potential
ineauity would be to permit the Applicant to recover, through its rates, only
the percentage of its costs upon which it has been successful. In other words,
if the Applicant were granted the full revenue reguirements sought, then the
full amount expended would be recovered. Similarly, if it received less than
that applied for, a lesser portion would be recovered through the rates, with
the balance absorbed by shareholders, This will be given further consideration

in the next proceeding.

Total hearing costs exclusive of intervenors costs which are not recoverable
pursuant to the Utilities Commission Act are to be recovered over two years

commencing in fiscal 1987, These costs total approximately $290,000,
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IX CAPITAL STRUCTURE

The determination of an appropriate capital structure for rate-making
purposes for the utility operation of Inland Natural Gas Co. Ltd. became the
focus of this 1986 Revenue Reguirement hearing. The Applicant and the
intervenors agreed that the interlocking relationship between Inland and Trans
Mountain is a unique one, and no other Board or Commission in the Canadian
regulatory environment has had to deal with this contentious area (Transcript
Dp. 2749 - 2751),

The Applicant utilized a capital structure for rate-making purposes that
included a common equity component of 35,49%. Intervenors disagreed and
maintained that the proper common equity component for rate-making
purposes should be 20%. In its simplest form, the difference arises because
the Applicant applied a "corporate capitalization® approach while the

Intervenors applied a "consolidation" approach,.

The above divergence of views resulted from the takeover of Trans Mountain,
Dominion Bond Rating services (D.B.R.}) in Exhibits 79 and 80 reported as

follows:

"THE TAKEOVER

inland Natural Gas Co. lLid. was involved in a lengthy takeover

battle, where it ultimately bought 67% of Trans Mountain Pipe Line
Co. Inland issued treasury common shares and acquired 67% of
Trans Mountain including $5.4 million of shares that it owned
previously., The effects of this takeover was:

{a) The creation of $19.2 million in goodwill, which was allocated
to land and land rights - items which are not depreciated.

{(b) Trans Mountain had acquired 93.5% of the shares of Inland,
Thus, with the takeover, one of the main assets that Inland was
taking over was itself, It had cost Trans Mountain close to
$60 million to purchase Inland shares.
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{c} Had Inland taken over Trans Mountain for cash, it would
virtually have wiped out all of Inland's eaquity since, in effect, it
would be taking over itself. Thus, the eguity that Inland has
largely emanates from the Treasury stock that it issued for
Trans Mountain shares,

{d) The net effect of this transaction on Inland's balance sheet was
negative, because equily declined after all adjustments, and
DBRS treats minority interest as neutral in the calculation of
asset base liquidity ratios."

One year later the December 14, 1984 report maintained the reduced ratings
and stated, "Additiona!l equity (was) needed to bring the balance sheet on side

and help interest coverage ratios,"

DBRS! analysis of liquidity contained the following:

"Debt levels were unchanged on a consolidated basis in 1984 and still
remain too high for the size of the equity base."

"The balance sheet, excluding Trans Mountain, is more reasonable

but with Trans Mountain, the Company still requires about $30 -
40 million additional eguity to bring its balance sheet into line.
Conversion of $45 million in floating rate bank borrowings to fixed
rate instruments has helped lock in some fixed rate debt, but the
level of debt is still too high for the equity base. This was all
caused by the addition of Trans Mountain which was debt financed.”

The February 28, 1985 report contains the following passages:

finland, however, has a very weak balance sheet, stemming from the
fact that it controls Trans Mountain, and Trans Mountain in turn has
a considerable interest in Inland Common shares. This hurts Inland's
balance sheet in two ways: (1) Trans Mountain debt is consolidated
with Inland; {2} Inland's equity base is reduced by the proportional
ownership of Trans Mountain in Inland shares. As a result, Inland
has too much debt for the equity base, and must esither have Trans
Mountain sell its Intand shares or issue new common shares to bring
its balance sheet into line. Unless additional equity is added, the
rating is in doubt.”
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"Consolidated balance sheet ratios are weak, and without further
injection of equity, interest coverage is expected to decline further
in 1985, The latter is being restricted by the large amount of
interest paid for borrowings related to Trans Mountain, and the loss
of deferred taxation since early 1984, What is needed is sale of
Inland shares by Trans Mountain to restore the balance sheet, or a
common sharse issue by Inland directly. The way things stand now,
there is simply too much debt for the equity base."

On November 15, 1985, DBRS had this to say:

"The consolidated balance sheet remairns weak, and the sale of 20%
of its Trans Mountain Pipe Line {TMPL) investment to a subsidiary
only corrects the problem artificialtly.”

"The balance sheet of Inland, excluding TMPL, is reasonable,
compared to other gas utilities, and debt levels are just under 50%
of total capitalization."

*Interest coverage for Inland on a stand-alone basis declined to
2.3 times in 1985, but remains comparable to other utilities,"

"The balance sheet, excluding TMPL, should remain at reasonable
levels in 1986 and will include additional investment of $15 million
in its utility system."

The Applicant's auditors, Thorne Ernst and Whinney, expressed their opinion on
the issue of balance sheet presentation of reciprocal shareholdings
(Exhibit 103):

"Intland Natural Gas Co. Ltd. ("Inland"}) currently owns #47.1%
directly and owns 50% of the common shares and 100% of the
participating preferred shares of Transland Investments Ltd,
("Transland"), which in turn owns 20% of the outstanding common
shares of Trans Mountain Pipe Line Company Ltd. ("Trans
Mountain®), Trans Mountain owns 45.6% of the issued common
shares of Inland. Prior to the sale of a 20% interest in Trans
Mountain to Transland, Inland was required by generally accepted
accounting principles to cornsolidate its investment in Trans
Mountain, After the sale of the Trans Mountain shares to Transland,
Inland has the option of accounting for its investment in Trans
Mountain on either a consolidated basis or by the equity method,

Under these circumstances, there exists two accepted methods of

accounting for the reciprocal shareholding the liguidation method
and the treasury stock method.
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Inland has chosen to continue to consolidate Trans Mountain in its
consolidated financial statements because of its significant
continuing interest in the company, the fact that this presentation is
consistent with that of previous years and because continuation of
consolidation was felt to be less confusing to Inland shareholders,”

Inland's 1986 Annual Report at page 22 states the following:

"The Company sold 20% of the outstanding shares of Trans Mountain
to Transland Investments Lid. in September 1985, The Company
owns 50% of the common shares and 100% of the participating
preferred shares of Transland., As a result of the Company's interest
in Transland together with its direct ownership of Trans Mountain,
the consolidated financial statements continue to include 67.1% of
Trans Mountain."

e Application

Inland submitted in its original Application a utility capitalization comprised

of:
Long~term debt 40.15%
Unfunded debt 14.07%
Preferred shares 10,29%
Common equity 35.49%

The derivation of the Applicant's capital structure can be traced through
Exhibit 4, Tab 17(b); 66 and 67 {attached as Appendix H).

It can be seen that Exhibit 4, Tab 17(b) commences with the consolidated
capital structure. The Applicant then reversed all consolidation entries to

arrive at Inland "legal® (Exhibit 55 of this hearing).

"Legal", in this context, means the unconsolidated financial statements of
Intand Natural Gas Co. Lid. in which Inland's investments in subsidiary
companies are shown at cost. These financial statements are prepared solely
for presentation to income tax and regulatory authorities and are not for

issuance to shareholders (Exhibit 55, Note 1 to the financial statements - basis

of accounting).
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The Applicant further disaggregated Inland legal into (a) Inland “utility”,
(b} "other utility", and (c) "non-utility" in Exhibit 4, Tab 17(b). The sum of
Inland utility and other utility, excluding Trans Mountain, is the amount put
forward by the Applicant for regulatory purposes. This amount has been
referred to as Inland's "corporate capitalization, a procedure Inland has
followed since 1982, For regulatory purposes the above-mentioned
jurisdictional utilities are individually regulated on the basis of their own

capitalization,

Mr. Kleven, Inland's witness, testified that valuable assetls were expended by
Trans Mountain in obtaining shares of Inland; these shares represent value, can
be sold and have the right to dividends. Therefore, he argued the cost of
Inland shares held by Trans Mountain, for the purposes of determining the

equity of Inland utility, should not be deducted from the parent's equity.

On page 2338 of the transcripts, Mr, Kleven stated:

i, . . that Trans Mountain on its own, on a stand-alone basis, had

adequate equily to support its rate base, and its other investments,
and . . . Inland is in the same position, that Inland non-consolidated
has equity to support its investment in rate base, in Trans Mountain,
and its other utility investments.,"”

2. Intervenors Position

Dr. Waters, appearing on behalf of the industrial intervenors, argued that
Inland's utility activities are supported by a common equity component of only
20%  (Exhibit 47, Table 9b), Dr. Waters' methodolgy is summarized in
Exhibit 47,



In his analysis, Dr. Waters used as his starting point the consolidated capital
structure of Inland., Dr. Waters argued that use of a balance sheetl prior to
consolidation would not reflect the downward adjustment that materializes at
the consolidated level for Inland in the form of a deduction of the purchase
cost of the shares in Inland held by Trans Mountain. This deduction effectively
eliminates, as an asset, the excess of Trans Mountain's purchase price for
these shares over their book wvalue (Exhibit 47, p. 43; Trarscript pp. 1303 -
i314).

The consolidated balance sheet of Inland was adjusted by Dr. Waters by
deducting an item for "Land and Land Rights" valued at $19.2 million. The
reason for this was that as the acauisition of Trans Mountain was accounted
for by the purchase method, on consolidation $! 9.2 million, being the excess of
the total investment over the book value of net assels acquired, was allocated
to Land and Land Rights (Exhibit 73 Intand Natural Gas Co. Ltd. 1983 Annual

Report, Notes to Comnsolidated Financial Statements, Note ).

Dr. Waters maintained that Land and Land Rights in the amount of
$!9.2 million carmnot be included in the rate base of either Inland or Trans
Mountain., Furthermore as both companies are regulated on the basis of
historical cost, a return cannot be earned on goodwill increments arising on
acquisition. Although there may be s substantial economic value in these Land
and Land Rights, Dr. Waters argued it can only be realized if Land and Land

Rights are no longer required for the pipeline service. For these reasons,
Dr. Waters reduced the consolidated equity by 35! 9.2 million,

The intervenors believed the consolidated common eauity supporting Inland's
activities is therefore comprised of the common equity per the Annual Report,
after including the recent equily issue, the minority interest in Trans Mountain

less the Land and Land Rights deduction referred to above,
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Dr. Waters conducted two tests of the adeguacy of the Applicant's equity

component:

I.  He applied the requested capitalization (35.5% equity) to the utility
operations, represented by a rate base of $lu2,805,000, and found
that a residual common equity component of 5.7% applied to the
non-utility operations [Exhibit 47, Table 9{a)l

2. Assuming that Inland's non-utility activities require an equity
capitalization of 40% the residual eaquity component supporting
utility rate base would be 20% [Exhibit 47, Table 9(b)].

Dr. Waters concluded "that the requested ratio (of 35.49%) is quile
unreasonable inasmuch as the actual! ratio is less than 20% even under very

generous assumptions' (Exhibit 47, p. 45).

3, Accounting lssues

Much discussion focussed on the concept of consolidated financial statements

and the accounting recommendations of the Canadian Institute of Chartered
Accountants or CICA (Exhibit 65).

Section 1600,03 of the CICA Handbook states that:

"Consolidated financial statements are those produced by
aggregating the financial statements of one or more subsidiary
companies on a line-by-line basis {i.e., adding together corres-
ponding items of assets, liabilities, revenues and expenses) with the
financial statements of the parent company (related by common
share  ownership) eliminating intercompany balances  and
transactions, and providing for any minority interest in a subsidiary
company. Consolidated financial statements recognize that the
separate legal entities are components of one economic unit and are
distinguishable from the separate parent and subsidiary company
statements and from combined statements of affiliated companies.
The distinction is based both on the nature of such statements and
on the difference in circumstances justifying their use.”
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The accounting treatment for equity when consolidating companies with

reciprocal shareholdings is presented in the following sections:

1600.70

(a) Where a subsidiary company holds shares in the parent company,
such shares should be presented on consolidation as if the parent
company had purchased its own shares,

1600.71

{a)  Where a subsidiary company holds shares of the parent company, the
issued share capital of the parent should be set out in full, with the
cost of the shares held by the subsidiary shown as a deduction from
shareholders' equity. (See Share Capital, Section 3240, April 1975)

Applicant's Position

Mr. Kleven described his methodology to capital structure as a "historic and
unconsolidated approach for the purposes of rate-making® (Transcript
p. 2337). He stated that, "on an unconsolidated basis there is plenty of equity
for the utility operation" (Transcript p. 2338). It is his view that the
Commission should be looking to Inland legal {Exhibit 55) financial statements
to assess the amount of equity available to the utility. He agreed with
Mr. Wallace that the CICA rules for reporting to shareholders on a

consolidated basis should be followed and Inland indeed does so.

Intervenors' Position

Mr. R.B. Wallace, acting for the Industrial intervenors, argued that, "Inland
must only be permitted to earn a relurn on eaquity actually invested and
available for the benefit of the users, Equity is the most expensive form of
capital, from a rate payers point of view and should only be used in the capital
structure when it is properly required to provide financial flexibility and a
reasonable level of protection to shareholders and debtholders by way of

appropriate levels of leverage and coverage." (Transcript p. 2954).
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By way of measuring the equity available to customers, the Industrial
intervenors advanced the position that the equity in Inland was that amount
shown in the Annual Report to shareholders of Inland Natural Gas. These are
the consolidated financial statements of the company and properly deduct the
cost of Inland shares held by Trans Mountain. In support of his position,

Mr., R.B. Wallace referred to various sections of the CICA Handbook.

Mr. Wallace argued that the whole purpose of the foregoing discussion is the
determination of a measure of a fair return to shareholders on the
shareholders' investment. To do this the most important statements to look at

are the consolidated statements (Transcript p. 2967).

Pursuant to the above, the consolidation process requires that some

$52 million (the cost of Inland shares held by Trans Mountain) be deducted

from the consolidated equity.

Mr. Wallace argued that the accounting rules are not in existence simply as a
mere accounting convention, but are put in place primarily to ensure that the
financial statements that are consolidated present fairly the financial position
of the company and are the statements whereby the shareholder judges his

investment in the company {Transcript p. 2968),

L, Commission Conclusions

The consolidated balance sheet of the company presents the book value of all
its assets on the left-hand side and various sources of funds financing those
assets on the right-hand side. In other words, Inland's consolidated capital
structure is a weighted average of the various capital structures supporting

the assets emploved in its several business activities,
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The comsolidated balance sheet as at June 30, 1986 shows the sources of

capital to be:

($000)
- unfunded debt 23,503 9.6%
- long-term debt 121,615 49,7
- deferred income taxes 20,089 8.2
- preferrad shares 15,918 6.5
- common equily 63,745 26,0
(including minority interest)
244,870 100.0%

On February 13, 1987, Trans Mountain sold 1,200,000 common shares of Inland
at $12.90 per share. According to the Applicant, Inland's common equity (as
reflected in the consolidated financial statements) has increased by
approximately $!u million, With this addition the consolidated common equity

component is approximately 30%.

Of the various business activities pursued by Inland, the Commission views its

gas distribution utility operation as the least risky,

The Commission agrees that the application of generally accepted accounting
principles on a consolidated basis shows Inland to be financed with a common
equity component (including minority interest) of approximately 30%, The
issue, however, in this proceeding is the appropriate capital structure for the
determination of just and reasonable rates and the Commission in these
circumstances believes that the principle inherent in the Applicant's proposal
provides the appropriate basis. In essence what has resulted from these
inter-company holdings is "double feverage" within Inland and this leverage
effect resuits in a higher rate of return on consolidation than that which is
allowed for regulatory purposes. Similar impacts are produced when a utility
is held by a holding company or for that matter another utility. An example of
this is the relationship between Inland and its wholly-owned subsidiary
Columbia Natural Gas Limited. The application of the principles put forward
by the Applicant results in an equity capitalization of 35.49%.
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The Commission, although adopting the principles in general, then considered
whether or not the end result provided an efficient capital structure, In
considering the approved capital structure for regulatory purposes the
Commission, amongst other matters, has considered the Applicant's historic
structure, the capitalization of other utilities and the level of perceived risk
for the utility operation at this time. The Commission has concluded that the
proposed capital structure by the Applicant contains approximately $l4 million
more equity than is reasonably required and accordingly the Commission
believes that the equity "injection' approved subject to review pursuant to
Commission Order No. G-53-86 is not reguired for Inland's interim utility
operations., Accordingly this amount, on a weighted average basis, has been
deducted from the Applicant's proposal, hence establishing an equity
component of approximately 32.5% which is approximately 2.5% higher than
the 30.09% adopted in the 1985 Decision,

This particular hearing was greatly extended and its costs considerably
increased by the discussion of the question of the utility's capital structure,
Unfortunately this may not be the last time this guestion is raised in the
hearing process as long as Inland, the Company, continues to include utitity
operations regulated by this Commission and other operatiors not regulated by
this Commission in the immediate Inland corporate structure. A simple
solution to the problem would be for Inland to isolate the Inland utility assels
regulated by BCUC in a company separate from Trans Mountain, Columbia,
Fort Nelson Gas and all of the related or non-related companies. With these
assets and expenses separated, the company would be a utility unto itself and
therefore would be much easier to regulate - a distinct benefit to customers,

shareholders and intervenors alike,

Another approach to a simplified corporate structure, rather than separation,
could be consolidation. If Inland's utility operations in British Columbia were
consolidated and then separated from Trans Mountain and the non-utility

subsidiaries, this too would simplify the determination of the overall revenue
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requirements, However, this may be more than offset by having to keep or
develop separate costs to support different regional rates. That is to say,

rates for Fort Nelson and Columbia,

These are not the only solutions and accordingly the Commission orders Inland
to address either of these approaches or others in the immediate future and
advise the Commission of the Applicant's recommended solution. This report

should be provided to the Commission no later than March 4, 1988,
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X RATE OF RETURN

Dr. Evans, the Applicant's expert witness on rate of return, testified that, in
his view, Inland's overall business risk has increased (Exhibit 3, Tab 1), He
attributed this to greater competitive risks together with the adverse
possibilities flowing from the proposed Westcoast toll design. With regard to
the decline in natural gas prices, he submitted that some reduction in long-run
capital recovery risks has occurred because of the competitive position of

natural gas vis-a-vis alternate fuels,

Dr. Waters, expert witness for the industrial intervenors, identified three

broad categories of business risk (Exhibit 47, p. 31):

I, The risk that the rates will not be set at a level sufficient to provide a
fair rate of return on total capital invested.

2. The risk that a particular period's operating and/or financing costs will
exceed those utilized in setting the rates, or that the revenues will fall
short of those projections.

3. The risk that the system will become uneconomic and will be shut down

completely or will be unable to recover fully its fixed costs, including
those relating to financing.

It was his opinion that none of these risks was such as to cause concern for
investors. To support his position, Dr. Waters pointed to the very positive tone

of Inland's Annual Report and to the continued strength of Inland's share price.

The Commission is aware of recent changes in the energy sector and of
Inland's particular circumstances. The effects have been both positive and
negative, offering opportunities and challenges. To date, however, the utility's
business risks have not changed in any material way such as to result in a bond

rating change or an altered perception by investors.

The question of financial risk flowing from the utility's capital structure has

been addressed at length in this Decision.
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The fear of rekindled inflation in 1986/87 has subsided and the long-term
Government of Canada bond yield was in the region of 9.75%. Considering
that the real rate of interest is still at a historical high and Canadian rates are
well above those in the United States, any sudden increase in the test vear
interest rates would sppear to be unlikely, The Applicant used 9.5% as the
yield for 1987 whereas the intervenors suggested 9%. The Commission is
satisfied that the range of 9 to 10% is a reasonable forecast for long-term

Government of Canada bond yields in the immediate term.
Dr. Evans used three tests in arriving at his recommendation:

I.  comparable earnings;
2. discounted cash flow (DCF) and

3. equity risk premium,

He gave primary weight to the results obtained from the comparable earnings
test and expressed reservations about the use of the DCF method because of

the difficulty in inferring investor growth expectations,

To permit Inland the opportunity to undertake new common equity financing
without dilution of nominal book value, Dr. Evans assumed a 110% to 120%

market-to-book ratio and a 60% payout ratio, He derived the following returns:

I.  comparable earnings 15.0% ~ 15.25%
2. DCF 14,0% - 14.7%
3. eaquity risk premium 14.3% - 15.3%

Evaluating the results of his studies and applying professional judgment to his

findings, Dr. Evans recommended a 15% rate of return on book common equity,
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Dr. Waters estimated the required rate of return for the utility-related
common eguity of Inland, He relied on the Discounted Cash Flow and Eauity
Risk Premium tests applied to samples of low risk non-utility corporations. As
a test of his resulls, he also used beta values for a sample of utilities. As a
result Dr. Waters was of the opinion that the efficient capital structure for
Inland utility should have a book common equity component of 30-32.5%
{(Transcript p. 1952). For that amount of common equity, he concluded that
the investors' required rate of return would be no more than 12 3/8% and that
the associated fair rate of return on common equity would be in the range of

12 7/8% to 13 1/8%.

The Commission believes that a rate of return on common equity in the range
of 13.25% to 13.75% on a 32.5% common equity component is fair and
reasonable. For revenue recuirement purposes the Commission has used a rate

of return of 13,50%.,
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Xl DECISION

Exclusive of any savings on account of lower contract demand, identified at
$l.l million, as discussed on page 22 of this Decision and deall with separately
by Order No. G-32-87 and which is subject to further consideration, the
Commission confirms an average rate increase of 0.34% for the 1987 fiscal

vear, to take effect from July 1, 1986,

The Commission confirms an average level of rates of 0.63% over permanent
rates existing on June 30, 1986, as at July 1, 1987. This small revision is to
reflect the full amortization of the "hot gas" credit as discussed on page 23,

which was completed as of June 30, 1987,

The interim increase of 2.32% in effect since July |, 1986 wiil required partial
refunding with interest in accordance with the terms of Commission Order No.
(G-38-86,

The Commission concludes that this Decision provides Inland with an
opportunity to earn a rate of return on common eguity of 13.5%, within a

range of 13.25% to 13.75%, based on a 32,5% common equity component,

The Commission will accept revised rate schedules in accordance with this
Decision supported by a reconciliation of rates, volumes and revenues, showing

also a calculation of amounts refundable,

DATED at the City of Vancouver, in the Province of British (Zoh{mbia,
this 6th day of August, 1987,

Jiﬁ)\/ NEWLANDS, Deputy Chairman

N. MARTIN, (},om missioner
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G-52-87

PROVINCE OF BRITISH COLUMBIA

BRITISH COLUMBIA UTILITIES COMMISSION

IN THE MATTER OF the Utilities Com mission
Act, S.B.C. 1980, c. 60, 2s amended

and

IN THE MATTER OF a Revenue Requirements
Application by Inland Natural Gas Co. Ltd.

BEFORE: J.D.V. Newlands,
Deputy Chairman;, and
N. Martin,
Commissioner

August 5, 1987

[NV )

ORDER

WHEREAS Inland @applied May 30, 1986, pursuant to
Sections 67(2) and 106 of the Utilities Commission Act (*the Act®) requesting
interim and permanent rate relief to be effective July 1, 1986; and

WHEREAS the Commission Issued Order No. G-38-86 granting
to Inland an interim refundable rate increase of 2.32% effective July !, 1986;
and

WHEREAS the Commission by Order No. G-47-86 set down the
Application for public hearing to commence in Kelowna on Monday,
September 22, 1986; and

WHEREAS the Commission has considered the Application and
the evidence adduced thereon, during 19 days of public hearing, all as set forth
in 2 Declision issued concurrently with this Order,

NOW THEREFORE the Commission hereby orders Inlend
Natural Gas Co, Ltd. as follows:

t. The Rate Base and Revenue Requirement for the Fiscal
Year ended June 30, 1987 are as set out in Schedule |
contained in the Decision,

{FLOOR. 8O0 SMITHE STAFET va
TELERWINE 1R04) 604700 TELER N4

RBLC VBZZET CaNaDA
CITOME T RRE r




BRITISH COLUMBIA
UTILITIES COMMISSICN

2 ORDER
G~52-87
NUMBER
2. Inland is to proceed with refunds to its customers of
record in the period July |, 1986 through August 31,

1987 as specified in the Decision of the Commission
issued concurrently with this Order. Such refunds are

to include' interest calculated as specified in Order
No. G-38-86. A reconcilistion schedule is reauired to
be filed with the Commission concurrently.

3. The Commission will accept for filing, subject to timely
filing thereof, amended Tariff Rate Schedules
confirming as firm effective September {, 1987, rates
which conform to the terms of the Commission's
August 6, 1987 Decision,

4, Inland  will comply with the several directions
incorporated in the Commission Decision.

DATED at the City of Vancouver, in the Province of British

Columbia, this 6th day of August, 1987,
BY ORDER

Deputy.Chairman

Y
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Public

Investm ents  L1d.

CORPORATE STRUCTURE
505 % INLARD £95%
Public -
Matural Gas Co Lid.
]
|
|
50 M Common 1
100 2 Preferred |
' 1
}
. i 47.0 %
BALLINAMORE 500 % TRANSLAND
Enterprises Ltd. Common ; 200 %

100 % Owned

TRANS MOUNTAIN 329 %

Pips Lins Company Ltd.

Transmission
Subslidlories

}

Gronde Proirle Transmicsion Co. Ltd.

Peacs River Tronsmission Compony Limited

Distribution
Subsidiarias

#

Columbio Natyral Gas Limited

Fort Nelton Gas Ltd.

N

Resource
Subsidiaries

%

Inland Development Co. Lid.

Inland Gos B 01 Lid,

intand Gas & Ol Corp. .

inland Notural Gas Markating Lid
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OPESRISONS COMMOM EQUITY RETURMNS &ND OTHER COMPARISONS 9/12/86
[THLAHD HATURAL GAS CO. LT0. FOR THE YEARS EMDING JUNE 30. |

YEARS Bot YIELD COMPMOM RATE BASE TJ°S NORMAL | LABDUR CUSTOME
L ALLOWED ACHIEVED  MORMAL |L-TCANADA'S] EQUITY T 000's SOLD TEMP FORCE  (awversie

1981 16.50% 16 657 M/b [ 15.22% 28.20% | $103,097 51,770 MR 315 55,4E84

{no rangz)
1982 N/C 13.587% 136813 1426% 29.50% $116,149 45,671 -9.00% 354 g2 177
1983 15757 13.45% 13.69% 11.79% 28.50% | $132,024 49,429 9.00% 3Vz 97,721
(1525%-16%)
19564 M/C 166773 17.20% 12.375% 28.50% | $137,660 48,426 8§ 50R% 3al 103,321
1585 15707 17.90% 15.00% 11.04% 28.80% | $143,674d 51,439 -6.007% 394 109,392
(}5:‘0”}6%“

19386 p/C 168.50% 15.60% 9.63% 29.60% $149 443 51,924 -450% 357 113,939

EST. ‘ :

1987 15.00% 33.10% | $153,803 47,923 normal 365 —HHE53
Test Yr. (Application) 117 5%
HOTES

1 19687 Mormalized ROE is from the BCUC Decision, May 1983,

2 1983 Normalized ROE is from hearing exhibit #u September 1983.

3 1984 Normslized ROE is from hearing exhibit "*’240fthc 1984 hearing.

4 1985 Normalized ROE i3 from a November 21, 1985 letter fo the BCUC.

5 Deferred tax balances are inluded in the Capital Structure.
b=
<

BRITISH COLUMBIA UTILITIES COMMISSION o

e
>
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EXi

1 /0

HEARING No.

ENTERED BY
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I GRE SORRENTO [ JOAL |-
] K ]
RIGDAL.  FIL PROJECTION DIFFEREME | ORIGIMAL FINAL PROJECTICH DIFFEREHE DIFFERENCE
X (m} (m) (m) | (m) (m) (m)
Transuission 4" 26,500 25,133 -1367
Transnission 3" 31,700 31,228 - 472
Tranamission 2" 6,400 6,761 + 361
370 3,08 I TR0 31,554 ZI006 ISy
Distribution 4" 4,110 5,445 +1335
Distribution 3" 2,100 3,535 +1435 14,315 17,245 +2330
Distribution 2" 3,610 4,231 + 621 39,270 38,608 - 662
| Distribution 1 144" ] 10,898 11,003 +105] 43,309 39,433 -3876 || I
TOTAL 16,68 18,769 +2161 101,64 100,732 - 872 +1789
CUSTGHERS (#) (#) (#) (#) (#) (#
Residential 250 A + 4 462 561 + 99
! Camercial | 25 66 41 | 2 42 + 151 |
| TOTAL 275 320 + 45 489 &3 + 114 + 159
st (s) () (s) (%) () (s) (s) ()
i Trangmission 1,293,661 1,664,638 +370,977 1291 1,270,900 1,418,508 +147,609 112
§ Land 57,000 187,44 +130,434 329 317,900 338,705 + 20,805 106
[ 1,350,661 1,852,072 +01,411 1371 1,588,800 1,757,214 +168,414 111
- Distribution 266,22 325,615 + 59,593 1221 1,440,472 1,671,867 +231,395 116
- Stations 31,260 47,495 + 16,235 152 &,3%0 93,632 + 11,282 114
- TOTAL 647, % 2,225,181 577,238 I35 3,111,602 3,522,713 #11,000 113 ||s 968,29 1213
N Revised Revised |
- CONTRIBUTICNS ($) ($) ($) ($) (3) ($)
5 Year Net Revenue 531,939 563,636 656,734 + 124,795 | 1,167,290 1,218,791 1,307,976 + 140,686
Provincial 615,000 736,000 736,000 + 121,000 685,000 564,000 564,000 - 121,000
Federal 500,000 529,100 49,811 - 51891 1,290,000 1,355,100 1,325,443 + 75,443
OTAL 1,646,939 1,828,736 1,887,545 +8240 606 1 3,102,290 3,137,891 3,197,419 + 95,1729 $ 335,735
AROJECT COST 1,647,943 2,225,181 + 577,238 135 3,111,622 3,522,713 + 411,061 113 383,329 121%
LESS INCREASED REV. | =~-==-- - 240,606 - 240,606 === | mmmmee - 95,129 - 95,129 —- 335,735 _— | ©
LESS INCR. FIXED (H | _------- - 135,225 .= 135275 | e - 80,748 - 80,748 — || 215973 _—- l\)
1,647,943 1,849,350 201,407 112 | 31111}622 3,346,836 235,214 8 || 436,621 109% |

AT A
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Item 21(a)
INLAND NATURAL GAS CO. LTD.
BOX 12503, 1066 WEST HASTINGS STREET, J. L. RANDALL
VICE-PRESIDENT , MARKETING AND
VANCOUVER, BRITISH COLUMBIA VBE 3G3 UTILTY PLANNING
: ) R DIRECT: (604) 661-9603
@ ‘ TELEPHONE(604) 684-0484 FAX: 661-0614

July 15th, 1986.

Mr. A. C. Michelson,

British Columbia Utilities Commission,
4th Floor,

800 Smythe Street,

Vancouver, B.C.

V6z 2E1

Dear Mr. Michelson:

RE: BRITISH COLUMBIA UTILITIES COMMISSION REQUEST FOR
ADDITIONAL INFORMATION ON INLAND'S PROPOSED PROMOTIONAL
INCENTIVE PROGRAM FOR FURNACES AND INLARND'S
MERCHANDISING ACTIVITIES.

Inland Natural Gas Co. Ltd. ("Inland") has proposed a
promotional incentive program to assist new and existing
customers to install natural gas heating equipment.

The purpose of the program is to encourage homeowners using
other fuels to convert to natural gas; to replace the
Federal Government Canada Oil Substitution Program grant;
and to assist existing customers in replacing or upgrading
their existing heating equipment, some of which is
twenty~-five years old.

The promotional incentive would be available to these new
and existing customers when they purchase a furnace from any
“retail outlet. Customers are free to purchase their heating
equipment from the dealer of their choice and have it
‘installed by any qualified dealer and be eligible for the
‘promotional incentive. There 1s no stipulation that they
must purchase their equipment from Inland or any specific
dealer.

The program will be promoted, upon approval, in such a way
that all furnace retailers and dealers in our service area
will understand that customers will be eligible for the
promotional incentive.

Wholly-Owned Subsidiary Companies
COLUMBIA NATURAL GAS LIMITED o FORT NELSON GAS LTD. » INLAND GAS & OIL CO.LTD. + INLAND DEVELOPMENT CO.LTD.
GRANDE PRAIRIE TRANSMISSION CO. LTD. » PEACE RIVER TRANSMISSION COMPANY LIMITED
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In a separate marketing program, Inland 1is planning an
expansion of its merchandising activities. This program

‘will be tested in two of Inland's regions, the north

including Prince George, Quesnel and Williams Lake and in
the Okanagan including Kelowna, Vernon, Penticton, Salmon
Arm, Osoyoos and Princeton.

This program is designed to assist our residential customers
in increasing the value they receive for their energy
dollar. It responds to the Commission's comments 1in our
rate application decision dated January 1llth, 1985 that

.Inland look into ways of assisting our customers in managing

their energy bills.
Specifically, the objectives for the program are:
* to offer consumers their best energy investment.

* to increase consumer awareness of our expertise for gas
products.

* to increase penetration of gas appliances beyond heating
equipment installations.

We will achieve these objectives by offering the consumer a

package of reliable energy information, quality products,
arranged installation and warranty.

This program will create considerable installation and
service work for our local heating dealers to whom we will
be subcontracting. Attached is an article that appeared in
a trade magazine that states the benefits one heating
contractor has received by working with Union Gas 1in a
similar program. Currently we have fifteen signed contracts
from local heating dealers and are expecting approximately

another fifteen signed dealers in the near future.

A recent Customer Attitude  Survey conducted by an
independent firm showed that many of our customers are
unaware of such items as new higher efficiency gas heating
eqgquipment. The survey also found that of the 1,000
customers contacted, 50% would prefer to purchase major gas
appliances from Inland rather than from a major retail
outlet or local heating dealer and 85% agreed that Inland is
the place to go for reliable information and advice about
conservation and equipment. These statistics reveal our
customers want to do business with us.

b
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Through this merchandising program, Inland 1is providing
leadership to stimulate demand for natural gas eguipment in
the marketplace.
Our aggressive promotion will not only benefit the heating
oy dealers directly, but in addition will respond to our
L customers' needs.

If you have any questions, please do not hesitate to contact
me.

Yours very truly,

9%f9(%uxﬁﬁég7

L . JLR:dmc J. L. Randall.
o : Attached.
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MECHANICAL CONTRACTORS 4230 4259 CANADA WAY
ASSOCIATION OF BRITISH COLUMBIA BURNABY, B.C. V5G 1H1

PHONE (604) 430-2454

Septerber, 1986

Mr. A.C. Michelson, Commission Secretary
British Columbia Utilities Commission
4th floor, 800 Smythe Street

Vancouver, B.C.

V67 2Ei

Dear Sirs:

Re: Public hearing re Inland Natural Gas

Capri Hotel, Kelowna, B.C.

Commencing September 22nd 1936
The Mechanical Contractors Association of British Columbia is an Association of
mechanical contractors and suppliers who supply and install natural gas equipment
throughout the marketing area of Inland Natural Gas. Although most members of the
Mechanical Contractors Association of the Okanagan Valley are not members of the
provincial Association, in this instance we speak on their behalf also. Thesame is

true of the Mechanical Contractors Associations of Prince George and Quesnel.

As an Association, we do not wish to take a position on Inland Natural Gas Limited's
application for interimand permanent rate relief of approximately 2.3%. Our sole
purpose in making this presentation is to express opposition to Inland Natural Gas'
proposed activities related to merchandising natural gas appliances. We would
remind you that many of the mechanical contractors and suppliers onwhose behalf I am
speaking use and pay for the services of Inland Natural Gas. None of these members
takes issue with the monopoly status of Inland Natural Gas insupplyingnatural gas.
They do, however, express serious opposition to Inland Nabural Gas using their
monopoly status and entering into competition with their ratepayers and with other
companies who do not have a monopolistic status that is approved by the Utilities
Commission.
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Public Hearing re Inland Natural Gas Page 2

In thelir proposal to merchandise natural gas equipment, Inland Natural Gas intends
to use their monopolistic status toprovide unfair competitionwith contractors and
entrepreneurs whose business it is to supply and install the gas equipment. Wesay
this is unfair competition, because their marketing program will benefit from a
captive andience of their customers or would-be customers, and secondly because
ratepgyers, who include the contractors and entrepreneurs against whom Inland
proposes now to compete,&qig underwriting this competition.

More specifically, the advantages of a Utility that has monopolistic status are in
the areas of capitalization, administration and overhead, name, credit
information, billing, and direct from manufacturer ordering.

Our Association and the people on behalf of whom I speak do not oppose marketing
activities of Inland Natural Gas that promote the sale and installation of energy
consuming equipment. This promotion, however, should be designed to assist the
contractor who sells, installs and services this equipment and also the wholesalers
from whom the contractor purchases his equipment. Both of these types of
businessmen, contractor and wholesaler, ensure our citizens of competitive prices
and continued services, based on performence and not on a monopolistic status.

We would refer you to the letter of J.L. Randall, Vice President Marketing and

Utility Planning, toMr. Michelson and the British Columbia Utilities Commission on
July 15, 1986. Onthe first page of this letter VMr. Randall outlines a promotional
incentive program to assist new and existing customers to install natural gas
heating equipment. On this page he indicates that "customers are free to purchase
their heating equipment from the dealer of their choice and have it installed by any
qualified dealer and be eligible for the promotional incentive. There is no
stipulation that they mist purchase their equipment from Inland or any specific
dealer. He adds the programwill be promoted, upon approval, insuch away that all
furnace retailers and dealers in our service area will understand that customers
will be eligible for the promotional incentive."
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Public Hearing re Inland Natural Gas Page 3

The Mechanical Contractors Association of British Columbia and the local
associations of mechanical contractors in the marketing area of Inland Natural Gas
do not take exception to this incentive program if it is carried out the way Mr.
Randall has indicated. We endorse Inland's promotional program to have people
convert from alternative energies to natural gas. What we object fo, however, is
described in page 2 and subsequent pages of Mr. Randall's letter to Mr. Michelson.

Mr. Randall writes that Inland will offer "the consumer a packsge of reliable energy
information, quality products, arranged installation and warranty". This, Mr.
Chairman and Commissioners, iswhat mechanical contractors and thogse for whomwe are
speaking today are tobtally opposed to. That is unfair competition.

We donot oppose marketingactivities of Inland Natural Gas that promote the sale and
the installation of energy consuming equipment. In fact, we appland such
activities. This promotion, however, should be designed to assist the contractor
who sells, installs and services this equipment. It should also assist the
wholesaler from whom the contractor purchases his egquipment.

We are informed by Inland Natural Gas that they intend to employ contractors to
install the equipment they sell. It is a fact that "labour only contracts" are
undesirable for contractors because of their increased risk factor. You are
informed by Inland Natural Gas that mamufacturers have agreed to warrant their
equipment and Inland is asking dealers or installers to warrant only their own
labour on the installation for a one year period. Regardless of what price the
contractor puts on such a responsibility, he remains at considerable risk since he
has no contractual relationshipwith the manufacturer and/or wvholesaler. Wewould
again remind you that the proposal of Inland Natural Gas if approved by the
Commission would eliminate the competition of wholesalers.

You have been informed that there has been considerable enthusiasm on the part of
dealers or installers for Inland's proposed merchandising program. The petitions
that have been signed by contractors and wholesalers in the Prince George, Quesnel

and Kelowna areas contradict this statement. 1Infact, if these lists are examined
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youwill undoubtedly £find that a considerable number of the dealers or contractors
who have agreed to install Inland equipment have signed the petition against their
proposed merchandising program. Why? Because as conbractors they know the
difficulty of labour only contracts. They simply do not work. Also, they know
that Inland as a competitor will soon put them out of business. Why have they,
therefore, signed this deal with Inland? Contractors have signed this deal with
Inland because it is a mabter of survival. You have only to lodk at your yellow
pages to see how many contractors and wholesalers there are in this part of the
province and then look at the permits that have been taken out in your various
minicipalities to understand why most of our contractors and wholesalers today
grasp at any straw of hope of income.

One of the arguments that Inland Natural Gas cites for this proposed merchandising
program is the recent change in provincial policy and federal changes in the
regulation of natural gas. As the chief executive officer of Inland Natural Gas
stated ina letter to theMechanical Contractors Association, "Inland is beingfaced
with what has been termed 'gas — on - gas' competition". In the anmual report for
the year 1985 Inland Natural Gas "regards this as ahistoric opportunity for growth
and has been plarming and restructuring to take advantage of the many avermes for
expansion and diversification opened up by these changes in energy policy". We
would suggest that if competing with their ratepsyers and customers, rather than
competingwith other marketers of natural gas is one of these avemies for expansion,
Inland Natural Gas is contradicting their exciting Adventure Inland British
Columbia program which received such wonderful press not too many months ago.

To summarize, the Mechanical Contractors Association on behalf of members and of
many other small businessmen and taxpayers in British Columbia oppose the
"unreglated" utility activities and their impact on traditional marketing and
contracting businessmen as proposed by Inland Natural Gas. We donot fear or oppose
free competition in our industry; in fact, we want competition. We do, however,
oppose and, to be honest, fear the unfair competition of utilities because of their
monopolistic advantages and subsidized operations.
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We would request that Inland Nabural Gas call off their proposed new merchandising
program and replace it with a program that recognizes the traditional wholesalers
and contractors as their partners. This implies the recognition of contractors as
suppliers as well as installers of the total product line of gas burning equipment.
We would sincerely request that the British Columbia Utilities Commission use this
public hearing and their influence to have Inland Natural Gas accept our request.

Thank you for your consideration

Respectfully submitted,

P
y, ?/ / /Aaﬂ—‘rf\
V.J. Traynor
Executive Vice President

VIT: jg



INLAND NATURAL GAS CO. LTD. "WITNESS AID" Prepared by B.C.U.C. Staff ®AMENDED*®

$800 - 18.53% -
17.89% > T
§700 - 16.67% + 18
e 13.362 T'°
$500 ~- |
$400 - 1
+ 12
$300 - i
+ 10
$200 - i
+ 8
$100 - _

30 - . % _T°
(5100 - 1984 1985 1986 + 4
($200) (328) 2

0&M (under) over .
($300) - ($228) spending/Decision
Compared with Actual ROE $ 000's

®Actuals vs. "Kleven Proposal”

INGOM/ROE 9/29/86
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INLAND NATURAL GAS CO. LTD.
ALLOCATION OF VANCOUVER OFFICE CHARGES
TO SUBS AND NON-UTILITY
YEARS ENDED JUNE 30

1985 1986 1987
Test Year Forecast Charged Actual Costs Forecast
EXHIBIT 40
Utility Subsidiaries
Columbia $148,800 $148,800 $148,800 $159,881 $152,625
- NGV N/A - - 33,353
Fort Nelson - - 11,500 26,996 15,000
Peace River 17,400 17,400 17,400 14,614 17,400
Grande Prairie 58, 200 58,200 58,200 27,740 58,200
224,400 224,400 235,900 262,584 243,225
Non-Utility
Inland Development 4,900 4,900 4,900 899 } 4,900
Inland Gas & 0Oil 5,700 5,700 5,700 61,394 } 5,700
Trans Mountain - - - 5,207 } 269,224
Inland Gas Marketing - - - 18,778 1}
Other - - - 5,664 }
10,600 10,600 10,600 91,942 279,824
Total $235,000 $235,000 $246,500 $354,526 $523,049
Per Vol. 4A, Tab 1, Page 22
Non-utility charges $359,224
Deduct ~ Qutside consultants 90,000
269,224
Charges to subsidiaries 253,821

As above

$523,049

D XIAN3davy
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{$5000)

Consolidated

Capital

Structure

L2

INLAMD NATURAL GAS ©O. 1IVD.
CAPITALIZATION OF UTILITY AND NON-UTILITY ASSETS
As at June 30,

Deduct-Hon Recourse Elimination

Fort Nelson

Short-term debt
Current maturities

Long~-term debt
Imland first mortgage bonds
Debentures - Series A

WO~ N

First mortgage bonds
Fort Nelson

First mortgage bonds
Trans Mountain

Promissory notes

_@1‘_‘“2
Preterence Shares

Common Equity
Common Shares
Contributed surplus
Retained earnings

Cost of shares held by Trans Meaw

Fort Nelson

(2]

$ 23,503
5,604

4

22,314

9,840
14,850
25,000

1,292
320

20,000
28,000

¥

15,918

5,845
47,382
40,412

¥

(52.036)

P

it

!
I
!

I
!

P
i
|

Balance
Inland

Item 17(b)

Inland Other Han-

%1 Ut-;ilitz Utility Utility

$ 19,732
2,446
22,178 $ 721 $10,058
22,314
9,840 2,795 -
14,850
25,000 4,981 4,500
15,918 946 —
5,845 187 2,703
47,382 567 37,838
33,000 2,200 _(4,000)
. 2,954 36,541
14
J96.327 P78 FI2.397 §5L09%
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EXHIBI

bl

COMMON EQUITY

T*EAR {3000}
"
=AJING No. Tsaso sv DA
Line // (’} / Share
No. - ars: Capital
{1l i!!
(Corecded S, Phy
1 -Projected balance per Financlal Statesents, June 30, 1986 $-6,026-
S A s L 200
2 Deduct:
6. 04%S
3 Effect on common equity of transactions
4 related to the acquisition of
5 Trans Mountain Pipe Line
6 - Fiscal 198) to 1985 {2,703)
7 ']
8 ~ Year Ended June 30, 1986 (Projected)
9 Add - Dividends on additional
10 shares fssued
11 5,405,382 shares
12 ® $0.66
13
14 Less - Dividends received from
15 ™L
16 Add - Interest expense
17 re TMPL cash transactions
18 Less - Income tax on
19 {nterest expense & 53.8%
20 -
| Tolat THOL (100%)
Mded Qe d A -TRoeak tagg .
Tehal N - UL (1003)
§ 3,342
21 Balance, excluding TMPL transactions 343
22 Ltss - SLAT?$ suwed ( 200 )
23 Tkl t) £ 2 (4L
‘) Bu (ﬁul\w [ARNAS w\"\l\ U°(“'\”‘L L{’ A T“L I LA{;.Q_(; T\7

INUAND KATURAL GAS CO. LTD.

AS AT JUNE 30, 1986

Contributed

Retained

Suglus Tde ] Earnings

47, oSy an 37 ovu
$ 51;014 $ 305992~
3,800‘ Loy - -
S1 182 y1117 33 0wy
(37,838) (u0,541) 2,518

3,568
(2.604)
2,671}
1,0kl
1,046
C o)
{ —664)
Ligs
- 3
(31,838) (Lo 5u1) 3603
.- .. Qg
(32.833) (Lo, Su1) Lot
L334 viuge 4372009
$ 13;176 $ 365889
( 318m> (qlm) - -
b959¢ 112,686 17000

Total

¢ e 207
$ 90042~
[

90,117

{38,023)

3,568

(2,004)

3,6M3
1,067

4046
( Yer)

{ —-564)
1,324

366

I

ay
(3¢ suo)
£93,687
$ 53398~

(4000

b 49687

¥_JO 7z obeg R
0 xTangaqy & “70)

A
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