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IN THE MATTER OF
the Utilities Commission Act, R.S.B.C. 1996, Chapter 473

and

An Application by FortisBC Inc.
For Approval of a Revised Code of Conduct and Transfer Pricing Policy
And Request for Final Approval of the Brilliant Expansion Subcontractor Agreement

BEFORE: P.E.Vivian, Commissioner/Panel Chair
A.A.Rhodes, Commissioner January 8, 2010
ORDER
WHEREAS:
A. On August 26, 2008, FortisBCInc. (“FortisBC”) submitted a proposed Subcontractor Agreement (the

“Subcontractor Agreement”) made May 31, 2008 for British Columbia Utilities Commission (“Commission”)
approval. The Subcontractor Agreement concernsthe supply of FortisBC resources to Fortis PacificHoldings
Inc. (“FPHI”) in connection with an operations and maintenance Services Agreement between FPHI and the
Brilliant Expansion Power Corporation (“BEPC”). The Subcontractor Agreement was filed underthe
applicable provisions of the Utilities Commission Act (the “Act”), in particular section 60; and

On December 18, 2008, the Commissionissued Order G-199-08 grantinginterim approval of the
Subcontractor Agreement. Order G-199-08 also specified that permanent terms underthe Subcontractor
Agreement would be established after Commission review of the updated FortisBC Code of Conductand
Transfer Pricing Policy Application, which FortisBC planned tofile; and

By letter of February 26, 2009, the Commission requested FortisBCto include particular detailed information
as part of its updated Code of Conduct and Transfer Pricing submission; and

On March 31, 2009, FortisBCsubmittedits updated Code of Conduct and Transfer Pricing Policy Application
(the “Application”) for Commission approval; and

By Order G-71-09 dated June 11, 2009, the Commission, among otherthings, ordered that the Application

proceed by way of a written hearing and that the Commission’s determination concerning the Subcontractor
Agreementwould be determined afterthe decision onthe Application; and

/2



BRITISH COLUMBIA
UTILITIES COMMISSION

ORDER
NUMBER G-5-10A

F. FortisBCfiledits Final Written Submission onJuly 16, 2009. By July 24, 2009, the Commission had received
Final Submissions from the following Intervenors: Columbia Power Corporation, British Columbia Old Age
Pensioners Organization, etal., British Columbia Municipal Electrical Utilities, and the City of Kelowna.
FortisBCsubmitted its Reply Submission on July 28, 2009; and

G. The Commission Panel has considered the Application, the evidence and the submissions of the parties.
NOW THEREFORE forthe reasonssetoutin the Reasons for Decision attached as Appendix Ato this Order, the
Commission orders as follows:

1. TheFortisBCRevised Code of Conductand Transfer Pricing Policy isapproved.

2. The Subcontractor Agreement made May 31, 2008, between FPHI and FortisBCfor the supply of FortisBC
resourcesto BEPC, isapproved.

3. Theinterimratesunderthe Subcontractor Agreementbetween FPHI and FortisBCforthe supply of FortisBC
resourcestothe BEPC are approved as permanent subjecttothe adjustments in Section 4.2 of the Reasons
for Decision.

4. FortisBCwill charge to FPHI, any difference between the interim and permanentratesincludinginterest
underthe Subcontractor Agreement.

5. Inrespectof othercontracts fornon-regulated products orservices that FortisBC has with FPHI or any other
Non-Regulated Business, the rates and loadings are effective from the date of this Order.

DATED at the City of Vancouver, inthe Province of British Columbia, this 12" day of January 2010.
BY ORDER
Original signed by:
P.E.Vivian

Commissioner/Panel Chair

Attachment

Order/G-5-10_FortisBC CoC-TPP Reasons for Dedsion
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FORTISBC INC.
Revised Code of Conduct and Transfer Pricing Policy and

Request for Final Approval of the Brilliant Expansion Subcontractor Agreement

REASONS FOR DECISION

1.0 INTRODUCTION

On March 31, 2009, FortisBCInc. (“FortisBC” orthe “Company”) filed its Revised Code of Conduct and
Transfer Pricing Policy with the Commission for approval (“the Application”). (Exhibit B-1)

The Revised Code of Conduct (“Revised Code”), if approved, will govern the relationships between FortisBC
and its Non-Regulated Businesses (“NRBs”). These are the affiliates of the Company that are not regulated
by the Commission or divisions of the Company offering unregulated products and services. The Code is
intended toreplace the Company’s Code of Conduct dated May 25, 2008.

The Revised Transfer Pricing Policy (“Revised TPP”) updates the Company’s existing policy with respect to
the appropriate loading rates to be applied to transactions between FortisBCand NRBs.

The Application furtheraddresses inter-corporate relationships between FortisBCand Terasen Gas Inc.,
anotherregulated affiliated entity.

In addition, pursuantto Commission Order G-199-08, the Application seeks finalapproval of the
Subcontractor Agreement between FortisBCand Fortis Pacific Holdings Inc. (“FPHI”) made May 31, 2008, in
connection with the ultimate supply of services by FortisBCto Brilliant Expansion Power Corporation
(“BEPC”; “Subcontractor Agreement”).

2.0 RETAIL MARKETS DOWNSTREAM OF THE UTILITY METER GUIDELINES

The relationships between aregulated utility and non-regulated affiliates are of importance to aregulatory
agency such as the Commissioninthatitis possible through transfer pricing of goods and services
exchanged between affiliates, to transfer revenues, profits, and business risk to the detriment of the
ratepayers of the regulated utility.

Regulated utilities underthe jurisdiction of the Commission are guided in their relationships with non-
regulated affiliates by a Commission publication entitled “Retail Markets Downstream of the Utility Meter

Guidelines” (“Guidelines”). The Guidelines were published by the Commissionin April, 1997 and can be
found onthe Commission’s websiteat www.bcuc.com.

The Guidelines address:

e Jurisdiction of the Commission
e Objectives

e C(Criteria
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e Principles
e Transfer pricing policy

e Code of Conduct.

The Guidelines provide an analysis of the publicpolicy issues that are at play when examining the
relationships between regulated and non-regulated businesses. Howeverthey do not deal explicitly with
relationships between two regulated utilities that are affiliates under common ownership and control (e.g.
FortisBCand Terasen Gas Inc.).

The Guidelines canvass the scope and ambit of the various non-regulated products and services that could
be provided by a regulated entity although the categories shown do not necessarily provide an exhaustive
list of all of the types of things that might be provided by a modern utility. Alternative corporate structures
through which a regulated entity could provide non-regulated products or services are also discussed
togetherwith theirrespective pros and cons. (Guidelines, p. 6)

The Guidelines setoutthe objectives that will guide the Commission’s decision-making with respect to utility
and NRB participationinthe retail markets downstream of the utility meter:

e There mustbe nosubsidy of unregulated business activities, whether undertaken by the utility
or its NRB, by utility ratepayers.

e Therisksassociated with participationinthe unregulated market must be borne entirely by the
unregulated business activity; thatis, the risks must have no impact on utility ratepayers.

e The most economically efficient allocation of goods and resources for ratepayers should be
sought.

The Commission notes that “greaterachievement of one obje ctive may require alesserachievement of
anotherobjective so that trade-offs may be required.” (Guidelines, p. 23)

Pursuantto the Guidelines, the Commission accepts five principles that should govern the choice of
corporate structure. The principles are asfollows:

i) If a natural monopoly exists forthe good or service, it should be provided as a regulated
tariffitem (Corporate Structure 1in Figure 4);

i) Utility participationinthe unregulated downstream market by completely stand-alone
NRBs using no utility resourcesisthe preferred option since it provides the maximum
protection to utility ratepayers (Corporate Structure 4in Figure 4). Variations from this
optionshould be undertaken only whenitcan be shown that this option would result in
substantial stranded costs for the utility and/orthat a transfer pricing policy mechanism
will actto provide sufficient protection for ratepayers;
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The onus should always be on the utility to prove that the benefits associated with use of
utility resources are sufficient to warrant the changed structure and that the transfer
pricing policy mechanism will provide sufficient protection to ratepayers;

If the Commission decides toallow the use of utility resources in the provision of the
unregulated good or service, the preferred optionis through arelated-NRB (Corporate
Structure 3 in Figure 4). Direct participation by the utility in the provision of an
unregulated good orservice should be allowed only when the costs associated with
forcingthe provisionthrough the related-NRB structure would significantly offset the
benefits associated with the use of the utility's resourcesanditcan be shownthata
transfer pricing policy mechanism will provide sufficient protection for ratepayers
(Corporate Structure 2 in Figure 4); and

Utilities and theirrelated-NRBs will be encouraged to move unregulated products which
use utility resourcesinto stand-alone NRBs as soon as market conditions warrant
(Corporate Structure 4 in Figure 4). When a utility-provided productis movedtoan NRB,
the NRB will be required to pay fair marketvalue to the utility for the assets, including
goodwill, associated with the product. In addition, utilities willbe required to provide
periodic proof that the benefits associated with the use of utility services continue to
exist and that ratepayers continue to be sufficiently protected. The Commission will
make directions to prohibit the use of utility assets and servicesin the provision of goods
and services downstream of the retail market atany time that it findsitinthe interests of
ratepayerstodo so.

(Guidelines, p. 24)

Figure 4 referredtointhe principles governing the choice of corporate structure isfound at page 7 of these
Reasons forDecision.

Also, pursuanttothe Guidelines, a utility’s transfer pricing policy should ensure the following:

i)

i)

ii)

The operating costs of non-regulated activities are not reflected in the utility's cost of
service;

The costs of developing new business ventures are charged to and recovered from the
NRB;

The accounting costs are transparentand will normally fully recover for all services,
including overhead, space, employee benefits, inconvenience, and a profit margin where
appropriate. If the service provided by the utility to the related-NRB could also be
obtainedfromanindependent supplier, the price paid by the related-NRB to the utility
should be noless than the competitive market price and will never be below the
incremental cost;

The financial costs of each business are borne by the business. Inthe exceptional case
where the utility provides guarantees, it must be given financial compensation; and
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Utilities will be required to file periodicreports which demonstrate that they are
adheringtothe transfer pricing policy. The form and timing of the report will be
determined by the Commission.

(Guidelines, p. 25)

Further, pursuantto the Guidelines, the code of conduct principles are asfollows:

iii)

vi)

vii)

The regulated company will not provide to the NRB any market-sensitive or confidential
information that would inhibita competitive energy services market from functioning. If
customers agree to a release of customerinformation to the NRB, it should be provided
to other market participants under the same terms and conditions and for the same price.
Should anindividual customer make a specificrequest to have information releasedtoa
particularthird party, it will be released to that party only. The utility willbe able to
recoverfromthe customerthe costs associated with the provision of thisinformation;

No regulated company personnelwillstate orimply that favoured treatment will be
available to customers of the company as a result of usingany service of an NRB. In
addition, noregulated company personnel will condone oracquiesce in any other person
stating or implying that favoured treatment will be available to customers of the company
as a resultof usingany service of an NRB;

No regulated company personnelwill preferentially direct customers seeking
competitivelyoffered services to an NRB. If a customer, or potential customer, requests
from the regulated company information about products or services offered by an NRB or
its competitorsin downstream markets, the regulated company may providesuch
information, includingadirectory of retailers of the product or service, but shall not
promote any specificretailerin preference toany otherretailer;

The regulated company will formally advise all employees of expected conduct related to
these principles and it will undertaketo perform periodicaudits of the relationships to
ensure compliance with these principles. These audits will be performed no less than
once a calendaryearand filed with the Commission;

Complaints by non-affiliated parties about the application of these principles, orany
alleged breach thereof, will be broughtto the immediate attention of the senior
management of the regulated company and subsequently areport of the complaints, and
action taken, will be filed with the Commission. The report will be filed with the
Commission within one month of the complaint being made;

The financing of the utility and NRB will be accounted forentirely separately with the
financing costs reflecting the risk profile of each entity. No cross-guarantees orany form
of financial assistance whatsoever should be provided directly orindirectly by a utility to
its NRB without approval of the Commission; and

Use of the utility name by arelated-NRB will require approval by the Commission to
ensure thatits use will notinterfere with the Commission's ability to protect ratepayers.
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In those cases where retail customers have direct market access to the commodity, the utility’s
code of conduct will also include the following provision:

viii) The regulated company will treat all requests for distribution system access for the
purpose of direct commodity marketing equitably and according to the requirements
approved for direct commodity marketing in British Columbia.

(Guidelines, pp. 26 and 27)

By Letter L-20-97, dated May 15, 1997, the Commission requested each utilitysubjecttoits jurisdiction to
reportuponthe then current non-regulated activities undertaken by the utility. The letterrequested details
of relationships with NRBs and sought the filing of draft transfer pricing and code of conduct policies for
each utility. Since thatdate, there has been some limited monitoring of relationships between regulated
utilitiesand theirrespective NRBs by the Commission and dispute resolution of complaints on an as required
basis.

Most utilities have not filed with the Commission any annual/periodicaudits or reports updating their
corporate policiesinthese areas orreporting any deficiencies discovered by way of internal audit of the
policiesin place asrequired by the Guidelines. (Guidelines, p. 25, Section 5.2(v) regarding a utility’s transfer
pricing policy and p. 27, Section 5.3(iv) regarding a utility’s code of conduct)

To its credit, FortisBCundertook two internal audits (2008 and 2009) and reported the findings tothe
Commission. FortisBCintends to conduct and file annual internalauditsin thisarea. This will satisfy the
Guidelines.

3.0 BACKGROUNDTO THE APPLICATION

The Application resultsin part from Commission Order G-199-08, dated December 18, 2008. The
proceedings which culminated in that Orderinvolved an application by FortisBC for approval, pursuantto
the Utilities Commission Act and in particular section 60, of the Subcontractor Agreement. Thatapplication
was dealtwith by a written hearing process. Order G-199-08, in part, granted interim approval of the
Subcontractor Agreement and stated that the Commission would establish permanent rates and terms
underthe Subcontractor Agreement afterit completedits review of the Company’s updated Code of
Conduct and Transfer Pricing Policy that the Company plannedtofile. The Orderand Reasonsfor Decision
can be found onthe Commission’s website at www. bcuc.com.

On July 16, 2008, duringthe course of the Subcontractor Agreement proceeding, FortisBCfiled, a
confidential Internal Audit Report dated July 3, 2008 on its existing Code of Conduct and Transfer Pricing
Policy (the “2008 Report”). On April 27, 2009 FortisBCfiled its 2009 Internal Audit Reportonits existing
Code of Conduct and Transfer Pricing Policy (the “2009 Report”). While both reports were originally filed on
a confidential basis, the request for confidentiality was later withdrawn. (Exhibit B-3)
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The 2008 Report notessome deficienciesinthe existing policies. Asmanagement’s response to the findings
inthe 2008 Report, FortisBC undertook tofile with the Commission updated Code of Conduct and Transfer
Pricing Policy documents by March 31, 2009. These were dulyfiled forapproval on March 31, 2009 and
became part of the subject matter of this proceeding.

The Internal Audit Department of FortisBCis relatively small (two employees), and reports to the Chief
Financial Officer of the Company. There are quarterly meetings with management, including a private
meeting with the Audit Committee of the Board. Occasionally, externally sourced consultants are retained.
(IRBCUC 1-A25.3 and A25.5) The Audit Departmenthasbeen quite active overthe pastfew yearsandthe
audit activities undertaken recently are reported in IRBCUC1-A25.1. The audits completedincludethe 2008
and 2009 audits of existingthe Code of Conductand Transfer Pricing Policy.

The following partiesintervened in the proceedings: the District of Summerland (“Summerland”), the
Columbia Power Corporation (“CPC”), a provincial Crown corporation thatis not regulated by the
Commission, the British Columbia Old Age Pensioners Organization etal. (“BCOAPQO”), the BC Municipal
Electrical Utilities (“BCMEU”), and the City of Kelowna (“Kelowna”).

FortisBCfiledits Final Written Submission onJuly 16, 2009. Allintervenors (exceptSummerland) alsofiled
Final Submissions. FortisBCfiledits Reply onlJuly 28,2009. Allintervenorsgenerally supportedthe
Applicationasfiled, although somesuggestions for updating the Guidelines were made and some small
changes suggested to the updated policies filed by FortisBC.

4.0 ISSUES IN THE PROCEEDING
The balance of these Reasons for Decision are divided as follows:
4.1 Corporate Structure and Governance

Is the FortisBCand affiliate corporate structure consistent with the principles in the Guidelines governing
the choice of corporate structure? In answeringthis question, the Commission Panel notes that FortisBCis a
subsidiary of Fortis PacificHoldings Inc. FPHI, inturn, is a subsidiary of FortisWest Inc., whichinturnisa
subsidiary of the ultimate parent holding company, Fortis Inc., a Canadian publicly traded company. The
Organizational Chart of FortisBC and affiliatesisfound in Exhibit B-1, AttachmentF, page 2.

The transactions that are of primary interestin this proceeding are those between FortisBCand FPHI. Other
contracts also exist between FortisBCand anotherregulated affiliate, Terasen Gas Inc. While as noted
above, the Guidelines do not explicitly covertransactions between two regulated utility, FortisBC has
appliedits Code of Conduct and Transfer Pricing Policy to transactions between FortisBCand Terasen Gas
Inc., “as itseemed appropriate todo so.” (IRBCOAPO A7.a) The Commission Panel applauds FortisBCfor
electingto apply the spirit of the Guidelines to its regulated-affiliate transactions.

Figure 4 of the Guidelines, reproduced below, presents four corporate structures under which retail
products and services could potentially be provided:
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Figure 4

Potential Corporate Structures

1
The utility is the sole
corporate entity, providing
downstream products
through a regulated tariff.

Parent
Company

3
Unregulated retail products
provided by related NRB
using some utility facilities
and services.

Unregulated
products
division

2
The utility is the sole
corporate entity, providing
downstream products on an
unregulated basis, perhaps
through a division.

Parent
Company

4
Unregulated retail products
provided by stand-alone NRB
using no utility facilities or
services.




APPENDIX A
to Order G-5-10A
Page 8 of 15

FortisBC provides both products and services to FPHI, its direct parentand a non-regulated affiliate. Thisisa
variation of Option 3inFigure 4. FortisBCalsosuppliesservices directly toan unregulated division of the
utility, Walden Power Partnership (“Walden”). (Application, p. 6) ThisisOption2 inFigure 4. In addition,
FortisBC providesto andreceives services from Terasen Gas Inc. a regulated affiliate. The detailsofthe
revenuesinvolved inthese inter-corporate relationships are detailed in the Application at page 5.
Approximately 22 Full Time Equivalent employees (“FTEs”) of FortisBC are deployed in servicingthe NRBs.
(IRBCUC 1.A6.3)

4.1.1 The Nature of Services Provided

In additionto grantinginterim approval of the Subcontractor Agreement, Order G-199-08 directed FortisBC
to “...submit evidence regarding a competitive market price ora Fair Market Value price (includinginterest)
for the services offered to FPHIin [the] Subcontractor Agreement as part of its updated [Code of Conduct]
and [Transfer Pricing Policy] filing.”

FortisBCresponded tothisdirectiveatp. 16 of the Application. The Company also replied to Commission
Information Requests on thisissue. Inbrief, its positionisthatthereis nodirectly comparable competitive
market price and that no one area contractor could provide the scope of services thatare covered underthe
various subcontracts with NRBs. (IRBCUC 1.9 and 1.10)

While the Commission Panel is of the view that the nature of the non-regulated services being supplied by
FortisBC (generally through its parent company affiliate) are not monopoly services perse, they are of a
nature and scope that any other private sector player would have great difficulty supplying, particularly
giventhe remote nature of the territories being serviced, the FortisBC presence throughoutthe territory,
and the non-price preferences for FortisBC that exist.

For instance, Kelownareportsthatitcarried out an “exhaustive review of the alternatives for contracting
out the operationsand maintenance of its electricdistribution utility. The contractual arrangements with
[Utilicorp British ColumbiaLtd.], and then FortisBC [sic], were notdriven solely by price but with overriding
safety and service concerns.” (Kelowna Final Submission, July 22, 2009, para 4) Kelownasupportsapproval
of the Application.

CPC’s Final Submission addresses, in part, the need of specialized skills forits generation facilities that are
not available from private suppliers. Indoingso, it states: “CPC is notaware of any alternate supplier
already existinginthe region that could provide the same range of specialized skills.” (CPC Final Submission,

p. 2)

FortisBC notesthat “thereis noindependent supplierin the Kootenay areaforthe same scope of services
provided underthe Brilliant Expansion Subcontract, and hence no comparable “competitive market price”.
(Application, p. 16) CPCagreesthat thereis no competitive marketforthe types of services that FPHI
provides. (CPCFinal Submission, p. 2)

FortisBCacknowledges “[t]hat there are a number of entitiesin the Kootenay area that provide components
of the full service package that FortisBC provides to FPHI.” The Company provided a matrix that analysed
the ability of several private sector entities in the areawho could supply portions of the products and
servicessold by FortisBCto FPHI. (Application, pp.16and 17, Table 2)
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To the extentthatthere is no viable competitorthat could supply the same range of services as FortisBC, the
services so provided take on the attributes of monopoly services and the vendor NRB could attempt to exact
monopoly pricing. However, the Commission Panel is of the view that the services being provided do not fit
with the concept of “Core Monopoly Products” as foundin a “natural monopoly” as thatterm is commonly
used. (Guidelines, p. 4, Figure 1; p. 24, Section 5.1.4(i)) The Commission Panel therefore concludes thatthe
services provided underthe Subcontractor Agreement need not be provided as aregulated tariffitem. In
this proceeding, the Commission’s primary focus is on the ratepayers of the regulated entity. The
Commission mustassure itself thatata minimum, there isno detrimentto ratepayers.

FortisBChas filed its Revised TPP as Attachment Cto the Application. Paragraph 6(c) of Attachment C
providesthat:

“If the facility orservice provided by the Utility to the related NRB could also be practically
obtained fromanindependent supplier, the price paid by the related NRB to the Utility will
be no less than the competitive market price and will never be belowthe incremental
price.”

Paragraph 6(c) is generally consistent with the Ontario Energy Board’s Affiliate Relationship Code. Inso
doing FortisBCearns the support of CPC. (CPCFinal Submission, pp.2-3)

The Commission Panel concludes thatthere is protection forratepayers underthe Revised TPP. Productsor
servicesthatare sourcedin the regulated utility will not be sold at less than a competitor’s market price and
thereby amountto a subsidy from the utilitytothe NRB. There being no comparable competitorforthe
services beingsupplied, itis problematicto determine what a “Fair Market Value” price is. The Commission
Panel understands the phrase to mean “fair” in the sense that there is nodetrimentto the ratepayers, the
regulated utility and “fair” to the ultimate purchasers of the subcontracted services. Inrespect of the latter,
Kelownais of the view thatitis payinga premium forthe services thatare being provided. (Kelowna Final
Submission, para10) A “premium” notwithstanding, the City goesontosay:

“In conclusion the City of Kelownabelieves thatit has entered into afair, reasonable
agreementinthe publicinterest and of benefit to FortisBC, the FortisBC rate payers, the City
of Kelownaand its rate payers. We would hope that the Commission willreach the same
conclusion.” (Kelowna Final Submission, para 11)

Thislends weight tothe Commission Panel’s viewthat pricing has been established ata fairlevel.

The extentto which ratepayers should benefit from the profit-making activities of an NRB (if at all), is
discussed belowin Section4.2.2in the context of cost loadings and profit.

4.1.2 The Preferred Corporate Structures

The five principles that should govern the choice of corporate structure underthe Guidelines have already
beensetoutin Section 2.0 of this Decision.
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In the main, FortisBC uses its parent company affiliate, FPHI, as the channel through which FortisBC
resources are made available to outside unregulated parties. The Commission Panelnotes that FortisBC
reported revenues of $5.6 million from FPHI in 2008 whereas revenues fromits other NRBs were
substantially less. The revenues from Walden, the unregulated division of the utility, were reported at
$255,000 with a cash infusion from FortisBC to Walden of $700,000 for 2008. (Affiliate Transactions Report
for the yearended December31, 2008, Application, AppendixF)

These corporate relationships do not fit tidily and congruently into the variations set outin Figure 4 above.
However, there are many variations that could be envisaged that are slightly different than the options
showninFigure 4. The testisto assessto what extentthe chosen relationships serve the principles set out
inthe Guidelines.

The use of a parent company, FPHI, as the channel through which the non-regulated services (usingthe
resources of the utility) are provided is not discussed explicitly in the Guidelines. Accordingly, the
Commission Panelmust be cautiousindeterminingif there is any adverse effect or undue riskimposed upon
the ratepayers of the utility. The revenue amounts from NRBs, reported in the context of the overall
revenues of FortisBC, are small.

Similarly, the use of an unregulated division (Walden) of the regulated utility to provide unregulated services
isnot the preferred corporate arrangement. However, given the relatively smallrevenues involved, the
Commission Panelis persuaded that the use of an unregulated division within the regulated utility, in this
instance, poses nosignificant financial risk to the utility andthereforeto ratepayers. However, intime, it
would seem prudentto standardize and consolidate the channels used to provide services from FortisBC to
NRBs. In the Commission Panel’s view, the use of asingle stand-alone affiliate of the regulated utility for
this purpose would provide furtherisolation of business risk, simplify the regulatory accounting of the
regulated entity, and provide greaterinternal corporate accountability for the NRBs.

4,1.3 Isolating Risk and the Parent Company Guarantee

Section 2 (g) of the Application discusses the risk-related advantages associated with the current FortisBC
affiliate relationship structure. In particular, there isreference to the inde mnity clausethatis foundin the
subcontractagreements between FortisBCand FPHI. The purpose of this type of indemnityis toisolate the
businessrisk associated with the provision of non-regulated services to outside third partiesand to
indemnify and hold the operating utility, together with, its directors, officers, employees or other persons
for whomiitis legally responsible, harmless from liability for direct losses, costs and expenses that may arise
as the directresult of the provision by FortisBC of services pursuanttothe agreementsorasa resultof the
breach of FPHI (or persons forwhomit islegally responsible) underthe terms of the agreements.

The viability of any indemnification rests upon the strength of the company offering the indemnity, in this
case FPHI. Accordingto FortisBC, “... the terms of the subcontractoragreements are legally enforceable and
help protect regulated operations from NRB business risk.” (IRBCUC 1.A3.2; FortisBC’s Final Written
Submission, p. 5, para 27) No party tookissue with or criticized the indemnity arrangement.

4,14 Use of the Utility’s Corporate Name

At Paragraphs 9 to 12 of its Final Submission, BCOAPO suggested that the Revised Code should be amended
by deleting Section 10. Section 10 reads as follows:
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“10. Use of Name

An NRB may indicate an affiliation with FortisBC Inc. without approval of the Commission
and carry on businessinthe name of FortisBC Inc. with approval of the Commission.”

The possible evilthat concerns BCOAPQ s thatin permitting NRBs to indicate an affiliation with the
regulated utility, FortisBC may imply thatthe NRBreceives preferential treatment, evenif thereisnonein
fact. InitsReply Submission, FortisBCsaid it had no objectiontoremoving Section 10. The Commission
Panel notes that use of the corporate name of the utility was addressed in the staff paperthat preceded the
Guidelines which had suggested that “NRBs will not be allowed to use the utility name as the primary
identifier of the company, but can make reference tothe name of its parent company on letterhead,
advertisements, etc.” (Guidelines, p. 17) The Commission ultimately modified staff's suggested wording, so
that the principle now reads as follows: “Use of the utility name by arelated-NRB willrequire approval by
the Commissionto ensure its use will notinterfere with the Commission’s ability to protect ratepayers.”
(Guidelines, Section 5.3vii, p. 27)

On balance, the Commission Panel approves the existing corporate arrangements for the delivery of
products and services to NRBs but encourages FortisBC to considerthe advisability of consolidatingits
channels to the non-regulated markets that it serves, through a single stand-alone affiliate, preferably not
its directparent. This would include movingthe unregulated business division of the regulated entity into
the stand-alone affiliate.

The Commission Panel finds that Section 10 of the FortisBC Revised Code of Conduct will not pose any
substantive limitation on the Commission in protecting the interests of the ratepayers of FortisBC.

4.2 Revised Transfer Pricing Policy
Is the revised Transfer Pricing Policy consistent with the principles in the Guidelines governing Transfer
Pricing Policy? The objectiveinthisareaisto ensure thatthe transfer pricing policies adopted by a
regulated utility will ensure adherence to the Guidelines principles foratransfer pricing policy, which have

been quotedin Section 2 of this Decision.

4,2.1 LoadingRates

The concept of a fair transfer pricing policy often precipitates an examination of causal costs and cost
recovery as betweenrelated entities. Rigorous costloadingstudiestendto be veryresource intensive, can
be lengthy, and usually involve judgment (if not art) in the definition of the load allocators chosen.

No such detailed load study has been undertaken by FortisBCin the context of this proceeding, norin the
Commission Panel’sview, isone required for the purposes of this Application, given the nature and extent of
the contractingwith NRBs. Ingeneral, FortisBCsets outinternal loading procedures thatamountto full cost
recovery. The methodologies adopted will be reviewed annually with aview to confirming that they will
accurately reflect costs that should be met by the NRBs. Updates will be made as necessary.
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In defining cost based price loadingsin respect of the Subcontractor Agreement, including the General and
Administrative (“G & A”) Overhead loadings, FortisBC has used “an allocation factor based on management’s
best estimate or, where appropriate, based on the proportion of NRB to total FortisBCactivity.” This
methodology was applied “...on adepartmental basis to the revised [Operations and Maintenance] cost to
determine the costthatshould be allocated to NRBs.” (Application, p. 10)

The cost allocation process within FortisBCis accommodated “... as a matter of course in FortisBC's annual
budget process. All costs are compiled and those costs that are incurredin orderto support a NRB are
identified. Duringthis process, managers determine costs and cost causation. Therefore, costsincurredin
orderto supporta NRBare identified and separated. Atthe end of the process, budgets are ultimately
approved by the appropriate Vice President.” (IRBCUC 1.A2.1) As aresult, tosome extent, FortisBCrelies
upon departmental management judgmentto set the allocation of costs as between regulated utility and
services provided to NRBs.

Generally speaking, FortisBC appears to have appropriately addressed the issues associated with cost
allocation, but has chosen simplicity over precision. Giventhe relativessize of the revenues achieved from
NRBs, the Commission Panel is of the view that the cost allocation methodologies adopted are sufficient.
The Commission Panelisreinforced in this view by the fact that the transfer pricingand its administration
underthe FortisBCRevised TPP, will be reviewed periodically by the internal auditors and the results filed
with the Commission. (Exhibit B-3, AttachmentA, p. 5)

The Commission Panel approves the loading methodologies proposed by FortisBC as set out in the
Application.

4.2.2 Calculation of Appropriate Loadings

FortisBC’s proposal forloading ratesis summarizedin Schedule 1of the Revised TPP at page 5 as follows:

e Labourloadingat72.5% for all labourexpense;
e Material loading at 7%;
e G &AOverheadloadingat5.5% (as calculatedin AttachmentE);

e Profitmargin of 10% (applied tototal invoice price excluding third party contracting expenses).

These loadings represent substantial changes and/or simplifications from the previous loading schedule.
Maintenance of facilities rentalsisincluded in the calculation of G& A Overheadloadings as shownin
AttachmentE, and these costs are overand above incremental costs for facilities that are directly billed to
an NRB. (Application, p. 4)

The labourloadings are increased from the existing loading rates of 55 percent (salaried employees)and 45
percent (hourly employees) and the proposed flat loading rate will be monitored and updated to remain
current. (Application, p. 4) The calculation of the labourloadingrate issetout inthe response to IR BCUC
1.A18.4.
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The revised G & A cost recoveries will generate an estimated increase in reve nues of $226,000 (for a total of
$405,000) based on 2008 revenues. Profit margins will remainthe same at 10 percent. The NRB revenues
will actto reduce the related costs of the regulated utility. Wherever possible, real costs thatcan be
separatelyidentified, will be charged directly to the NRB, ratherthan estimated orallocated. (IRBCOAPO
1.A2.d)

The added profit margin of 10 percentisappliedtothe total invoice price. The following questions arise with
respectto the profit margin. To whatextentshould the ratepayers of the regulated utility benefit from the
profit potential in subcontracting services to outside third parties? And whatlevel of profitisreasonable
where, asisthe case here, the services have some attributes of monopoly se rvices? Atwhat profitlevel
doesthe provision of services to outsidethird parties become unattractive to the prospective purchaserand
force uneconomicbusiness decisions? How can any possible detrimentto ratepayers and the regulated
entity’sworkforce be measuredindollarterms? The Panelis of the view that, at present, a 10 percent
profit mark-up strikes an acceptable balance between these mutuallycompeting drivers.

CPC suggeststhat G & AexpenseschargedtoaNRB should be direct billed rather than calculated using the
5.5 percent overheadloading. The Commission Panelis of the view that the cost recovery systems that
would be necessary to supportsuch direct billingforwhat are shared services, would not be cost effective
and would resultinincreased costs being charged tothe NRBs and hence, increased costs to the companies
receiving contracted services. However, where specific G& A costs can be identified and tracked, these
should be continued to be direct billed. The Commission Panel notesthatin Attachment Ewhich sets out
the calculation of the G & A 5.5 percent loading factor, the calculation shows that $123 thousand of direct
expenses were billed in 2008.

BCOAPO also questioned whetherthe direct billed G & A costs should be re moved fromthe G & A loading
calculation. (BCOAPO Final Submission p. 6, C.4.ii) The Commission Panel agrees with FortisBCthatthe
calculation correctly reflects full cost allocation recovery. Totry to factor in the direct billed G & A costs, as
an inputto establishing the loading factor would, inthe Panel’s view, not be cost efficient or provide any
more precisiontothe loadingfactor calculation.

The Commission Panel has reviewed the revised loading rates and finds that they are reasonable and set
at alevel to ensure that there are no subsidies fromthe regulated utility to the NRBs. Also, the
Commission Panel accepts the annual corporate review of the numerical inputs to the loading
calculations, as additional support for the on-going adequacy of the loadings.

4.2.3 Benefitstothe Ratepayers and the Labour Force

FortisBC submits that “Revenues generated by these [NRB] contracts have positiveimpacts on ratepayers by
offsettingrevenue requirements and mitigating rate impacts. They also provide intangible benefits to the
labourforce by producing and maintainingamore experienced and capable labourforce.” By way of
example inrespect of the utilityrevenues from NRB contracts, FortisBCcites the following: “If FortisBCwere
to discontinue all non-regulated third party work (related to the Brilliant Expansion, Arrow Lakes Hydro and
the City of Kelownasubcontracts, the overallrevenue impact would be approximately $0.9 million with a
corresponding rate impact of 0.4 percent.” (Application p. 19) The City of Kelowna supports this position
and states:
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“The recordin this proceeding demonstrates notonly that FortisBC and its customers have
benefited fromthe contractual relationships with the City but that the relationship has
resultedinareductioninthe cost of service for FortisBC customers, which reduction would
not exist butforthe contractual relationships.” (Kelowna Final Submission, para7)

The Commission Panel finds that there are positive benefits of subcontracting FortisBC personnel, bothin
terms of incremental revenue to the regulated utility and labour force enrichment.

Also, giventhe remote areas served under the various subcontracts and the inability of any otherlocal
contractor to supply the same scope of services, the Commission Panel is of the view that there are broader
publicpolicy objectives served. There are distinct advantages to the subcontract customers and to the
general well-being of the communitiesin which they are found. (Kelowna Final Submission, para 8)

The Commission Panel is of the view that the principles are reflected in the Revised TPP. The Revised
Transfer Pricing Policy is approved.

4.3 Revised Code of Conduct

Is the revised Code of Conduct consistent with the principlesinthe Guidelines governing Code of Conduct?
Some aspects of the Revised Code have already been discussed above. The Revised Code of Conductis
found at Attachment A of the Application.

BCOAPO notes that the Ontario Energy Code of Conduct also addresses the price payabl e by the regulated
business forservicesreceived from affiliates (BCOAPO IR 1.8). FortisBCreplied thatitspolicyinany
transactionisto achieve “value formoney” and that for the most part, when FortisBC purchases services
froman affiliate, itdoes so with the affiliate receiving fully loaded cost recovery. Inits Final Submission,
BCOAPO suggests that the Code of Conduct be revised toinclude provisions dealing with the purchase of
goodsand services froman affiliate. This suggestion, while having merit, goes beyond the scope of the
Guidelines and this proceeding. Inany event, the existing purchasing practises that FortisBChasin place,
seemontheirface to be fair, not overly complex or expensive to administer.

The Commission Panel finds that the FortisBC Revised Code of Conduct reflects the principlessetoutin
the Guidelines at pages 26 and 27 and is therefore approved.

5.0 APPROVAL OF THE SUBCONTRACTOR AGREEMENT
BETWEEN FORTISBC INCAND FORTIS PACIFICHOLDINGS INC.FORTHE SUPPLY OF SERVICES TO
BRILLIANT EXPANSION POWER CORPORATION

Should the Commission Panel grant final approval to the Subcontractor Agreement between FortisBCand
FPHI? Asnotedabove, noothercompetitorcan provide the range of services. Nointervenoropposed
approval of the Subcontractor Agreement.
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For these reasons, the Commission Panel approves the Subcontractor Agreementbetween FPHIand
FortisBC and approves the interimrates under the Subcontractor Agreement as permanentsubject to the
adjustmentsin Section 4.2 of these Reasons for Decision.

FortisBCisto charge to FPHI, any difference between the interim and permanent rates includinginterest
underthe Subcontractor Agreement.

6.0 OTHER SUBCONTRACTS

Are changesrequiredto othersubcontracts involving FortisBCand FPHI that may be impacted by the
increased loadings setoutin this proceeding? If so, whatisthe timing of the implementation of the new
loadingsinrespect of such contracts?

An issue arises asto the effective date forthe Revised TPP as between FortisBCand FPHIin respect of other
contracts, as well asthe loadings to be used by the NRBdivision of the utility.

Kelownarequests that “the Commission not make any changestothe charges levied by FortisBCto the City
of Kelownaunderits existingagreements. [The Panel believes this sentence to be in errorand was probably
meant to referto charges as between FPHIand Kelowna.] Inthe eventthatthe Commission does determine
that changes be made, Kelownarequests that those changes be made effective the end of the term of the
agreementsuchthattheyimpacta renewal asopposed to the balance of the three years which remains on
the contract.” (Kelowna Final Submission, para12) FortisBCstatesthat it “is aware thatthe agreement
between FPHI and Kelowna expressly acknowledges the potential forthe changes to the Commission-
approved Transfer Pricing Policy during the term of the agreement.” (Reply Submission, para 16)

Similarly, CPC, inthe face of any increasesinrates, requests that “the Commission grant sufficient transition
time for FPHI customers to develop alternate strategies for obtaining necessary services.” (CPCFinal
Submission, para9)

With the exception of the Subcontractor Agreement, the Commission Panel determines that the loadings
and consequent pricing of products and services to be applied toall subcontract arrangements between
FortisBCand FPHI (and all other NRBs), are to be effective as of the date the Orderissued concurrently with
these Reasons for Decision.

In the absence of any evidenceas tothe terms and conditionsin othercontracts as between FPHI and its
other customers, the Commission Panel makes no determination as to how, if or when the Transfer Pricing
Policy asapprovedinthis Application, isapplied by FPHI to such contracts.
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