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Monday, June 8, 2009

--- On commencing at 9:32 a.m.

MR. KAISER:  The Board is sitting today in connection with an application filed on April 2nd of this year by Union Gas under section 36 of the Ontario Energy Board Act for orders amending or varying rates charged to customers effective July 1st, 2009.  

This relates to the sharing of 2008 earnings under the incentive rate mechanism plan approved by the Board on January 17th, 2008.  

The Board has received a settlement agreement as of June 4th of this year, which came about as a result of settlement discussions held between the parties on May 27th and 28th.  May we have the appearances, please?
Appearances:


MR. PENNY:  Good morning, Mr. Chairman.  My name is Michael Penny.  I am appearing on behalf of the applicant, Union Gas. 

MR. WARREN:  Robert Warren for the Consumers Council of Canada.

MR. THOMPSON:  Peter Thompson for Canadian Manufacturers and Exporters.

MR. SCULLY:  Peter Scully for the City of Timmins.

MR. MACINTOSH:  Good morning, Mr. Chair.  Dave MacIntosh for Energy Probe Research Foundation.

MR. BUONAGURO:  Michael Buonaguro for VECC.

MR. GRUENBAUER:  Good morning, Mr. Chairman.  Jim Gruenbauer on behalf of the City of Kitchener.  Unfortunately, Mr. Ryder had a scheduling conflict today that he couldn't resolve in favour of being here, and he sends his apologies.

MR. KAISER:  Thank you.

MR. AIKEN:  Good morning, Panel.  Randy Aiken for the London Property Management Association.

MR. MONDROW:  Good morning, Mr. Chair, Panel Members. Ian Mondrow for the Industrial Gas Users Association.

MR. DeVELLIS:  Good morning.  John DeVellis for the School Energy Coalition.

MS. CAMPBELL:  Donna Campbell and Richard Battista for Board Staff.

MR. KAISER:  Thank you.  Mr. Quinn.

MR. QUINN:  Good morning.  Dwayne Quinn on behalf of FRPO.

MR. KAISER:  Thank you.  Mr. Mondrow, it appears to the Board that all of the parties are in agreement with the possible exception of yourself.  We received a letter of June 5th from you on behalf of your client, IGUA, which indicated, in part, that IGUA does not agree with the settlement reached by the other parties.  

You asked this letter to be put before the Panel and it has, but then went on to say that IGUA does not intend to litigate the matter and will be offering no further submissions. 

So before we start this morning, Mr. Mondrow, we would like to understand better what your position is.

MR. MONDROW:  Mr. Chair, I attended this morning in the event the Panel had questions for me on the letter, obviously, and the meaning of the position outlined in the letter, and also to respond, as may be appropriate, as the proceeding moves forward to some of the Board Staff propositions that I understand Staff either has or will put on the record, some of which, in IGUA's view, go beyond the substance of the settlement agreement before you and really deal with more general procedural matters that may well have an impact on future cases and the Board's approach to those.

So we are here to address those as the morning proceeds, as well.  

In respect of IGUA's settled position, the reference to a determination not to litigate is intended to indicate that IGUA itself does not propose to take the matter of Union's earning sharing mechanism application or the off-ramp application to hearing.  

We don't seek to cross-examine any Union witnesses.  Beyond the letter submitted, IGUA will not seek to file submissions opposing the settlement agreement.  IGUA did, however, wish to set out in its letter the basis for its non-agreement with the settled position so that the parties and, most importantly, the Board will understand why IGUA cannot agree.  

And the basis for that inability of IGUA to agree is the view that the trigger mechanism and the review application triggered by that mechanism was an important element of the package deal in the IRM settlement subsequently accepted by the Board, and obviously the logical conclusion of IGUA's inability to agree to the settlement before you today because of the abandonment of that trigger mechanism indicates that, in IGUA's view, the settlement, which includes the abandonment of that trigger application, is not in the public interest. 

Beyond that, I would simply refer the Panel and the Board back to the letter, and I am not sure what more I can say, but I am certainly happy to answer any questions you might have.

MR. KAISER:  When you refer, Mr. Mondrow, to the package deal, I take it you're referring to the Board's original decision that set up this IRM plan; is that right?

MR. MONDROW:  I am, yes.  I should add, Mr. Chair, that IGUA does not view the outcome of the earning sharing application for 2008 as a bad deal for ratepayers.  IGUA's only point of disagreement with the other parties that are party to the settlement put before you for acceptance is the wisdom of abandoning the trigger mechanism for the IRM years for 2009 and beyond.

MR. KAISER:  You say you question the wisdom of the Board abandoning the review.  Do you take the position that we are legally prohibited from accepting this amendment to the settlement agreement?

MR. MONDROW:  No, we don't.

MR. KAISER:  That's helpful.  Thank you.

MR. KAISER:  Ms. Campbell, can I ask you to clarify what position you're taking, if any?

MS. CAMPBELL:  The Board Staff is not making any submissions on the settlement proposal.

MR. KAISER:  All right.  How do you want to proceed, Mr. Penny?

MR. PENNY:  I think it's contemplated that I would offer up the agreement, explain it, explain its justifications to you, and then if -- I believe that others may have their own comments to make in support of the agreement.

And, in the process of doing that, Board Staff has made us aware of its desire, at least, that we address some questions that they have set out, even though they are not taking a position on those questions, and it is my intention in the course of my submissions to address those questions, as well.

MR. KAISER:  We are less concerned with the questions, Mr. Penny, than we are with the substance of the agreement.
PRESENTATION OF SETTLEMENT AGREEMENT BY MR. PENNY:

MR. PENNY:  All right, and, in fact, in dealing with the substance of the agreement I will, in effect, be addressing most of the Board Staff's questions, in any event. 

So with that, if I could just then proceed, what I will be referring to, Mr. Chair, is a compendium of material that I sent out electronically on Friday, but brought hard copies today.  It's labelled "Union Gas Compendium of Material".  It doesn't have tabs, but it is page numbered from 1 to the end, and I will be making reference to those page numbers as we get to various issues.  

The settlement agreement before you arose from an application made by Union in this matter on April 2, 2009, and that application, in turn, arose from the provisions of a prior settlement agreement approved by the Board in EB-2007-0606.  And that established parameters for a five-year incentive rate mechanism under which Union is currently operating for the years 2008 to 2012.

This application raised essentially two issues.  One was the calculation of Union's 2008 earnings for the purposes of determining the level of earning sharing with customers, and the second was the required review of the incentive regulation mechanism due to the fact that Union's earnings in 2008 exceeded the ROE that would be generated by the Board-approved formula by more than 300 basis points.

Because these two issues are at the heart of the settlement agreement that's before you today, I want to take a bit of time to explain how these issues arose.  By way of background, recall that the Board issued a report, the Natural Gas Forum Report, in March 2005, in which it indicated an intention to move to incentive rate making in the natural gas sector.  

This was done -- by big picture, at least, done by having a full cost of service proceeding to determine 2007 rates which were to become the base rates underpinning the operation of an incentive rate mechanism that was to commence in 2008 for some period of time.  

So Union, in fact, made a full cost-of-service filing for 2007 Rates.  That proceeding was, itself, the subject of a comprehensive settlement of all revenue requirement issues and was approved by the Board. 

I will be making reference to that approval again later in my submissions, but, then, the following year, Union made application in EB-2007-0606 for an incentive rate mechanism to determine rates for its regulated business from 2008 to 2012.  That application also resulted in settlement of most of the issues in that proceeding, and certainly a settlement of the issue that is bring us here today. 

So what are those issues?  The two issues I mentioned earlier arise from two provisions of the EB-2007-0606 settlement agreement, and they are referred to in this settlement agreement that's before you today. 

The provisions recorded in the settlement agreement --but they are also in this brief in the original IR settlement agreement starting -- the relevant provision is at page 42.  At page 42 is paragraph 10.1, which deals with earnings sharing and that was an issue in which there was complete settlement, it provides that:
"The parties agree there will be an earnings sharing mechanism, based on actual utility earnings.  If in any year, Union’s actual utility return on equity is more than 200 basis points... over the amount calculated annually by the application of the Board's ROE formula in any year of the IR plan, then such excess earnings will be shared 50/50 between Union and its customers."  

It goes on to say:
"For the purposes of the earnings sharing mechanism, Union shall calculate its earnings using the regulatory rules prescribed by the Board from time to time and shall not make any material changes in accounting practices that have the effect of reducing utility earnings.  All revenues that would be included in revenues in a cost of service application shall be included in the earnings calculation and only those expenses (whether operating or capital) that would be allowable as deductions from earnings in a cost-of-service application shall be included in the earnings calculation." 

Now, while we are on the topic of 10.1, let me preview my submission on the settlement agreement of this issue a little bit by saying that a number of issues arose in the calculation of the 2008 earnings sharing amount because of the juxtaposition of two aspects of this provision, one being the opening sentence that says that there will be an earnings sharing mechanism based on actual utility earnings, and then the proviso at the end that provides for certain adjustments, and adjustments that would be allowed as deductions from earnings among others in a cost of service application. 

Then section 9.1 is also relevant to today's proceedings, that's on the prior page, page 41, under the heading "Offramps," 9.1, and there:

"The parties agreed that if there is a 300 basis point or greater variance in," this time, "weather-normalized utility earnings above or below the amount calculated annually by the application of the Board’s ROE formula in any year of the IR plan, Union will file an application to the Board with appropriate supporting evidence for a review of the price cap mechanism.  During the course of that review, the Board may be asked to determine whether it is appropriate to continue the price cap mechanism for future years and, if so, with or without modifications.  All parties including Union will be free to take such positions as they consider appropriate with respect to that application, including without limitation; a) proposing that a component of the IR plan, including the X factor, be adjusted, b) proposing that the IR plan be terminated, and c) taking any other positions as the party may consider relevant and the Board agrees to hear." 

So, again, to preview my submission briefly on this, the issue that parties were wrestling with on the settlement conference was the sheer scope of the potential for review and all of the uncertainties associated with that given that the threshold had been triggered on the one hand, and given that this was only the first year of the five-year IR plan on the other.  But the point being that the scope for the consequences of that review were very broad up to and including the ability to seek a termination of the IR mechanism itself. 

So what gave rise, of course to the application was that the threshold for both section 10.1, earnings sharing at 200 basis points over the formula ROE, and the threshold for a review at the 300 basis point level was met in respect of 2008 earnings.  Union's evidence described this in detail, but for today's purposes it's sufficient that we just look to the summary that was in the evidence and that's been reproduced at page 56 of the compendium. 

There, you will see in a black-lined passage under 2008 earnings sharing calculation, Union's evidence was that Union's financial results from utility operations for 2008 after the storage premium adjustment generated in ROE, 368 basis points above the 8.81 percent calculated for 2008 by the application of the Board's ROE formula.  This results in an amount for earnings sharing of $15.2 million.  Normalizing for weather reduces the excess ROE to 330 basis points above the 8.81 percent, 30 basis points above the 300 basis point trigger for a review of the price cap. 

It goes on to say:  
"The calculation of earnings sharing under Union’s current incentive regulation framework is based on actual utility earnings.  The calculation for the IR threshold provision is based on actual utility earnings normalized for weather." 

If you would just flip briefly to page 58 of the compendium, you will see that it goes on to say:  
"Union’s 2008 weather normalized utility earnings for the purposes of the IR review threshold calculation include all the adjustments made to arrive at utility earnings for sharing purposes as well as an adjustment to reduce revenues by $6.9 million as a result of colder than normal weather.  The calculation of earnings for the purposes of the IR threshold, the review threshold is provided and Appendix B, schedule 2.  The 2008 ROE related to the IR threshold is 12.11 percent.  This compares with the benchmark ROE of 8.81 percent resulting in earnings that are 330 basis points above the Board's benchmarked ROE." 

So in accordance, then, with the Board's procedural order in this matter, I did want to say that prior to the settlement conference, there was full discovery in the form of written interrogatories and a technical conference which took place on May 25, 2009, and therefore, going into the settlement conference on May 27th, the parties had the full benefit of Union's detailed evidence on the earnings sharing calculations, answers to their interrogatories, and further discovery through the May 25th technical conference. 

Just dealing first with the earnings sharing calculation itself, Mr. Chairman, there were several issues in dispute around the calculation of 2008 earnings sharing.   The first had to do with certain adjustments Union made to its actual 2008 utility earnings to derive the amount it proposed to credit to customers.  This is discussed at length in the evidence and appears in a financial schedule, Exhibit A, appendix B, schedule 1, which is reproduced at page 59 of the compendium and might be worth turning that up briefly so you have a full understanding of what was in issue. 

Page 59 is a schedule which documents the calculation of earnings sharing and there were at lines 1, 3, 5, and 6 – oh, and 8, there were some adjustments made to the calculation and those are highlighted in the footnote down below.  There was an accounting adjustment as a result in the change in Union's billing cycle.  There was adjustment for shared savings mechanisms under the DSM plan where there is already a sharing of certain benefits arising from the operation of the DSM plan.  There was adjustment for unaccounted for gas normalization.  There were adjustments for non-utility items such as donations, and the costs of the change of control proceeding that took place before the Board in which Union undertook and the Board ordered not be part of any utility calculation, and then an adjustment for customer deposit interest. 

You will see at the bottom, line 28, that the Union calculation to be -- of earnings sharing to be attributable to customers as a result of the 50/50 sharing over the 200 basis point threshold was in the amount of some $15.2 million. 

Without going through all of these adjustments, let me focus on the two that created the large amount of potential for dispute.  And they were the accounting adjustment as a result of changes in Union's billing cycle and the unaccounted-for gas adjustment in which the three-year weighted average that is used for cost of service purposes was used as an adjustment to actual unaccounted-for experience in 2008. 

Union, in its evidence, at least, took the view that because actual UFG is never used in a cost of service proceeding, only the weighted three-year rolling average, that that adjustment was warranted and fell within the language of the agreement.

Intervenors took the view that the agreement specified actual earnings and that actual UFG, therefore, should be used.  As I pointed out earlier, when you look at that proviso in the agreement, there was, I think it was recognized, some ambiguity around the relationship -- that was at page 42 of the compendium.  There was the possibility for ambiguity in the relationship between the need to use actual utility earnings and to make adjustments to those actual utility earnings that would be allowed as deductions from earnings in a cost of service proceeding. 

And the impact of the agreement, Mr. Chairman, is that it resolves this issue by stipulating what adjustments are consistent with actual utility earnings and which are not, both for this case and in the future. 

If you would look at page 6 of the compendium, which is the -- I have reproduced there the settlement agreement in this case, and you will see what we have done is repeated section 10.1 of the settlement agreement, and then provided for, in effect, an amendment to deal with this ambiguity and to resolve, for this case and for the future, the uncertainty around the relationship between these points, and that that portion is underlined near the top of the page in the indented passage.  It says:
"For greater clarity, Union's one time accounting adjustment in 2008 to true up an unbilled revenue accrual to reflect Union's current rate structure and billing cycles, in the amount of $3.6 million, is an adjustment that is excluded from the calculation of actual utility earnings, whereas the use of actual unaccounted-for gas volume is an expense that would be recorded in the calculation of actual utility earnings."

And then the -- so that's the proposal.  That's the settlement, and then a brief description of the justification for that is immediately below, where it says:
"The parties believe that these amendments to the Board-approved IR settlement are in the public interest.  The amendments are intended to modify the IR formula so as to..."

Sorry, there is a typo there:
"...so as to produce rates which are just and reasonable during the IR term."

Then it says:
"The agreement, one, clarifies possible ambiguities in the calculation of earning sharing in section 10.1 of the IR settlement agreement arising from the relationship between the use of actual utility earnings and the proviso in section 10.1 restricting any adjustments in the calculation of actual utility earnings to those adjustments to actual earnings that would be made in a cost of service filing.  Intervenors took the position, for example, that none of the adjustments proposed by Union in the calculation of 2008 utility earnings were appropriate.  Union took the position that all of its proposed adjustments were in accordance with the IR settlement agreement.  This agreement avoids the cost and uncertainty of litigation over these disputes, now and in the future, by resolving which adjustments to the calculation of actual utility earnings, for the purposes of earning sharing, are appropriate." 

And then you see the result of this agreement and its impact on customer bills, or ultimately rates - net rates, I guess, is the right way to refer to it - in the revised earning sharing schedule, which is attached as appendix A to the settlement agreement, which is at page 10 of the compendium.  

There, what's happened is that the unaccounted-for gas adjustment has been removed, and you may recall that from the page 59 that I took you to before, that that was -- had a value of some $15.6 million.  

So by backing out that adjustment, that line at the cost of gas, line 5, is now zero, and that if you go down to line 31, the pre-tax earnings sharing, that has the effect of moving -- that, and one other thing that I will discuss in a moment, has the effect of moving that $15.2 million attributable to customers up to 34.170.

So there is a -- some $19 million increase in the benefit to customers, as a result of this settlement, of approximately 15.6 million which is attributable to this issue we just -- the resolution of this issue that I have just described. 

So the starting point in Union's proposal was 15.2 million.  The settlement of the proper treatment of UFG added a further 15.6 million to the customer share of earnings over 200 basis points.

For the arithmetically adept, that gives you some $30.8 million.  The agreed-upon amount, as we have just seen, is 34.170 million.  And the difference, some additional 3.35 million, more in credit to customers, is the result of a final adjustment the parties agreed to in this settlement, and that is an increase in the sharing of 2008 earnings over 300 basis points to 90 percent to customers, 10 percent to Union. 

That really brings me to the second issue, the second adjustment that was made.  And the calculation -- that calculation and their derivation appears on lines 27 and 29 of page 10.  

The -- I should say that the -- as we have seen, the original settlement agreement contemplated that there would be 50/50 sharing for all amounts in excess of 200 basis points over the formula ROE.  Then there was the proviso that said that if you are over 300 basis points of the formula ROE, there had to be an application by Union, an explanation given as to the basis for those variances, and then, as I have indicated, the possibility of parties to -- up to and including seeking a termination of the plan in those circumstances. 

And certainly the -- again, without getting into the positions so much that were taken in the settlement conference, it was the position certainly of parties, as outlined in the settlement agreement itself, that once we're over 300 basis points, that the 50/50 sharing was itself reviewable.  And, in fairness, the agreement is, again, ambiguous on this point.  

Frankly, Union, at the time the original settlement agreement was negotiated, didn't think it was likely to exceed the 300-basis-point threshold, and there is perhaps less attention paid to it than there might have been, and, in effect, the agreement is silent on what happens to earnings sharing over the 300-basis-point threshold.

And the dispute arose as to whether the 50/50 applied to everything over 200, or whether it only applied to between 200 and 300, and then something else conceivably applied over the 300. 

So, again, this potential ambiguity in the agreement gave rise to potential for litigious disputes before the Board, and it was in the interests of settling that dispute that the parties agreed that for earnings sharing calculation in excess of 300 basis points, that there would be a sharing that would go 90 percent favour of customers and 10 percent in favour of Union. 

Again, the nature of the controversies and the potential controversies that arose as a result of exceeding the 300-basis-point threshold are discussed in the settlement agreement at page 7 of the compendium. 


You will see there under headings -- I perhaps won't take the time to read it all, but both number 5 and number 6 both get into this issue.  And, essentially, what 5 and 6 are saying is, in respect of the 300-basis-point issue having been exceeded, that there was now the possibility of complex, lengthy and highly controversial and contested disputes over what happens now that we have exceeded the 300-basis-point threshold, up to and including the potential for parties to seek termination of the plan altogether, to seek adjustments to the plan and so on.  And I guess the "and so on" also including altering the size of the earnings shares dead band, altering the level of earnings sharing amendments to 2008 earnings sharing, and/or even to base rates during the IR term that those positions were all available to intervenors as a result –- under the terms of the agreement, section 9.1, as a result of the 300-basis-point trigger being exceeded.

So it was in the face of those controversies and the potential for lengthy and uncertain litigation over those issues that the parties agreed to increase the sharing ratio for earnings over the 300-basis-point trigger from 50/50 to 90/10 in favour of customers, and that resulted in a further increase in the customer portion of 2008 earnings sharing of approximately $3.3 million.  That's what gets you up to that 34 million that is in schedule A to the settlement agreement.

To help put all this in context as well, I should point out that Union forecasts that were filed in its evidence in the course of these proceedings, and these all appears at pages 18 to 28 of the evidence in Appendix A, do not presently contemplate exceeding the 300-basis-point threshold in 2009 or 2010.

Then to tie the loop on the fundamentals, because -- the fundamentals of the settlement agreement -- because the 90 percent benefit of earnings in excess of 300 basis points over the formula ROE are now henceforth for the balance of the term going to benefit customers, the purpose of the off-ramp review was believed by the parties to have become superfluous.  There is simply no need for a review of the plan if earnings exceed 300 basis points because almost the entire benefit of those earnings are being credited directly to customers.

I will say more about this in a moment, but the question, I suppose, could be asked:  Well, why not 100 percent of the benefit going to customers over 300 basis points, and the answer really lies in the fundamentals of incentive regulation.  All else equal, under the 90/10 sharing arrangement, for every dollar over 300 basis points, the customers are better off than they would otherwise be by 90 cents, and it's as simple as that.

Productivity improvements that drive earnings over 300 basis points, if they happen, over the formula return are returned to customers, and providing some modest benefit to Union preserves an incentive to Union to continue to pursue those improvements, thus leaving both customers and Union better off, and that of course was the very reason for entering into incentive regulation in the first place.

Further, as the agreement says at page 7 of the compendium in sections 3 and 4, the elimination of the required review, the contractually required review will provide greater certainty and incentive for Union to explore and make investment in productivity investments in the full term of the IR plan.  So in other words, there is -- because there is more certainty gives Union more incentive to pursue longer-term incentives for the benefit of everyone.

Section 4 is an important one, an important justification, because let's remember that the plan continues to provide for annual reviews during the term of the incentive regulation during which intervenors will be able to carefully review the reasons for and the calculation of earnings -- of sharing for all earnings in excess of 200 basis points or the amount calculated annually by the application of the Board's ROE formula.

So it's not -- I will come back to this later -- it's not as if there is now suddenly no longer any review going on of what's happening.  The annual review Union’s undertaken under the terms of the settlement make extensive filings of its financial performance, and of course if there is earnings sharing, Union will be obliged to come forward and provide the reasons of those earnings and its calculation of those earnings, so there will still be plenty of opportunity to review Union’s performance under the incentive regulation plan, even in the absence of section 9.1.

The bottom line of the settlement, then, is the earnings sharing to customers increases from 15.2 million to some 34 million for 2008.  In future years, revenues that are over 300 basis points over the formula return are shared 90/10 which the parties have agreed -– of the agreeing parties, of course when I say "parties" I am talking about parties to the agreement -- obviates the need for review for essentially two reasons.   First, almost the entire benefit of such earnings is going to customers anyway, so there is no need for review.  And secondly, there will still be annual detailed reviews of Union’s earnings in any event.

We say - "we" collectively, and certainly we, Union - say this is an eminently reasonable outcome.  It falls within the bounds of the evidence at the two extremes of the party's positions.  Union's was at some 15.2 million, as we’ve seen.  The other extreme was no adjustments at all and in -- there was a CME interrogatory, I don't think it's necessary to turn it up, but Interrogatory No. 1, Exhibit B, tab 2, schedule 1, at page 72 of the compendium in which Union was asked to calculate earnings sharing with no adjustments, and at 100 per cent of earnings over 300 basis points going to customers, and that produced a number of 48.6 million.  So we say we fall well within a range that was available to the Board on the evidence and, indeed, a range that is quite favourable to customers, well in excess of halfway, of course, on that range.

There were -- I would say, I have only touched on a few of them -- there were many, many areas of controversy and potential controversy in these calculations, particularly as a result of exceeding the 300 basis point threshold.  The future of incentive regulation itself was potentially on the table given the mandatory review, and in all of the circumstances, then, we submit the result is just and reasonable.

So that's the agreement itself and what it does.  And in brief, the reasons why the parties to the agreement urge the Board to accept it in its entirety, but I want to go on to address four additional issues that arise in the context of this particular settlement.

I first want to address the unitary nature of the settlement, that is that the agreement is a package which is interrelated and we're asking the Board to approve it as such, and if the Board is not inclined to do so then the parties have reserved their rights as to whether there is my agreement.

Second, I want to address the fact that the agreement is not unanimous, and what the implications of that are for the Board's review and acceptance -- possible acceptance of the agreement.

Third, I want to return to the origins, in some sense, of this IR plan, the Natural Gas Forum report, to consider in effect whether this settlement is consistent with the underpinnings of incentive regulation as identified by the Board in that report.

Then finally, I will, as I indicated, briefly address the questions that the Staff has raised, but some of these, I think it will be clear, in substance have already been address or will be addressed in the course of my other submissions but I will return specifically to those to make sure we cover them off.

First, turning to the comprehensive unitary nature of the agreement.  Starting with the agreement itself at page 3 of the compendium, there is a proviso that I know the Board has seen before because it's appeared in virtually every settlement agreement that Union has participated in since the outset of settlement conferences in Board proceedings.

In the middle of the page, you will see that it says in the agreement that it's acknowledged and agreed that none of the provisions of this agreement is severable.

If the Board does not, prior to the commencement of the hearing of the evidence in EB-2009-0101, accept the agreement in its entirety, there is no agreement unless the parties to the agreement agree that any portion of the agreement the Board does not accept may continue as a valid agreement.

The Board's -- I wanted to start by saying that the Board's settlement conference guidelines clearly recognize the potential for package deals in which the components are not severable.  I have reproduced the Board’s guidelines in the compendium and you will find them at the -- the relevant passage at page 94.

In 94, you will see that under the three bullet points, it says:
"Parties to the settlement proposal should make it clear in the proposal whether or not they expect the Board to accept the proposal as a package, and should outline the rationale for the position taken."


So my point is it's clearly contemplated in the settlement guidelines that this happened.  It's not unusual, and this is what we've done.

Then down below, under "Acceptance of a Settlement Proposal", it says:
"After considering the settlement proposal, the Board may, in some cases, determine that the rationale for the settlement of issues in the proposal is inadequate or that the quality and detail of evidence in the proposal will not allow the Board to make findings on the issues.  In these cases, the Board may direct the parties to make reasonable efforts to revise the settlement proposal.  Where the Board gives this direction, the settlement conference will be reconvened in order to address the Board's concerns.  All the provisions of settlement conference apply to such reconvened conference."

And then if you flip the page to page 95, the guidelines go on in the second -- starting in the second paragraph:

"Where the Board does not accept the settlement agreement the parties have specifically requested be accepted as a package, the Board will reject the settlement proposal as a whole and will proceed to a hearing of all issues on the issues list."

Then it says:
"Where the Board accepts the settlement proposal, it may adopt as its findings the settlement of issues in the settlement proposal..."

And so on.  So it's clear from the guidelines themselves that the concept of a non-severable agreement is well within the contemplation of the Board.  

While we are on the subject of settlement conference guidelines, it's -- perhaps reviewing a few more of the general provisions of the guidelines, because they are relevant to some other submissions that I will be making. 

So if you turn to page A-8 of the compendium - that's the beginning of the settlement conference guidelines - under the heading "Overview of Settlement Conference Process", it says:
"The purpose of a settlement conference is to settle all the issues referred to in a settlement conference in a proceeding or, at least, to settle as many issues as possible.  The Board may exclude certain issues from the settlement conference where it is of the view that those issues should be heard in full."

I guess I wanted to draw this to your attention for two reasons.  First, it contemplates comprehensive settlements; the desire to settle as many issues as possible.  That, of course, we have done in this settlement.  We have settled all of the issues.  And then it says, where the Board considers it to be in the public interest, the Board may deem it appropriate to exclude certain issues from the settlement conference.  That did not happen in the case.  There was no reservation, no exclusion of issues and, therefore, everything, in my submission, was on the table and everything, as I have said, was settled.

Now, there is -- let me also refer to page 89, briefly, under the heading of timing.  It says:
"To help ensure that there is an adequate information base for the settlement of issues, the settlement conference will usually take place only after all of the evidence of the applicant and intervenors is filed and the interrogatory process is completed."

As I have said, that, again, happened in this case.  We also had a technical conference.

And so let me then come back to this question of the non-severability and simply say this:  There is a very good reason why this provision exists in this agreement and, indeed, typically exists in all settlement agreements and proceedings that raise more than one issue.

Settlement, as the Board knows, is all about negotiation and compromise, and the avoidance of uncertainty associated with litigated outcomes.  

Different parties have different reasons for finding compromised positions acceptable.  What, for example, may be acceptable to one party may not be acceptable to another, but that unacceptable compromise itself may be offset by a concession on another point where the roles and interests are, in effect, reversed such that, in total, a party may feel that the deal -- that the settlement agreement falls within a reasonable range that is acceptable.

It is a delicate balance.  No one feature can be changed without potentially upsetting the entire apple cart.  That is precisely what the Board's guidelines contemplate and it's precisely what happened in the case.  

As the agreement notes, Union -- for example, on the review threshold, Union was simply not prepared to agree to change the earnings sharing beyond the 300 basis points to that 90/10 level without the elimination of the need for automatic review, because it was regarded in the end by all parties as being superfluous.  

Likewise, the intervenors were not prepared to continue with 50/50 sharing in excess of 300 basis points in all the circumstances, and that led to -- as I have said earlier, to the potential for all kinds of disputed issues about what happens over 300 basis points.

So, in the end, a viable compromise was reached, and that is why the terms of the agreement are not severable, and the parties to the agreement urge the Board to accept it in its entirety.

 The second issue I said I wanted to address was this issue of unanimity.  One feature of the settlement perhaps warrants -- well, it does warrant some comment, is the fact, of course, that it is not unanimous, as the Board has heard. IGUA has not agreed to the settlement.  

I would say that the absence of complete unanimity is not a unique feature of settlement agreements that have been approved by the Board in the past.  In many cases, in fact, agreements have been reached with a majority of parties, but not with certain parties, and sometimes those issues are taken to hearing for resolution by the Board.  That, for example, happened in Union's last settlement agreement with respect to the Green Energy Coalition and Pollution Probe on issues of customer attachments under incentive regulation.

But, in other instances, there is nothing anyone wants to take to the Board and the opposition of one party is simply a factor to be taken into account in the Board's assessment of the agreement, and that happened, for example, in Union's last cost of service case, in which there was an individual ratepayer who refused to agree with the settlement, but did not insist on taking any issue to hearing.  

In that case, the Board accepted the settlement agreement as a proper basis to set rates, in spite of that objection.  And you can see that on page 108 of the compendium.  This is an excerpt from the Board's decision in EB-2005-0520, which approved the settlement agreement, and then went on to dispose of some non-settled, non-financial issues that remained and went to hearing.

You will see at page 108 in paragraph 1.3.2, in the next paragraph, it says:
"The settlement agreement proposed a settlement of all four issues on the issues list.  All parties participating in the settlement conference agreed to a complete settlement on the other 47 issues.  After hearing a presentation of the settlement agreement at the start of the hearing on May 23rd, the Board accepted the settlement agreement.  One intervenor, residential ratepayer Mr. Crockford had indicated he did not support the agreement, indicated he would be filing an appeal relating to a previous Board ruling regarding Union's answers to his undertakings.  Mr. Crockford did not make any further specific submissions regarding the settlement agreement."

So this is, in effect, the situation we have here.  We have all parties but one agreeing, and the party who does not agree has, I think, made its statement and does not anticipate the need and does not ask for any further rights.

It's important, I think, when evaluating the fact that one participant in the settlement conference does not agree with the compromise reached by everybody else, as well, to focus precisely on what the nature and form of the objections are.

As, Mr. Chairman, you have noted, IGUA's statement was filed by way of a letter to the Board through its counsel, Mr. Mondrow, on June 5th, and that I have reproduced on page 96 of this compendium.  You have alluded to it already.

I think there is three submissions I would like to make on the IGUA objection.

First, I would like to say that the Board's settlement conference guidelines contain explicit rights and protections for intervenors who disagree with the settlement of an issue, and those are at page 93.  Those are reproduced at the top of the page.  

Under the heading "Rights of the Parties Who Disagree With the Settlement of an Issue", it says:
"The party who has been identified in the settlement proposal as a party who does not agree with the settlement of an issue is entitled to offer evidence and opposition to the settlement proposal and to cross-examine the applicant on that issue at the hearing.  Where the hearing is a written hearing, the Board may give direction as to how the right of such cross-examination is to be exercised."

I would add to that, of course it goes without saying, that that party would also be entitled to make submissions as to its opposition.

So, in this case, IGUA has expressly waived that right.  As their letter notes and as Mr. Mondrow has confirmed, IGUA does not intend to litigate the matter and will be offering no further submissions.

So that means offering no evidence of its own, not cross-examining on the evidence of anyone else, and does not propose to make additional submissions beyond the brief statement in the following paragraph of Mr. Mondrow's letter.

What you can draw from this, in my submission, without being in any way critical of IGUA - they are entitled to take this position - is that they have concerns.  They do not want to be seen to be agreeing with something that replaces the review mechanism with a revised sharing mechanism, but their concerns, I think you can draw the inference, are not sufficient to cause them to actively oppose or seek to overturn the adoption of the settlement.  And that, in my submission, is what can reasonably be inferred from the IGUA position.


The second observation I wanted to make about IGUA's position is the suggestion at page 96 that Union has a licence to continue to earn greater than 300 basis points over the formula return and then the sentence that:

"IGUA recognizes that the settlement proposes a greater share for ratepayers of any over-earnings above 300 basis points which affords ratepayer some protection."


And I guess my submission here is that, again, without being in any way critical of IGUA, that that is a somewhat of an understatement of the effect, I would submit, of the settlement agreement.  It is not, it is not just a -- I mean it is technically true there is a greater share and it affords ratepayers some additional protection, but it's almost all of the share and it affords, in my submission, a great deal of protection because almost everything over 300 basis points goes back to them.  

So it is somewhat of an understatement, in my submission, to say -- to put it the way that Mr. Mondrow has put it, although, again, not being critical, it is accurate as far as it goes. 

I suppose -- I have already answered the question, well, I guess you could say:  Well, why isn't it 100?  But I have addressed that already.  It's a recognition on the part of the agreeing parties that is actually if it happens under a 90/10 sharing arrangement, ratepayers are better off than they would otherwise be so it a direct benefit to the ratepayers.  

And then -- so in my submission it is not contrary to the underpinnings of incentive regulation, it's actually very consistent with the underpinnings of incentive regulation. 

Then finally on this point there is also the statement that there will be -- I just want to find it here.  The very end of Mr. Mondrow's statement it says, a licence to continue to earn in excess of 300 basis points.  That again, I say, is somewhat of an overstatement in this case because 90 percent of all of that is going back as a direct credit to customers, but it goes on to say: 
"...without review of the reasons therefore and the reasonableness of continuing with the plan as set."

My submission on that is that is just technically not correct.  The earnings sharing calculation, as I said earlier, will continue to be required.  Union's filings on its financial performance will continue to be required, and they will continue to be carefully reviewed. 

This will disclose the reasons for the level of earnings that Union is experiencing.  I will comment on this further in a minute, but the continued reasonableness of the plan is, in my submission, in reality given the Board's jurisdiction to set just and reasonable rates in effect always on the table.  

The Board in accepting a settlement agreement is not jurisdictionally bound to follow it into whatever dark unforeseen waters it may encounter and that, again, is specifically recognized in the Board's settlement conference guidelines. 

No doubt, I hasten to say, no doubt, there would be a strong onus to overturn an agreement that had been adopted by the Board, but -- on any party that was seeking to change that, but purely as a matter of jurisdiction, of statutory jurisdiction, if an agreement is found not to be producing rates that are just and reasonable, then the Board would have a statutory obligation to do something about that. 

How, what, under what circumstances all of that is of course without reservation of rights --but -- or with reservation of rights, excuse me, but the legal jurisdiction I think is there.  

And, so, what is -- I guess the bottom line here, Mr. Chairman, is what is being replaced by the elimination of 9.1 is -- or what is being eliminated, excuse me, is the contractual obligation on Union to automatically file an application for review every time earnings exceed the 300-basis-point exception.  Again, I will come back to this, but it cannot be and it clearly is not a necessary feature of an incentive regulation mechanism that there be an automatic provision for review because the best proof of that pudding is that Enbridge had its settlement agreement for incentive regulation approved by the Board, and it does not have a provision like section 9.1.  There is no provision for automatic review for the Enbridge situation regardless of what its earnings may be in a given year. 

The final point I wanted to make on this unanimity issue is to reference the decision of High Court of Justice, a decision of Mr. Justice Callaghan in the Sparling and Southam case.  This case starts on page 98 of the compendium. 

This case illustrates the public interest benefits of settlement even in the face of, in the case, active opposition by minority shareholders. 

So there is a parallel here.  This is an oppression case under the Canadian Business Corporations Act, but -- so it's not an energy case, but there is very strong parallel in this decision because under the oppression provisions of the CBCA, no settlement of litigation alleging oppression can be settled without the approval of the court, and that's analogous to the situation we are in here because the settlement agreement, of course, is not binding on this Board and does not become a basis for setting rates until the Energy Board approves it. 

In essence, the reason for that court approval is the same as it is before this Board, and that is because of the potential that a settlement agreement can affect the rights of parties who aren't before the court or before the Board, so there is – Union has 1.3 million customers they are represented by various intervenor groups but obviously are not all before the Board.  

So the -- what happened in the Sparling case was that there was an oppression action commenced by shareholders against Southam, and in the end, after discovery with the benefit of legal advice, all parties except for a small group of minority shareholders agreed to settle that litigation.  Because it was less than unanimous, there was a hearing before the court and there was actually active opposition by the minority shareholders.

What happened in that case was that the parties to the proceeding, as I have said, after full discovery, decided it was in their collective interest to settle but there were some objectors.   There was this small group of minority shareholders who opposed, and basically their position was that their case, on the merits, was a good case and that they ought to have gone to trial and maybe they would have won and maybe they would have got more by winning at trial than they would have under the provisions of the settlement. 

So, in that context, Mr. Justice Callaghan then addresses the question of settlement and that starts at page 103.  

If you would look, I have black-lined the provision in the act that requires court approval, I don't think we need to review that, but just starting with the first full paragraph on page 6 of the decision, page 103 of the compendium.  Justice Callaghan says: 

"In approaching this matter, I believe it should be observed at the outset that the courts consistently favour the settlement of lawsuits in general.  To put it another way, there is an overriding public interest in favour of settlement.  This policy promotes the interests of litigants generally by saving them the expense of trial of disputed issues and it reduces the strain upon an already overburdened provincial court system.  In deciding whether or not to approve a proposed settlement under section 235.2 of the act, the court must be satisfied that the proposal is fair and reasonable to all shareholders.  In considering these matters, the court must recognize that the settlements are by their very nature compromises which need not and usually do not satisfy every single concern of all parties affected.  Acceptable settlements may fall within a broad range of upper and lower limits.  

In cases such as this, it is not the court's function to substitute its judgment for that of the parties who negotiate the settlement, nor is it the court's function to litigate the merits of the action.  I would also state it is not the function of the court to simply rubber stamp the proposal.  The court must consider the nature of the claims that were advanced in the action, the nature of the defences to those claims that were advanced in the proceedings, and the benefits accruing and lost to the parties as a result of the settlement." 

If you would drop down to the very bottom of the page, he says: 
"The matter was aptly put in two American cases that were cited to me in the course of argument."


And he goes on to quote, he says from the first: 
"It is not necessary in order to determine whether an agreement of settlement and compromise shall be approved that the court try the case which is before it for settlement.  Such procedure would emasculate the very purpose for which settlements are made.  The court is only called upon to consider and weigh the nature of the claim, the possible defences, the situation of the parties, and the exercise of business judgment in determining whether the proposed settlement is reasonable." 

And then he quotes again from the Greenspun and Bogan case: 
"Any settlement is the result of a compromise.  Each party is surrendering something in order to prevent unprofitable litigation and the risks and costs inherent in taking litigation to completion.  A district court in reviewing a settlement proposal need not engage in a trial of the merits, for the purpose of settlement is precisely to avoid such a trial.  It is only when one side is so obviously correct in its assertions of law and fact that it would be clearly unreasonable to require it to compromise to the extent of the settlement that not to approve the settlement would be an abuse of discretion."

Then finally, just dropping down to the very bottom of that page, he goes on to conclude:
"This proposal as noted comes forward at a point in the litigation when counsel have had an opportunity to assess their positions in the light of the productions and discoveries made by the plaintiff and the defendant herein.  Such counsel are acting and recommending this proposal with a firm grasp of the strengths and weaknesses of this case, and it is not for this court to second-guess that professional judgment."

If you just go to the very bottom line in the next paragraph, where he says:
"There were issues of some legal and factual significance that were open in this matter and it would be ludicrous to suggest that the plaintiff in this litigation was to so obviously correct in his assertions of law and fact that it was unreasonable for him to compromise."

So that, in my submission, is illustrative of the kind of judgment that -- it's obviously not binding on the Board, but illustrative of the kind of judgment that ought to be brought to bear in considering a settlement, even a settlement in which there is active opposition from a minority.

I then wanted -- I said I wanted to touch briefly on the Natural Gas Forum Report to answer the question, in effect:  Is this settlement consistent with the underlying principles that underpin incentive regulation?  My answer to that question is question, yes, it is.

I will take you to a few passages from the Natural Gas Forum Report.  That starts on page 75 with the message from the Chair, Mr. Wetston.  And at page 75, I have simply highlighted the passage in which the Chair said:
"First, we believe that all stakeholders will benefit from a more predictable and longer-term treatment of rates.  Utilities will benefit because they can make longer-term decisions, and customers will benefit through downward pressure on rates.  The Board's report identifies the specific components of the incentive regulation plan that the Board believes will lead to these results."

And then if you would flip to page 77 of the compendium, you will see, under the "Summary of Conclusions" under the heading "Rate Regulation", the report says:
"To fulfill its statutory objectives related to consumer protection, infrastructure development and the financial viability of the industry, the Board has determined that the gas rate regulation framework must meet the following criteria:  One, establish incentives for sustainable efficiency improvements that benefit customers and shareholders; two, ensure appropriate quality of service for customers; and, three, create an environment that is conducive to investment to the benefit of customers and shareholders.  The Board believes that a multi-year incentive regulation plan can be developed that will meet these criteria.  A properly designed plan will ensure downward pressure on rates by encouraging new levels of efficiency in Ontario gas utilities.  By implementing a multi-year IR framework, the Board also intends to provide the regulatory stability needed for investment in Ontario."

Then there is -- I don't think it's necessary to review it all, but there is then a more detailed discussion of that in the highlighted portions at pages 80, 81 and 82 of the compendium.  That is just an expansion of that summary that we just read from, but I did want to go to the bottom line at page 84 of the compendium, where the Board states its, if you will, ultimate conclusion on the issue, having considered all of the input that it received from the utilities and from intervenors. 

And there the Board says:
"The Board believes that a multi-year incentive regulation plan can be developed that will meet its criteria for an effective rate-making framework, sustainable gains and efficiency, appropriate quality of service and an attractive investment environment.  A properly designed plan will ensure downward pressure on rates by encouraging new levels of efficiencies in Ontario's gas utilities to the benefit of customers and shareholders.  By implementing a multi-year IR framework, the Board also intends to provide the regulatory stability needed for investment in Ontario.  The Board will establish the key parameters that will underpin the IR to ensure that its criteria are met and that all stakeholders have the same expectations of the plan."

And I focus on that, because I wanted to focus on the sentence:
"A properly designed plan will ensure downward pressure on rates by encouraging new levels of efficiency in Ontario's gas utilities to the benefit of customers and shareholders."

I guess the question, then, would be, Well, does -- are these amendments in furtherance of that principle?  In my submission, the answer is clearly and unequivocally and resoundingly, yes.  

The plan itself, I will remind the Board, has a stringent productivity factor of 1.82 percent.  That was greater, in fact, than the Board's own witness, Dr. Lowry, was recommending.  And that's not changing.  In fact, the changes to the terms of the plan are actually quite minor.  It's tweaking to take account of the success of the plan and to ensure, in fact, greater benefits flowing to customers sooner; not waiting until rebasing at the end of 2012, but now and in each and every year of the plan.

And to know this, you only have to look at 2008 performance of Union.  Not only is there downward pressure on rates, the effective rates being charged with earnings sharing are actually going down.

That's proved through two schedules that are attached at the very end of my compendium, pages 111 and 112.

These are schedules that are based -- all the citations show where -- these are all based on evidence that's been filed with the Board, and the notes to these schedules show where all that evidence comes from.

But what it's showing is both -- so you have a sense of what's happening, what we're showing is -- on page 111, is what the pre-filed evidence -- the original pre-filed evidence, that is at $15.2 million of earnings sharing, what the bill impact is estimated to be for customers.

And then on the second schedule at page 112, what we have done is reflected the 34.170 million that the ratepayers are actually getting under these amendments and what impact that has.

So if we just start with the first one at page 111, you'll see -- just take the small volume general service customer, for example, under the first column A, 2008 price cap index.  So just based on the price cap index alone - that is, leaving aside earning sharing - there would be -- the combination of the productivity factor and inflation would, all else equal, have produced some $300,000 increase for a bill impact to an individual customer of some $0.94 per annum increase.

But then column C shows what the original proposed earnings sharing would be.  That's 2.6 million for the year, with a bill impact of $8.13.

So that's a net effective rate reduction, which is shown over in the column G - that's B plus D - of $7.20.  So the customers are $7.20 better off under Union's original proposal.  So rates were going down by that amount as a result of earnings sharing.

And then if you flip the page, this shows what's happening under the settlement agreement which -- and it shows that with the increased earnings sharing of 34.17 million, that the total amount attributable to the small volume general service customer is now 5.8 million, for an annual bill impact for an individual customer under column D of $18.24, which -- offset by the pure operation of the plant itself, which doesn't change, at a $0.94 increase, results under in column G in a net rate decrease, if you will, of some $17.34 per year.

So the evidence is clear and unequivocal that not only the price cap plan as originally contemplated, but the price cap under the terms of this settlement, is exerting not only downward pressure on rates, but actually resulting in rate reduction.

With that, let me then just turn briefly to the Board Staff questions, and then I will be done.

The first Staff question raised the question of whether -- having approved the five-year plan, whether it's appropriate to make changes to the plan now.  

In my submission the agreement, as I have said, helps preserve, rather than undermines, the continued viability of the IR settlement agreement over the five-year term.  

As I have said, the problem the parties faced is that because the 300-basis-point threshold was exceeded, anyone had the opportunity to take any position they wanted up to and including seeking termination of the plan.  

So the agreement contemplated and the agreement contemplated the very thing that happened here.  It's not contrary to the original agreement that there be this review and, as I said, the fact is that Union actually hasn't contemplated exceeding the 300-basis-point threshold.  There was an ambiguity about what happened if that happened to the earnings sharing, the agreement is silent on that point, and that led to more ambiguity in the possibility of uncertain litigation.   

So this settlement has enabled parties to avoid that litigation along with the parties -- along with avoiding the risk of parties seeking to derail incentive regulation altogether or having to engage in some kind of premature rebasing exercise.  

So it is a complete answer to the Board Staff's question, in my submission, that the parties have agreed to this as a means the resolving their differences.  It's entirely different from the question of whether, if this were contested litigation, the Board might proceed differently the whole point of settlement is we avoid that uncertainty and perhaps avoid the all-or-nothing result that litigation before the Board might entail.  

The Board Staff's second question had to do with instituting these changes without a full hearing. 

As I have said, the Board did not withdraw any issue in this case from the settlement conference.  There is a settlement that all but one intervenor accepts as a reasonable resolution of the differing positions. There is no compelling public interest that requires a hearing. Representatives of a full range of customer interests are participants in this agreement and have accepted the settlement.  The agreements are, in my submission, minor.  They preserve the basic thrust of the IR plan and indeed in my submission they advance it.   

The financial adjustments are entirely favourable to customers and the removal of the off-ramp review, given that, as I've said, 90 percent of any earnings over that threshold goes to customers is really a minor tweak in the scheme of things.  

As I have said a number of times, there will of course continue to be a detailed review of earnings and the reasons for those earning for the balance of the plan.  

I'd also point out, just to close on this point, that if there was a hearing, no one would be saying anything so it's an entirely is superfluous exercise because the agreeing parties have agreed to support the settlement.  IGUA has said all it wants to say so there would be a hearing for no purpose.  

Number three, the Board Staff Question No. 3 I have effectively already addressed so I don't -- I don't think it's necessary to go through that in detail.  

No one -- this really addresses the question of, well, what do we do if there is no review during the terms of the plan.  No one has ever said there has to be an "off-ramp".  The NGF report, in fact, quite significantly downplayed that possibility.  That was reproduced at page 86 of the compendium.  There is a discussion of all this, but the Board says that it's appropriate for the utility's shareholders to retain all earnings during the previous -- during the plan's period.  That was view that the Board held that there might not even be earnings sharing.   

And they went on to say:
"The Board believes that this is a very strong incentive.  The Board also believes that as a balancing factor, the utility should assume an appropriate level of business and financial risk." 


So their conclusion was:   

An appropriate balance of risk and reward in an IR framework will result in a reduced reliance on deferral or variance accounts, and reliance on off-ramps or Z-factors in limited well-defined and well-justified cases only.  

As I have said, we know that it's not a necessary feature, a review or an off-ramp is not a necessary feature of an acceptable IR plan because the Enbridge plan does not have one.  

Similarly, as I have said, the Board has jurisdiction over just and reasonable rates and that will always enable it to review the operation of prior agreements under new or unforeseen circumstances albeit, as I have said, perhaps a high onus on parties who want to change that. 



The final Board Staff position raises an issue of potential retroactivity because the agreement purports to change 2008 earnings sharing, which has already happened, and I guess my submission there is twofold.   

One, I would submit that even if there is an element of retroactivity here -- and my second submission will be that there probably isn't, but even if there were, the Board's -- I would submit to you that the Board's jurisdiction to approve a settlement in which parties have agreed to something that involves a retroactive adjustment is very different from the Board's jurisdiction to order the party to make a retroactive adjustment in the absence of an agreement.  Regulation largely works by consent.  People don't challenge the Board's jurisdiction all the time.  Utilities frequently accept or respond positively to directions from the Board without challenging the Board's direction to do it.  There is a give and take in these processes which is really necessary in order for the whole thing to function.   

But let me say without prejudice to Union's position on different facts and circumstances it's not at all clear that the settlement involves any retroactivity, and I say that for essentially two reasons.



First, the 2008 earnings are on the table anyway.  There isn't a formal deferral account, but to all intents and purposes it's being treated like a deferral account.  So there is nothing retroactive about making adjustments to amounts that are on the table.  Those earnings sharing calculations have to be brought forward to the Board, they have to be approved in order to be reflected in rates.  

So it's not, in my submission, retroactive ratemaking to adjust -- merely to adjust from what Union originally proposed.  As we have seen, there were a number of ambiguities in the agreement.  There were a number of disputed positions that parties had the opportunity to take.  And those uncertainties gave sufficient ground for the parties to come together and resolve those without engaging in the uncertain exercise of litigating those.  

So in my submission, it's not at all clear that there is any retroactivity at all results from the agreement's disposition of 2008 earnings sharing, because all aspects of earnings sharing for 2008 were on the table.  

And in sum, then, let me say that Board Staff's questions, in my submission, do not raise any material impediment to the approval of the settlement, and for all these reasons we submit the settlement should be approved as filed.  

I will then just make one very brief comment on the question of implementation.  

The parties have said in the agreement, and it's in the compendium at page 5, that they wish to have the agreement implemented with the July 1st QRAM.  In order for Union to implement the settlement with July 1st QRAM, we would need to have the final rate order in place by mid-June.

Union has the draft ready to go, but we thought it would be prudent and fair to raise this issue now so that the timing parameters around achieving the July 1 implementation date are clear.  

That's all I have to say, Mr. Chairman.  Thank you for your indulgence.  

MR. KAISER:  Thank you, Mr. Penny.  We will take the morning break now.   

--- Recess taken at 10:51 a.m.


--- Upon resuming at 11:13 a.m.


MR. KAISER:  Please be seated.

MR. PENNY:  Mr. Chairman, before we begin, there were two or three -- three things that I would like to address, if I could.  The first is that Mr. Battista pointed out to me - and I apologize for this - I was sadly misinformed on the Enbridge situation.  I have been corrected on that.

The Enbridge settlement agreement does, in fact, have a proviso similar to 9.1 in the Union settlement agreement, so I retract that statement.  There is an off-ramp review provided for in the Enbridge settlement agreement.  I apologize for that.  It otherwise doesn't change my argument, but I wanted to correct that.

The second is that I, being arithmetically challenged myself, did not give you the right breakdown for getting to that $34 million we were talking about, and nothing turns on this, but I just want, for clarity, to put the proper numbers on the record.

So that came up in the context of page 10 of the compendium.  It's appendix A to the settlement agreement.  And I was making the point that there were two adjustments that took you from 15.2 million to the $34.1 million amount for customer sharing, and those were the elimination of the UFG blended number and the use of actual UFG.  That was worth 15.6 million, and then the other adjustment was the change from Union's proposed 50/50 sharing over 300 basis points to the agreed upon 90/10 sharing for the amount above 300 basis points.

What I overlooked when I was giving you those numbers is the weighting between those two factors and the impact it has.  The number, of course, stays the same.  It's still $34.170 million, but the -- my mistake was that the 15.6, that's the total amount of the UFG adjustment, so only half of that is attributable to customers, because that's -- at least a portion of that, only half, is for the 100 basis points between 200 and 300.

So that change, alone, took you from 15.2 to some $23 million, and it's the change from 50 percent sharing to 90 percent sharing over 300 basis points that makes up the $11 million difference.  So the breakdown was not quite right.  So that's the accurate breakdown.

The final thing was that Mr. Battista also reminded me that I dove into my submissions, and he has requested that I ask for this compendium to be given an exhibit number.

MR. BATTISTA:  That will be Exhibit K1.1, Union Gas compendium of materials.
EXHIBIT NO. K1.1:  Union Gas compendium of materials.
F
MR. KAISER:  While we are on that, there is another compendium that we have received.  This is the CME one. Let's mark that at the same time.

MR. BATTISTA:  That will be K1.2, Canadian Manufacturers and Exporters brief of documents.
EXHIBIT NO. K1.2:  Canadian Manufacturers and Exporters brief of documents.

MR. KAISER:  What's the order that counsel are going to follow?

MR. WARREN:  Mr. Thompson is going to speak broadly on behalf of the intervenors.  It's a function of both age and the fact that he has a compendium and he needs to use it.

MR. KAISER:  He who has the compendium goes first, a long-standing rule.  Mr. Thompson.
Submissions by Mr. Thompson:

MR. THOMPSON:  Thank you, Mr. Chairman, Members of the Board.  You have the compendium which I will be referring to.  It does duplicate some of the materials that Mr. Penny has already referenced.

There are other documents that I will refer to.  Unfortunately, I don't have copies, and I couldn't circulate them last night.  I am technically inept to do this electronically, but I did provide an e-mail notice of what I would be referring to, and one was excerpts from the Board's decision in EB-2008-0304.

That's your decision, Mr. Kaiser, in November of 2008 dealing with Union's restructuring application.  I will make a couple of references to that.  I don't think you will need copies.

The second item that I will refer to is Rule 43 of the Rules of Procedure, and, again, I can just read that when I come to that point.  It's not terribly long.

CME strongly supports the settlement and urges you to approve it.  Why?  Because it resolves contentious earnings sharing adjustment calculation issues for 2008 which are issues of substance.  It resolves those issues now and for future years, and it resolves them on a basis that is favourable to ratepayers.

Mr. Penny had addressed this perhaps in a slightly different way, and I will provide the ratepayer rationale, CME's rationale, for this aspect of the agreement.

It is spelled out in paragraph 1 of the settlement agreement.  You will find the settlement agreement at tab 1 of my belief.  And when I say paragraph 1, I mean paragraph 1 of the rationale.  That is at page 5.  Mr. Penny has already read that into the record.

The resolution of the matter is on the basis that the historic presentation of actual utility earnings in a cost of service filing does not include normalized UFG.  The normalized UFG calculation is only included in the forecasted statement of income expenses which are presented in a cost of service filing for a prospective test year.

So the parties have agreed that the meaning to be ascribed to this section of their agreement is that the cost consequences of the actual historical test year filing are to be reflected in the calculation of actual utility earnings.

As Mr. Penny has indicated, this adjustment brings the sharing from about $15 million to about $23 million, and the additional $11 million comes from the resolution of the other item of the agreement that he addressed in his submissions.

This outcome on the earnings sharing calculation issue is favourable to ratepayers, and there is nothing in the questions circulated by Board Staff or in the IGUA letter that should prompt you to question this feature of the settlement proposal.

Turning to the second feature of the settlement proposal, which is essentially the adjustment to the sharing -- the over-earnings sharing percentages specified in the original settlement agreement for the years 2008 to 2012, inclusive, as well as the removal of the -- I call them "off-ramp" provisions of the agreement in article 10.1.

The settlement of both issues was linked, but I will address this issue in my submissions separately.

Now, the starting point for CME's submissions on this point are the provisions of the agreement describing the parties' rights, and you will find those in the settlement agreement.  They are reproduced at page 2 of the document that is under tab 1.

I think it's useful to look at this clause as to what the rights of the parties were when the over 300 basis points earnings variance occurred, or, for that matter, when 300 basis points under the Board-approved occurs.

First of all, Union must file -- it says "will file an application to the Board for review".  So the review is mandatory.  It's not discretionary, in terms of the filing of it.  And:
"During the course of that review, the Board may be asked to determine whether it is appropriate to continue the price cap mechanism for future years, and, if so, with or without modifications.  All parties, including Union, will be free to take such positions as they consider appropriate with respect to that application, including, without limitation:  A, proposing that a component of the IR plan including the X factor be adjusted; B, proposing that the IR plan be terminated; and C, taking any other positions as the party may consider relevant and the Board agrees to hear." 

So the point is this is a very broad rights clause for both Union and the ratepayers.  And it includes the right to request that any component of the IR plan be adjusted as well as a right to request that the plan be terminated.  

So there is nothing in this agreement, in my submission, that suggests that we should be turning a blind eye to over-earnings in year 1 of a five-year plan.  The prematurity issue that the Board raises in question one clearly is something that is incompatible with the provisions of this agreement.  

When under-earnings occur or over-earnings occur more than 300 basis points from the Board's approved return, a review is mandatory, and I submit that in that review, the matters to be examined are the causes for the variance and ascertain whether an adjustment or adjustments to any planned component or termination of the plan are called for. 

That's exactly what the parties did in this case.  

Let me turn to the level of over-earnings we are talking about in this case.  Just to put it in a basis points context, you can see from the appendix A to the agreement at Tab 1, that the return on equity that flows from the adjustment being made to eliminate the UFG deduction that Union had included there at line 24 is 13.35 percent.  That's versus the Board approved of 8.81 percent.  So we are talking here in this particular year, 2008, of a 454 basis points overage.  

Now, on the weathered-normalized aspect of this, you can get a ballpark for this number from the calculation that Mr. Penny mentioned in his submissions with respect to the company's response to CME interrogatory number 1, and you will find that at page 71 of Mr. Penny's compendium. 

If you go over to page 73, what the company is showing there is the -- a modified off-ramp calculation as per CME question 1.  What we had asked in that question was for the -- all adjustments to be removed except the DSM adjustment which appeared at line 3.  But what you do have in this calculation is the normalizing adjustment in column 1 -- sorry, line 1 of column C.  You will see there that the return on equity at line 24 normalized, weather-normalized is 13.17 percent.  Now this is a little high because the accounting adjustment has also been taken out.  But we make it that the number, after adjusting for that accounting item, would be in excess of 13.0 percent.  So we are dealing with a weather-normalized actual earnings for 2008 that exceeds 400 basis points.  It's 419 if you take 13 as the estimate.  But it exceeds 400 basis points.  

What do these levels of over-earning mean in terms of the reasonableness of Union's revenue requirement and rates for 2008?  Well, Union indicated to us that 100 basis points grossed up for taxes is -- 100 basis points on equity is $18 million.  So at 454 basis points, looking at this from a cost of service rebasing perspective, Union's rates are some $82 million higher than they would be had they just come in at the Board-approved 8.81 percent.  At 400 basis points, they would be about $72 million. 

So we are dealing here with some very material amounts, and in terms of what would the Board do if this goes to hearing, would it turn a blind eye to these amounts?  We don't think so.  And in reaching that conclusion, we suggest the Board would unlikely turn a blind eye to a request by Union for adjustments to the plan following a $72 million under-earnings in the first year of the operation of the plan.  

So we say there is a real issue here in terms of the ratepayer rights.  

In the context, as well, of what off-ramp relief is all about and in that context, I have provided at tab 2 of the brief, excerpts from the Board's July 21, 2001, decision in Union's first PBR, performance regulation case, and the subject of off-ramps was discussed in section 2.7.6.  

I won't read this, but at page 155 in the Board's findings, these findings make it clear that the off-ramp relief is designed to remedy a situation super-normal profits or a situation of under earnings which creates a threat to the integrity of the utility.  What we have here, in my submission, is a case of super-normal earnings in year one of the IR plan.  

Now, what are the causes of this situation?  One of them is the UFG is lower than expected by $15.6 million, that would be about 87 basis points.  

Another major reason which wasn't addressed by Mr. Penny in his submissions, but it was important to intervenors, is that the level of 2007 base rates turned out to be $34.1 million.  This is normalized actual, 2007 base rates, $34.1 million higher than Board-approved ROE. You can see this at Tab 6 of our brief in the second page of that tab there is an exhibit that Union provided as provided showing the normalized actual over-earnings of 2007 of $34.1 million; that's in the final column. 

Now was that what we were aware of when the initial agreement was negotiated?  The answer to that is no.  What we were aware of is shown on the previous page, which was normalized at actual over-earnings it's shown there of $19,227,000 but you need to add the tax -- sorry, you need to add the weather-normalization and tax in the amount of $3.4 million which comes up to $22.6 million which is shown on the first page under Tab 6. 

As a result -- and we didn't learn this until I think it's in January of 2009, when the Board actually ordered Union to provide its 2007 normalized actual results, Union had not been -- that order was made in the context of the Board's approval of Union's 2009 rates.  

Union was taking the position that it did not need to produce that information to intervenors under the terms of the Board-approved plan.  

So we learn in January of 2009 that a significant factor pertaining to the negotiation of the initial agreement was not $22.6 million.  It was more than 150 percent more, $34.1 million.  

That raises this entire issue of disclosure and the kinds of discussions that were held and the rulings the Board made in the decision I mentioned earlier about the restructuring application. 

We take the position -- at least CME takes the position that this is a live issue in this case that was up for resolution, that a 150 percent deviation from estimate is a misrepresentation.  Whether it's innocent or not innocent, it gives rise to equitable remedies, and that's what this review clause is all about, in my respectful submission. 

One outcome might be an adjustment to base rates of $11 million, and, if one looked at that, that would be, over five years, an amount of some $57.5 million.  The actual difference between the 22.6 and the 34.1 is 11-1/2-million dollars.  

Other possible outcomes would be an adjustment to the dead band.  Would we have agreed to a 200 basis point dead band if we had known normalized actual earnings for 2007 were $11.5 million more than what was represented?  

Another outcome would be a variance of the sharing ratio over 200, and that's really the route that we took in this for the purposes of reaching a settlement. 

All of these possible outcomes would in issue if this settlement is not approved, and this is in addition to the ambiguity in the agreement with respect to sharing over 300, to which Mr. Penny has referred. 

So what have the parties done to resolve these issues?  As Mr. Penny has outlined, they have agreed to adjust the earnings sharing component of the IR plan for the years 2008 to 2012, inclusive, and increase the ratepayer's share to 90 percent over 300 basis points.  

Ratepayers have agreed, except for IGUA, who has essentially abstained here, that we will get 90 percent of everything over 300, and, in exchange, we can eliminate the trigger from the agreement.  

The financial implications of the settlement Mr. Penny has pointed out, but it might be useful to just give you the math here in terms of some basis points scenarios.  

At 300 basis points, under the initial agreement, Union would get 250 of it and the ratepayers would get 50.  Three hundred basis points would be $52 million, so Union's shareholder gets 45 and ratepayers get 9. 

At 400 basis points, you would have 72 million of earnings.  Under the original agreement, the shareholder would get 54; ratepayers get 18.  Now the shareholder gets 46.8, the ratepayer gets 25.2.  You can go do the math for higher basis rates scenarios, as well. 

The point is that this settlement, as far as CME is concerned, is favourable to ratepayers.  

We also suggest that the settlement is more beneficial to ratepayers than the Board's 3GIRM trigger mechanism is to electric utility ratepayers.  I have attached the 3GIRM report segment dealing with off-ramps at tab 4.  

In that plan or that -- that's not an agreed plan.  That's an imposed arrangement.  There is no earnings sharing mechanism, and there is a trigger at 300 basis points.  So the utility gets everything up to 300 and everything over 300, unless the Board makes some order in the review proceeding that is triggered in that case.  

In Union's situation, as a result of the deal that we made, Union gets 250 basis points for earnings up to $300, and then to get to 300 it would actually have to earn over 800 basis points, because it only gets 10 basis points of every 100 over 300.  

So the scenario of Union having a licence to earn over 300 basis points, in my respectful submission, is not terribly realistic, because to achieve over 300 for its shareholder they would actually have to earn in excess of 800 basis points above the Board-approved ROE. 

Does the agreement eliminate -- the agreement to eliminate the automatic review at 300 basis points dilute ratepayer protection when they get 90 percent of everything over 300?  We submit, no.  

First, as Mr. Penny has pointed out, the reviews of over-earnings are not eliminated.  They take place over-earnings over 200, and all causes can be explored in the context of that process.  

Second, the agreement doesn't give Union the licence to earn more than 300 basis points for shareholders, I have already mentioned. 

Third, what is the likelihood of anything over 300 occurring in future years?  Because if it doesn't occur, we have given up nothing under either agreement.  

Now, in its evidence filing, you don't need to turn this up, but Union has forecast its ROE for 2010.  I think it's at 10.37 percent.  This is not in my brief, unfortunately.  This is at - I will just give you the reference - Exhibit A, appendix C, schedule 2, page 1.  

And based on the assumptions that are built into that forecast, that's slightly less than 200 basis points above the ROE that's assumed.  In 2010, they are forecasting 8.94 percent ROE, which, again, would be less than the 300 basis points, and I think less than the 200 basis points.  

So if we give their forecasts credence - and that can be sometimes risky - they are not going to get there, but even if their forecasts are off when we get 90 percent of everything over and above 300, in my submission, substantively what you have is a cost of service type offering.  

Finally, when you ask yourself what are you giving up when you let this trigger go in exchange for the 90 percent of everything over 300, you have to consider what are the probabilities of a review being conducted as we approach the end of the five-year IR plan.  

These reviews only take place after a year has been completed.  So a 2011 review would come up if it occurred sometime in 2012.  A 2012 review would come up in 2013.  And we know that Union's rebasing application is going to be filed either at the end of 2011 or early 2012 for 2013.  

So CME thinks it's highly unlikely there would be any full-scale plan or review undertaken either with respect to 2011 or 2012.  

So when you put all this together, we are not really giving up much of anything as far as CME is concerned and we think that we've replaced it with what might be termed a more defined situation than that that existed in the initial agreement.

So with that, let me just turn to the Board Staff questions and the matters raised in those questions.

Dealing with the first point:  Is the settlement premature?  We submit clearly not premature.  It's timely.  The facts giving rise to this 2008 review are on the table and they give rise to very substantive issues that the parties have been able to resolve.  So nothing premature about it at all.

Secondly, Staff questions whether there is a need for a full hearing.  I agree with Mr. Penny.  The whole purpose of settlement agreements is to avoid the need for a full hearing.  That was the purpose of the initial five-year deal and if a five-year deal can be approved without a full hearing, certainly a four-year adjustment to the five-year deal should be capable of being approved without a full hearing.  The case Mr. Penny cites certainly supports that proposition.

But then you go on to ask yourself:  What is there to hear?  As Mr. Penny says nobody is proposing there be an outcome more beneficial to ratepayers than the settlement proposal, so there is really nothing to hear, in our respectful submission.

The third question of Staff related to risks associated with eliminating the trigger mechanism, and it's risks to the parties, really, because the Board is not bound by what the parties do.  And in Rule 43 of your Rules of Practice and Procedure, it states:
"The Board may at any time indicate its intention to review all or part of any order or decision and may confirm, vary, suspend or cancel the order or decision serving a letter on all parties to the proceedings."


So even if some very strange and unexpected circumstances did materialize which called into question the continued appropriateness of this deal, the Board itself can do what is necessary to initiate the review.

Whatever risks there are, and CME doesn't see any, the parties have accepted them in this arrangement.  We don't see any dilution of either ratepayer or utility protection.  In fact, we submit there is some added ratepayer benefit in that it defines in advance what ratepayers get over the 300 basis points.  The fact that we allow Union to keep 10 of it, in my respectful submission, maintains an incentive for Union to do better.  The major incentives of this particular five-year deal are with the 200 basis points dead band and the 50/50 sharing over 200.

So we don't see that very much has been given up and it's arguable that the agreement has been strengthened in terms of ratepayer protection, not weakened.

On the issue of no retroactive ratemaking, we agree with Mr. Penny this does not involve retroactive rate making.  There is this ambiguity of sharing over 300.  What we have addressed in the settlement is an as yet unresolved item with respect to 2008 earnings sharing, as well as matters pertaining to the automatic 2008 review and reviews beyond 2008.  The resolution of these two items is linked in the settlement, but that's the way settlements work and there is no reason, in our submission, why you would -- or why you should find that linkage as inappropriate.

There are these major benefits to ratepayers in the agreement.

At the last schedule, the last page -- this is under Tab 1 of our brief.  You will see the allocation of the amounts to ratepayer classes, and by and large the beneficiaries of this settlement are the smaller ratepayers, and that's referenced in the settlement agreement itself at page 7, it's under Tab 1 at page 7, the second last paragraph -- full paragraph on the page.

The financial consequences of this agreement for the calculation of 2008 earnings sharing under the RSM are set out in Appendix A attached to this agreement.  The adjustments in the agreement to Union's original proposal are the result of compromise by the agreeing parties of their respective positions on matters listed above.  In all of the circumstances, the parties have agreed to increase the customer share of 2008 earnings from the proposed $15 million to $24.2 million.

And then starting at the bottom:
"Of the $34.2 million customer share of earnings, approximately 19.6 will be allocated to small volume general service customers and approximately 3.2 million will be allocated to large volume general service customers.  Approximately 4.7 will be allocated to large volume contract customers, and approximately 6.7 to M-12 shippers."


It goes on and says:
"Those benefits will flow back to the customers of the M-12 shippers."


So it's a settlement that is favourable to all customers.  If it's not approved, the customers that will suffer the most are the smaller customers.

The settlement agreements, we submit, are in the public interest.  This particular agreement is in the interest of ratepayers and the shareholder.  It resolves a potentially protracted hearing process and does not dilute the incentive effect of the initial agreement.

CME submits that the Board should not hesitate to approve the deal as fair and reasonable for ratepayers and for Union shareholders.  Those are my submissions.

MR. KAISER:  Thank you, Mr. Thompson.

Any other parties wish to make submissions?
Submissions by Mr. Warren:


MR. WARREN:  Mr. Chairman, I simply want to indicate for the record that my client adopts the submissions made variously by Mr. Penny and Mr. Thompson.  We support the agreement.

MR. KAISER:  Thank you.  Anyone else?
Submissions by Mr. Buonaguro:


MR. BUONAGURO:  VECC's in the same position, thank you.  Just we are in the same position, we support the submissions that ere made.

MR. KAISER:  All right, thank you very much.
Submissions by Mr. Gruenbauer:

MR. GRUENBAUER:  Excuse me, sir, Mr. Chairman.  I had a couple of brief submissions, if I might.

Some of this is as a result of some note that is Mr. Ryder gave me in response to the questions from Board Staff.

I just wanted to begin by saying along with the other intervenors, the City of Kitchener does support the agreement and urge its approval.

I am not going to make any legal submissions, obviously, but the City of Kitchener can speak to the ratepayer benefits that have been raised by various parties.

As the Board knows, we a municipally-owned utility and, like many municipalities operating in today’s shaky economic conditions, our finances are being squeezed by reduced tax revenues as businesses go under and buildings remain vacant at the same time that the costs of providing public services to our taxpayers are increasing.  The settlement agreement increases Kitchener’s share of Union’s actual utility earnings  from $91,000 to $204,000, and Mr. Chairman and Members of the Panel, that's our share of the change from the $15.2 million overall to the $34.2 million overall to ratepayers as a result of the agreement.

So that increase from $91,000 to $204,000 that's a significant benefit for us, which mitigates the squeeze on our overall finances.

So it's significant, and it is beneficial and I just wanted to get that out on the record. 

Going forward, I am not sure that I totally agree with Mr. Penny's characterization that the automatic review in 9.1 of the original agreement is superfluous, given the agreement that the parties have reached for the ratepayer's share increasing to 90 percent in any earnings above 300 basis points above the allowed rate of return, but I will say certainly its need is mitigated or questionable relative to the status quo, given the higher level of ratepayer protection that that affords on an under-earnings scenario going forward.  

In his submissions, Mr. Penny asked you to consider the question of:  Well, if 90/10 above 300 basis points, then why not 100 to ratepayers and zero percent for Union?  

I could take that a little further by posing:  Well, why not 110 percent to ratepayers and minus 10 percent to Union?  

In effect, that would penalize Union for earning above 300 basis points.  And, by the way, I cannot take the credit for posing that question, Mr. Chairman.  One of my colleagues in the room here, who shall go nameless unless they wish to reveal themselves, posed this question while we were at break the week before last.  

We quickly agreed that the effect being to penalize Union for driving out efficiencies would seem to defeat the purpose of incentive regulation and that would not be appropriate. 

And that will segue me into the only comments from Mr. Ryder that I would like to submit to the Board, and this is with respect to the first question that Board Staff posed, questioning whether it was premature to make changes to the IR plan and, if not, why not. 

Mr. Ryder, if he was here, would submit that the extent of -- and I agree with his submissions, obviously.  The extent of over-earning in 2008, which I think everyone will agree, it wasn't a great year.  It wasn't as bad a year as 2009, perhaps, will turn out to be.

The extent of that over-earning revealed the need to change the formula so that it becomes fair to all parties.  A fair plan is not one that necessarily under-earns in bad and over-earns in good economies; rather, a fair plan is one where all parties benefit from productivity improvements over the term.  

The off-ramp provision didn't provide a remedy towards fairness.  It was just a fairly cumbersome procedure to start all over again as one of the options.  And if we did start all over again, we would be hard pressed to come up with as effective a solution as to what we have arrived at through the settlement agreement with the 90 percent/10 percent sharing above 300.  

The evidence would seem to indicate that other changes to effect fairness would have been more problematic to the parties.  Mr. Penny spoke very lucidly to the give and take that takes place, and we would concur with that. 

It's not premature to change things where there was indicated over-earnings in 2008, notwithstanding that it was the first year of the plan.  It would be perhaps a bit irresponsible to wait for these results and perhaps over-earnings to take place in a better year.

And with that, I don't have anything further on any of the other questions, 2, 3 or 4, and adopt what's been said to this point.  Thank you, sir.

MR. KAISER:  Thank you, sir.  Anyone else?
Submissions by Mr. DeVellis:

MR. DeVELLIS:  Mr. Chairman, I have a brief submission, if I may.

SEC is in agreement with the settlement as well.  We believe the agreement reached in this proceeding is a win-win solution.  It provides the company with regulatory certainty, which is important in terms of business planning and also in terms of attracting capital.  

For ratepayers, ratepayers also benefit from regulatory certainty, in that it provides the necessary conditions to achieve efficiencies under the IRM mechanism; in addition to which ratepayers, of course, have also got the protection of enhanced earnings sharing. 

The Board also, in our view, gets a more efficient and predictable regulatory system.  

SEC has always been in favour of incentive regulation.  We believe it provides incentive to regulated utilities to act like competitive companies, which will mean more efficient operations and lower prices for ratepayers in the long run. 

But in order for those positive outcomes to be achieved, two key elements need to be in place.  The first is an opportunity for the company to make and keep profits above its allowed return on equity, and that is what drives the efficiencies that will ultimately benefit ratepayers.  And two is the long enough time frame so that the company can undertake long-term efficiency measures without fear that the regulatory construct that they have planned on will be unravelled. 

We believe this agreement strengthens the existing IRM by providing the company with greater certainty that the IRM will stay in place, as well as continuing its ability to earn above the allowed ROE with respect to the 200 basis point dead band, as well as the 50/50 sharing above 200 basis points.  

As I said, that's not just important for the company. It is also, we believe, an important outcome for ratepayers, because it provides the proper structure to drive efficiencies that will benefit ratepayers.

In addition, of course, ratepayers get extra protection in the form of enhanced earnings sharing above 300 basis points.  SEC has traditionally not been in favour of earnings sharing, and we understand that, on a superficial level, this agreement can be seen as simply enhanced earnings sharing.  But, in our view, what we have done is taken an existing earnings sharing - that is, the 50/50 earnings sharing above 200 basis points, with an automatic application for review - and replaced it with something that is more efficient and more consistent with our view of how an IRM should work; i.e., we have enhanced the IRM by removing the uncertainty and inefficiency of an automatic review and replaced it with what I would characterize as an automatic ratepayer protection. 

I would just like to address some of the questions that have been posed by Board Staff.  Most of them have already been addressed by others, and we agree with those submissions. 

Board Staff asked whether it's appropriate to implement this settlement without a hearing.  I just want to point out that the IRM plan itself was, of course, implemented without a hearing, and that plan in its entirety involved issues that are much more complex than the issues we are dealing with today, for example, the X factor, various Y factors, and the Board accepted that framework without a hearing.  

I don't think I need to address any of the other questions they have already been addressed.  In our view, this agreement improves, enhances the existing IRM, and we urge the Board to accept it.  Thank you.

MR. KAISER:  Thank you, Mr. DeVellis.
Submissions by Mr. Mondrow:

MR. MONDROW:  Sorry to trouble you before you rise, but I would like to address in response a few of the characterizations of IGUA's position, so that the position is clear to the Board. 

Mr. Thompson says that IGUA has essentially abstained from this agreement.  Mr. Penny says the implication of IGUA's position, as set out in our letter sent on behalf of IGUA, is that IGUA's concerns not sufficient to seek to overturn the settlement.

Mr. Penny likened that to the situation of Mr. Crockford in the EB-2005-0520 proceeding, an excerpt from which is presented by Mr. Penny at page 108 of his brief, which is Exhibit K1.1 in this proceeding. 

I just want to address those characterizations, if I might, because I don't agree with them.  Mr. Crockford in that earlier proceeding apparently indicated he did not support the settlement agreement and that he would be filing an appeal, but never did so and never made any further submissions.  

That's reflected in paragraph 1.3.3 of the Board's decision in that case, which, as I say, is found at page 108 of Mr. Penny's brief.  

That is not the position that IGUA has taken in this proceeding in respect to the settlement proceeding before you.  IGUA has stated uncategorically in its written submission that it does not agree.  That it is not the same as taking no position or abstaining.  

And it has also provided a brief statement of its substantive concerns with the settlement proposal to the Board.  That was to allow the Board to understand those concerns, but, at the same time, advise the Board that beyond that brief statement it wasn't going to seek to add further arguments or examination or evidence, and IGUA stands by that representation. 

But we do agree with Mr. Penny - and we so responded to your question this morning, Mr. Chair - that the lack of unanimity in respect to the agreement is not a legal bar to the Board accepting the agreement.  That was the tenor of the question that you asked me, as I understood it, and certainly the intended tenor of my response.  

I wanted to be clear on IGUA's position on the agreement.  It is not abstaining.  It does not accept the agreement for the reasons set out in the letter. 

I think it was Mr. Penny who said all parties thought the review trigger was superfluous.  I appreciate Mr. Penny was actually quite careful at some points to single out IGUA from those representations of all parties, but just to be clear, it should be obvious IGUA does not agree that the trigger is superfluous. 

Mr. Thompson gave you some discussion about IGUA's concern about over-earning in reference to 300 basis points, and I don't think that's what IGUA's letter actually says, that the shareholder would over-earn in excess of 300 basis points.  It talked about Union over-earning in excess of 300 basis points.  

It should be clear and is I think obvious to the Board that as currently structured between zero and 200 basis points of over-earning, the ratepayers get no share; between 200 and 300 basis points, the ratepayers get 50 percent; and then the parties - except for IGUA - to this proceeding have proposed a 90/10 share above 300 basis points.  Mr. Penny characterized that as having all the protection, and certainly that's true virtually above 300-basis point but IGUA's statement in its letter was not limited to simply the over-earnings above 300 basis points. 

I think that is clear in the letter and any characterization otherwise, frankly, I don't agree with. 

My final comment, I did indicate off the top that IGUA might well like to respond to some of Staff's propositions as put forward in its questions and I won't go over them all, but in respect of the elimination of the trigger which obviously is a concern to IGUA, Staff says three things.   The first is it removes the review mechanism which requires Union to file an application for review; clearly that's the case. 

The second and third points posit that the removal of that section 9.1 in the earlier settlement agreement for the comprehensive IRM removes from parties the option to propose that the IR plan is not working and to ask the Board to return to a cost of service model.  IGUA would not agree that that option is removed.  Admittedly, as Mr. Penny stated, the onus is presumably significantly higher but not removed.  

Board Staff also posited that removal of that trigger mechanism removed from the parties the option to seek adjustments to the IR plan, and similarly IGUA would not agree with that proposition, so I wanted that to be clear on the record, and I appreciate your indulgence.   Thank you very much, sir. 

MR. KAISER:  Thank you. 

Mr. Penny, did you have anything in reply?

MR. PENNY:  No, I have no reply.  Thank you. 

MR. KAISER:  Thank you. 
Submissions by Mr. Quinn:

MR. QUINN:  My colleagues have covered the legalities of settlement to a great degree and the merits of the settlement agreement in front of you, so I won't go over areas that they have already covered.  However, the Board Staff did ask a couple of questions that I think the answers that I had haven't been canvassed yet so I am going to just cover them off very briefly.  The first question:  Is it premature to make the changes?  And in my submission, if after the first year was too premature, then I would ask the question why wasn't the original agreement stating clearly that after two years, we review the agreement and not after one year?  Given that that is not the case, then I think the opportunity for review at this time and potential adjustment is clearly stated in the original settlement agreement and the earnings, as we have discovered, have warranted a review and by agreements of the parties the adjustment is in the public interest. 

The second question is:  Is it appropriate to institute such changes without a hearing?   In my view, while this hearing, we are here today, is on the merits of the agreement, we respect it's in the Board's realm of discretion to decide anything including a full hearing.  

If the Board chose that route, the Board has a glimpse of the complexity of the issues that stem from the many hours of work that Board Staff, the applicant, and the parties put in to try to create a mechanism designed to balance the interest of customers, the need of a stable environment for investment and regulatory efficiency.  

Without delving into the complexity of the issue and the parties' respective views on the definition of the terms that have some level of ambiguity, I would submit the Board has a level of empirical evidence to determine its course of action.  Even with the best efforts, earnings in excess of 300-basis point which has been submitted as super-normal have been realized.  

I would think that it can be concluded by the actions of the parties that is they met -- initially agreed to establish a review provision at the level, threshold level of 300 basis points and then subsequently agreeing on improvements to the earnings sharing mechanism that provide customers with a greater share of earnings in excess of 300 basis points, that would be evidence to suggest that that level is considered super-normal and warrants an adjustment, even if it is in first year.  

So we would conclude that it is not too early to adjust the plan and, in fact, could be seen as an evolution of the plan based upon the empirical evidence in front of you and is still designed to meet the original objectives from the Natural Gas Forum.  

Those are our submissions. 

MR. KAISER:  Thank you.  

Ms. Campbell, did you have anything? 

MS. CAMPBELL:  Board Staff has no submissions, thank you.

MR. VLAHOS:  Mr. Penny, two areas of clarification.  If you turn up the agreement itself, the proposed agreement.  On page 1 -- we haven't given this an exhibit but it appears in three or four different places. 

MR. KAISER:  Can we give this an exhibit now, the settlement agreement, if it doesn’t have an exhibit number? 

MR. BATTISTA:  We will give the settlement regarding EB-2009-0101 and we will give that the exhibit number K1.3. 

MR. KAISER:  Thank you.  
EXHIBIT NO. K1.3:  EB-2009-0101 SETTLEMENT PROPOSAL

MR. VLAHOS:  Mr. Penny, you see on page 1 where the section 10.1 of the first, if I can call it first settlement proposal is set out, it has two paragraphs, okay, the large paragraph and the smaller one which consists of four lines. 

The second paragraph speaks about the DSM-related shared services mechanism and lost revenue adjustment mechanism, you see that, the LRAM?  Then the agreement, K1.3, the proposed agreement, if you go to page 4, it sets out the revisions, the amendments to the existing 10.1 paragraph; do you see that? 

MR. PENNY:  Yes. 

MR. VLAHOS:  And those changes are underlined.  

MR. PENNY:  Yes. 

MR. VLAHOS:  It does not contain the second paragraph. 

MR. PENNY:  That's because it was not intended to be changed and we were only citing the relevant passage, the relevant portion.  I apologize that, it is -- correct me if I am wrong, but I think the understanding was that there was no dispute about those provisions, those remain, they weren't cited here because they weren't in issue. 

MR. VLAHOS:  You just omitted that paragraph that was to be amended, not... 

MR. PENNY:  Yes, we are amending, we are showing the amendments to the paragraph but only the part that's amended.  

MR. VLAHOS:  Okay.  Thanks for that clarification.  

You spoke about the implementation and the agreement itself, I guess, which is on page 4.  

MR. PENNY:  Yes.  

MR. VLAHOS:  So the way you see this process unfolding, there will be a draft rate order prepared by the company.  

Now, in view of the fact you have an application before the Board, the QRAM process, which contemplates effective dates of July 1st or implementation dates, so what do you foresee here, the Board approving rate schedules or unit rate changes? 

MR. PENNY:  Why doesn't Mr. Kitchen speak directly to that rather than through me, because he is very familiar with how it will be done. 

MR. KITCHEN:  The earnings sharing amount would be disposed of through a delivery rate rider that will be approved and appear on a rate schedule, so we would make a filing that would have that material in it.  Essentially it's the rider that gets approved.  It's not included in rates.  

MR. VLAHOS:  Okay.  So it will be just the adjustment, which is the rate rider itself, which would be identified as pursuant to this agreement?


MR. KITCHEN:  That's correct. 

MR. VLAHOS:  So do you need to file the rate schedules?  Can you just file the rate riders themselves and then the next panel that deals with the QRAM process can simply pick up from the one-pager and implement those as part of QRAM? 

MR. KITCHEN:  Generally what we do when we dispose of deferral accounts or earnings sharing amount is we layer -- we start with the QRAM and then we layer on the changes going forward.  So the final approved rate order would have the final rate schedule in it. 

MR. VLAHOS:  Right.  So what do you want this panel to do?  Approve the specific rate riders or the schedule that will contain the proposed rate riders? 

MR. KITCHEN:  In terms of this panel, we are asking this panel to approve the settlement tomorrow, assuming it get approved today, we would file a rate order that would take into account earnings sharing, and if we get a decision on deferral accounts, we would take that into account as well and the next panel would have to approve that by the middle of June so that we would have an order that we could implement. 

MR. VLAHOS:  I think we can forget about the deferral accounts application here.  We are almost middle of June and we still have to contemplate on the merits of that.  So let's talk about this proceeding in conjunction with QRAM.

And, Mr. Kitchen, I am sorry, I am just not too clear as to what you intended to file.  Is it just one page that says, Here are the rate riders per rate classification that would apply pursuant to the Board's approval of this agreement, or is it 100 pages of rate schedules?

MR. KITCHEN:  It's not 100 pages of rate schedules.  Not all the rate schedules are impacted.  Only the general service rate schedules are impacted, because we dispose of this on our contract customers as a one-time adjustment.

MR. VLAHOS:  Were you intending to file the actual rate schedules or just the unit change, the rate rider itself?

MR. KITCHEN:  We would file the rate schedules.

MR. VLAHOS:  The rate schedule?

MR. KITCHEN:  Yes.

MR. KAISER:  That would give effect to appendix B of the settlement agreement, in effect?

MR. KITCHEN:  No, it would be separate -- we would typically file the rate order as a separate application.  

MR. SOMMERVILLE:  It would confirm the allocation of the benefit.

MR. KITCHEN:  The settlement agreement will only have the allocation.  We then take the allocation at interest, because we need to add interest from January 1st to July 1st.  We then turn that to a rate rider delivery adjustment, and that's what gets built onto the rate schedule.

MR. VLAHOS:  Recognizing those rate schedules will never see the day -- they are never going to be implemented as such, because it is the QRAM process that will supplant all this; right?

MR. KITCHEN:  That's right.

MR. VLAHOS:  I want to ensure that in your draft order whatever -- you can include your rate schedules, but there has to be a clear identification of the rate riders that will pertain to each rate classification, so that the next panel can use that for purposes of QRAM.

MR. KITCHEN:  And we will do that, sir.

MR. VLAHOS:  All right, thank you.

MR. KAISER:  All right, thank you, gentleman.  We will come back in 15 minutes.

--- Recess taken at 12:16 p.m. 

--- Upon resuming at 12:29 p.m.
DECISION:


MR. KAISER:  The Board heard submissions this morning regarding an application Union Gas filed with the Board on April 2nd of this year under section 36 of the Ontario Energy Board Act.  That application sought orders to vary rates effective July 1st, 2009, in connection with the sharing of 2008 earnings under the incentive rate mechanism approved by this Board on January 17th, 2008 in EB-2007-0606.  That incentive plan covers the period 2008 to 2012.  We are now dealing with the first year under that plan, namely the 2008 year.


At the end of the day, what is at issue in this proceeding is two paragraphs in the original agreement.  The first is Paragraph 10.1 at page 22 of that agreement.  That paragraph states:
"The parties agree that there will be an earning sharing mechanism based on actual utility earnings.  If in any calendar year, Union's actual utility return on equity is more than 200 basis points over the amount calculated annually by application of the Board's ROE formula in any year of the IR plan, then such excess earnings shall be shared 50/50 between Union and its customers."


The other issue concerns paragraph 9.1 of the original settlement agreement.  That's at page 21 of the original agreement.  That covenant read:
"The parties agree that if there is a 300-basis point or greater variance in weather-normalized utility earnings above or below the amount calculated annually by the application of the Board's ROE formula in any year of the IR plan, Union will file an application with the Board with appropriate supporting evidence for a review of the price cap mechanism."


The section goes on to outline the procedure regarding that application.
This is known as the off-ramp.

On June 4th 2009, the parties in this proceeding filed a new settlement agreement with the Board.  The relevant provisions are in paragraph 1 at page 4 of that agreement.  Paragraph 1 provides, first of all, that Section 9.1 of the original IR settlement shall be deleted in its entirety.  That was the section that provided for the so-called off-ramp

Paragraph 10.1 of the original agreement is also revised in the new agreement.  The new agreement provides that:

"The parties agree that there will be an earnings sharing mechanism based on actual utility earnings.  If in any calendar year, Union's actual utility revenue return on equity is more than 200-basis point but not more than 300 basis points over the amount calculated annually by application of the Boards ROE formula in any year of the IR plan, then such excess earnings shall be shared 50/50 between Union and its customer."


This is followed by a new provision:

"In addition to the above, if in any calendar year, Union's actual utility return on equity is more than 300 basis points over the amount calculated annually by the application of the Board's ROE formula in any year of the IR plan, then such earnings in excess of 300-basis points will be shared 90/10 between customers and Union, (i.e., customers will be credited 90 percent and Union will be credited 10 percent.)"


A wide range of customer interests were represented in this proceeding.  All agree to the settlement except one, which I will come to in a moment.


The evidence before us indicated that under the original settlement plan with the 50/50 split, some $15.2 million would be made available to the customers.  That amount has increased by reason of certain adjustments in the calculations as well as the new 90/10 split.  The amount is now $34.17 million.  Those amounts are set out in Appendix A of the Settlement Agreement which is attached to this decision as Schedule 'A'.  The original agreement is attached as Schedule 'B'.


Appendix B of the new Settlement Agreement shows the allocation of the $34.17 million between different customer classes.  It has been pointed out that the main beneficiaries are the small-volume general service customers.  In the Southern Operations Area, they receive 13.7 million of that 34 million.  In the Northern and Eastern Operations Area it's almost 6 million.

The one conclusion no one disputes is that there will be a substantial reduction in rates under the new settlement agreement, all of which is clearly set out in the agreement.

The one objection to the settlement is made by IGUA.  IGUA filed a letter on June 5th with the Board.  The relevant paragraph of that letter reads as follows:

"IGUA recognizes that the settlement proposes a greater share for ratepayers of any over-earnings above 300 basis which affords ratepayers some protection.  However, IGUA remains concerned that the removal of the trigger mechanism, in effect, provides Union with a 'licence' to continue to over-earn in excess of 300 basis points under the IRM plan without review of the reasons therefore and the reasonableness of the continuing with the plan as set."


As I indicated, IGUA is the only party opposing this settlement Agreement, and it is on that basis.


The Board would note, and this has been argued by counsel, that even if the contractual right of the parties to review the plan disappears when the trigger mechanism disappears, the Board still has inherent jurisdiction to review situations it regards as unfair or unreasonable.  Mr. Thompson referred to Rule 43 of the Board's rules.


Various parties also disputed IGUA's claim that Union will have a 'licence' to continue to over-earn in excess of 300 basis points.  The Board agrees.  After all, 90 percent of any "over-earnings" go to the customers.


Mr. Penny, in his submissions, referred to the Natural Gas Forum Report this Board issued in 2005.  It is useful to remember why we are all here, what the purpose of these settlement agreements is, and in particular what the purpose of IRM is.


Mr. Penny referred at page 25 of his document brief to the message from the Chair, in the introduction to that Report:
"First, we believe that all stakeholders will benefit from a more predictable and longer term treatment of rates.  Utilities will benefit because they can make longer term decisions and customer will benefit through downward pressure on rates.  The Board's report identifies the specific components of the incentive regulation plan the Board believes will lead to these results."


The amendment to the original settlement agreement, in the new proposed settlement agreement, meets those goals and the Board's objectives.  It will not only reduce the regulatory cost but will allow greater certainty for all parties going forward.  We heard that there were a number of disputes regarding the ambiguity of the language in the existing agreement.  Two days of settlement discussions on May 25th and 26th were taken up debating those issues.  They have largely been resolved through this agreement.  The new Agreement is more than a revision of the revenue split.  It is a much clearer agreement.  That is in the interest of all the parties.

As to the downward pressure on rates, the evidence is set out in Appendix A and B of the agreement.  There is a substantial reduction in rates and that, too, is in the interests of the parties.


We recognize Mr. Mondrow's concern on behalf of his client but as mentioned, the Board does have inherent jurisdiction to deal with situations contrary to the public interest.  If a clear unfairness arises, the Board has the capacity to deal with it.  And, there will continue to be a review of the over-earning amount every year.


For these reasons, the Board approves the Settlement Agreement as drafted.  We will ask the applicant to file a rate order giving effect to this decision and allow the parties three days to respond to the draft order.  It is in the interest of all parties to ensure that these rate reductions become effective on July 1st as planned. Any questions?


MR. PENNY:  No, thank you, Mr. Chairman.

MR. THOMPSON:  Mr. Chair, can I just record my client's request for reasonably-incurred costs in connection with this matter, thank you.

MR. KAISER:  Yes.  Mr. Warren, same?

MR. WARREN:  Please, sir.

MR. KAISER:  It sounds like Charles Dickens.

Anyone else?

MR. WARREN:  It is Charles Dickens ...

MR. KAISER:  Thank you, gentlemen.


--- Whereupon the conference concluded at 12:40 p.m.
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