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IN THE MATTER OF a reference pursuant to
section 36 of the Ontario Energy Board Act,
R.S.O. 1980, c.332 from the Lieutenant
Governor in Council by Order in council dated
the 15th day of February, 1985 to the Ontario
Energy Board.

AND IN THE MATTER OF a public hearing to
examine and Treport upon <certain matters
respecting the implications for energy
supply, gas rates and service of a proposed
acquisition of certain shares of Union
Enterprises Ltd. by Unicorp Canada
Corporation; and the question of the need for
or desirability of the public review and
regulation of both the direct and indirect
ownership and control, and transfers thereof,
of gas distributors, transmitters and storage
companies in Ontario.
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INTRODUCTION

On February 1, 1985, Unicorp Canada Corporation
commenced an attempt to take over Union Enter-
prises Ltd., a holding company whose major
asset was Union Gas, one of Ontario's three
major natural gas utilities regulated by the
Ontario Energy Board. The takeover was resis-
ted by the management of Union Enterprises and
a highly public struggle for control ensued.

The Lieutenant Governor in Council, on the
recommendation of the Minister of Energy, issued
an Order in Council on February 15, 1985,
requiring the Ontario Energy Board to hold a
hearing and report' to the Lieutenant Governor
in Council on the 1impact of the purchase of
Union Enterprises by Unicorp on the operations
of Union Gas and on the more general question
of review and regulation of ownership and

control of natural gas utilities in Ontario.

1X
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After the Order in Council was issued, but
before the Energy Board's hearing was underway,
Unicorp was successful in acquiring control of
Union Enterprises and a settlement agreement
between the two parties was drawn up. Subse-
quently a set of joint undertakings from Unicorp
and Union Enterprises was presented to the
Board which make certain commitments regarding
Union Gas.

The current Ontario Energy Board Act, Section
26(2), requires the approval of the Lieutenant
Governor for any acquisition of 20 percent or
more of the common shares of a natural gas
utility. However, the section does not provide
for the possibility of the takeover or change
of control of a holding company which owns or
controls a natural gas utility.

All three Ontario natural gas utilities, Consu-
mers' Gas, Union Gas and Northern and Central
gas have previously undergone changes in corpo-
rate structure which have resulted in each of
them being controlled by holding companies, and
which have ©been approved by the Lieutenant
Governor. In the case of Unicorp's takeover of
Union Enterprises, there was an indirect change
of control of a major natural gas utility which

therefore challenged existing legislation.
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At the hearing held by the Board between Apriil
9 and May 19, 1985, arguments and evidence was
presented by parties to the takeover transac-
tion, by intervenors on behalf of industry,
municipalities, political parties and by indi-
viduals, and by the Ontario Energy Board Coun-
sel. Details of significant financial transac-
tions which enabled Unicorp to be successful in
its takeover bid were made public for the first

time.

During the hearing, the Board had the benefit
of an exceptional range of informed and expert
witnesses. Significant evidence was presented
that caused the Board to examine not only its
role during the transfer of ownership or control
of a natural gas utility, but also its regula-
tory powers in general, and its ongoing respon-
sibilities and authority.

The Board is conscious of the importance of the
government retaining its power of approval over
the control or ownership of the three major
natural gas utilities. Examination of the case
and evidence at the hearing has convinced the
Board of the need to identify more strongly its
areas of regulatory power, in order to to ref-
lect the evolution of corporate structure and
ownership of the natural gas utilities that has
occurred in recent years. The Board also

Y1
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recognizes the value of the ‘natural gas utili-
ties being economically unfettered. Utilities
should not be pawns in the transactions of
holding companies, but they should have the
freedom to benefit from vigorous management and
ownership.

Chapters 1 to 5 of this Report describe the
role of the Board, give details of the hearings,
outline the process of the takeover and the
parties to it and summarize the arguments of

the participants at the hearing.

Chapter 6 delineates the principle of the public
interest which the Board has applied in this

case.

Chapter 7 relates the issues of holding compa-
nies, takeovers and concentration of control as
they apply to natural gas utilities, and recom-
mends that, subject to other recommendations,
no action be taken to interfere with the Unicorp

takeover of Union Enterprises.

Chapter 8 contains findings on some specific
issues relating to this case.

Chapter 9 analyses the joint undertakings of-
fered by Unicorp and Union Enterprises in rela-

tion to the OEB's key areas of regulatory

X1ii
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concern. Important aspects .of the Board's
powers are reviewed and the status of all exis-
ting undertakings relating to natural gas uti-
lities is examined.

Chapter 10 gives a history of the Ontario legis-
lation relating to the ownership and control of
natural gas utilities, and a survey of compara-
ble legislation in other provinces.

Chapter 11 considers the best manner in which
the Government can continue to excercise its
concern for the change in control of a gas
utility.

Chapter 12 summarizes the Board's recommenda-

tions.

Volume II of the Report contains appendices
which summarize the evidence of witnesses,
provide maps of the operating areas of the
natural gas utilities, charts of the relevant
corporate structures and copies of the underta-

kings and orders in council.

x1i1
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1.

1. THE ROLE OF THE ONTARIO ENERGY BOARD

The distribution of natural gas within Ontario
to residents, businesses and industry is funda-
mental to the economy of the province. It is
an essential service, and consequently one with
which the legislature has long had a deep con-

cern.

There are three major gas distributors in
Ontario which together serve approximately
1,462,000 customers. Each gas distributor is
granted franchises to operate a monopoly within
a given area: Union Gas operates within south-
western Ontario, Consumers' Gas operates in
southern, central and eastern Ontario, and
Northern and Central Gas operates in north-
western, northern and easter Ontario. The
combined assets of the three total $3.3 hillion.

1/1
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1.

The total revenue of these utilities was ap-
proximately $3.7 billion in 1984.

Since these gas utility franchises are mono-
polies created in the public interest, their
ownership is a matter of public concern and has
traditionally been subject to approval by the
Government of Ontario, through 1legislation

established in the Ontario Energy Board Act.

The existing legislation, section 26(2) of the
Ontario energy Board Act requires that notice
be given and approval be obtained for any per-
son to acquire 20 percent or more of the common

shares of a natural gas utility.

In February, 1985, Unicorp Canada Corporation,
a holding company mainly active in the field of
real estate, began proceedings to acquire shares
to gain control of Union Enterprises, a holding
company whose major holding was Union Gas. The
takeover was vigorously contested by Union
Enterprises and highly publicised.

Since the proposed takeover of control of the
natural gas utility was indirect, the existing
legislation was not directly applicable. How -
ever, the Lieutenant Governor in Council, noting

~that Union Gas was subject to regulation under
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the Ontario Energy Board‘ Acf, and that the
proposed takeover was the “subject of public
concern, on February 15, 1985 issued an Order

©in Council ordering the Ontario Energy Board to
hold a \public hearing and report to him pur-
suant to Section 36 of the OEB Act, which reads
as follows:

The Lieutenant Governor in Council
may require the Board to examine and
report on any question Trespecting
energy that, in the opinion of the
Lieutenant Governor in Council, rTe-
quires a public hearing."

The Order in Council states:

WHEREAS Union Gas Limited ("UGL"),
Canada's second largest distributor of
natural gas, plays a vital role as an
energy supplier to the Ontario economy,
owning and operating a fully integrated
natural gas transmission, storage and
distribution system located in south-

~western Ontario serving approximately
492,000 industrial, commercial and
residential customers and providing
transmission ' services to TransCanada
PipeLines Limited and transmission and
storage services to other major distri-
bution companies; and

WHEREAS UGL is a distributor and
transmitter of gas within the meaning
of the Ontario Energy Board Act and is
therefore subject to regulation under
that Act; and .

1/3
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WHEREAS Unicorp Canada Corporation
("Unicorp"), a publicly traded corpora-
tion, has made a public offer to pur-
chase by way of share exchange any and
all of the outstanding common shares of
Union Enterprises Ltd.("Enterprises'"),
a publicly traded <corporation which
holds all of the common shares of, and
therefore con- trols, UGL; and

WHEREAS a number of major custo-
mers of UGL, and a number of municipa-
lities from which UGL holds service
franchises, have expressed considerable
concern and are seeking assurances that
their interests and the public interest
in price, service and reliability will
not be jeopardized by the proposed
transaction; and

WHEREAS Council is of the opinion
that the proposed transaction raises
questions respecting energy which re-
quire a public hearing:

THEREFORE pursuant to section 36
of the Ontario Energy Board Act the
Ontario Energy Board be requitred to
examine and, after holding a public
hearing with respect thereto, report to
the Lieutenant Governor in Council on:

1. The probable and potential impact:
i) on the storage, transmission and
distribution business and activi-
ties of Union Gas,

ii) on the present and future custo-
mers of Union Gas, in terms of
both service and rates,

iii) on those who contract with Union
Gas for storage or transmission
services, and

iv) on energy supply in Ontario

1/4
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1.

of the acquisition” by Unicorp,
pursuant to an offer dated
February 1, 1985 made by Unicorp
to the holders of all of the
common shares of [Union] Enter-
prises, and any modifications of
the said offer, of more than 20 %
of the common shares of Enter-
prises; and

2. the need for or desirability of
the public review and regulation
of both the direct and indirect
ownership and control, and trans-
fers thereof, of gas distributors
and transmitters in Ontario.

It may be useful at the ‘outset of this report
to review briefly the duties of the OEB which
are set out in the OEB Act.

The OEB regulates all natural gas utilities in
Ontario except those municipally owned and
controlled by the cities of Kingston and Kit-
chener. It is responsible for determining
rates and charges for the transmission, storage,
distribution and .sale of natural gas in the
province; for designating and authorizing of
natural gas storage areas; for authorizing
construction of transmission lines; for autho-
rizing expropriations for natural gas pipelines;
and for approving franchises for natural gas

utiities to serve designated areas. The OEB

1/5
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acts upon references from the Minister of FEnergy
regarding Ontario Hydro's wholesale rates and
other rate-related matters; from the Minister
of Natural Resources regarding certain oil and
gas matters; and from the Lieutenant Governor

on any question respecting energy.

Under the Muncipal Franchises Act the OEB ap-
proves the terms ‘of a proposed by-law granting
a franchise to supply gas to a municipal corpo-
ration or to distribute gas in the municipality,
and extends the term of such franchise or of a

transmission franchise.

‘The OEB grants certificates of public conve-

nience and necessity to construct works and

supply gas in municipalities.

Under the Petroleum Resources Act, and upon
reference from the Minister of Natural Re-
sources, the OEB reports on certain applications

for permits and licences.

Under the Public Utilities Act, the OEB con-
trols gas utilities that contravene municipal
by-laws prohibiting the distribution and sale
of gas containing sulphuretted hydrogen.

Under the Assessment Act, the OEB decides whe-

1/6
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.15

.16

ther certain gas pipelines are transmission

lines for assessment purposes.

Under the Toronto District Heating Corporation
Act, 1980, the OEB, upon appeal by a customer,
fixes steam rates for certain customers of the

Toronto District Heating Corporation.

Most important to this case, the OEB reports to
the Lieutenant Governor on applications by gas
utilities to sell their assets or amalgamate
with other wutilities and on applications by
persons to acquire shares of a gas utility
which would result in a holding of more than 20

per cent of any class of shares.

1/7
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2. THE HEARING

The Lieutenant Governor issued an Order in
Council dated February 15, 1985 directing the
Ontario Energy Board to examine and, after a
public hearing, to report on the Unicorp take-
over of Union Enterprises and on the need for
public review and regulation of ownership and
control and transfers thereof, of gas utilities.
These two aspects are referred to in this Report
as Phase I and Phase II respectively. On Feb-
ruary 18, 1985 the Board 1issued 1its Notice
convening the public hearing ordered by the
Lieutenant Governor. The Notice invited inte-
rested persons to make submissions, outlined
the intervention procedure and the matters to
be considered in evidence. The Notice also
defined the areas of the public interest to be
addressed.

2/1
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2.2 In order to assist intervenors and the general
public, the Board issued a series of questions
to be answered by Unicorp and Union Enterprises
as part of several procedural orders. Other
procedural orders contained summonses to wit-
nesses or dealt with other administrative mat-
ters.

2.3 Unicorp and Union Enterprises provided written
answers to questions put to them in the Board's
procedural orders, and also provided additional
pre-filed evidence in advance of the hearing
both from company witnesses and from expert
witnesses. All such pre-filed written evidence
was entered as exhibits at the hearing.

2.4 The first day of the hearing was on March 13,
1985, and dealt with procedural matters. At
that time the Board postponed the date for the
resumption of the public hearing from March 19
until April 9, 1985. This was done at the
request of Union Enterprises and without objec-
tion from any other participant. The public
hearing resumed on April 9, 1985 and finished
on May 29, 1985. There were twenty-nine hearing
days.

Letters of Concern

2.5 A total of 288 1letters were received by the

9 /9
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Board from eighty-one compahies and school
boards, seventy city councils and townships and
137 concerned individuals. A summary of the
concerns was read into the record by Board
Counsel and all were entered in the record
collectively as Exhibit 6. The views expressed
by the writers have been taken into account by
the Board in making its findings.

Participants

2.6

2.7

The 1initial participants in the hearing and

their Counsel were as follows:

° Unicorp Canada Corporation represented by
Mr. C. C. Lax, Q.C., Mr. A. Leibel, Ms.
Julia Ryan and Mr. J. D. Alton;

° Union Enterprises Ltd./Union Gas Limited
represented by Mr. J. F. Howard, Q.C. and
Mr. J. L. Ronson;

° Ontario Energy Board Counsel, Mr. J. Cam-

pion.

Other active intervenors were:
° Industrial Gas Users Association ("IGUA"),
represented by Mr. P. C. Thompson, Q.C.;

° Inter-City Gas Corporation , represented
by Mr. J. Roland, Q.C. and Mr. D. Brett;
° Hiram Walker Resources Limited, repre-

sented by Mr. C. Campbell, Q.C.;

2/3
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2.8

The Consumers' Gas Company Ltd. rtepresen-
ted by Mr. R.S. Paddon, Q.C.;

The Regional Municiﬁality of Haldimand-
Norfolk and The Corporation of the City of
Chatham, rtepresented by Mr. T. A. Cline,
Q.C.; .

The Corporation of the City of Kitchener,
represented by Mr. C. M. McGilp, Mr. J. A.
Ryder, Q.C., and Mr. J. Wallace;

Energy Probe, represented by Mr. D. Poch;
Certain industrial gas users, represented
by Mr. S. Kawalec; '

The Ontario New Democratic Party Caucus

In addition, the following individuals partici-

pated

in the hearing but were not represented

by counsel:

Mr. Bram Verhoeff, on behalf of himself;
Mr. Achiel Kimpe, on behalf of himself;

Mr. T.R. Close, on behalf of the Chatham
and District Chamber of Commerce;

Messrs D. and N. McGeachy, on behalf of
the McGeachy Charitable Trust;

Mr. Nichol, on behalf of himself and his
wife;

Mr. § Mrs. La Bombarde, on behalf of them-
selves;

Mr. C. M. Tatham, on behalf of the County
of Oxford.

27 /A
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2.9 The following organizationé filed interventions

but did not participate in the hearing:

° Natural Resource Gas Limited

° Petrosar Limited

® Du Pont Canada Inc.

° TransCanada Pipelines Limited

° Municipality of Hamilton-Wentworth

° Mr. L. Donofrio on behalf of the Liberal

Party Caucus
Witnesses
2.10 The following witnesses appeared on behalf of

Unicorp.

° Mr. James W. Leech A
President, Unicorp Canada Corporation

° Mr. G. R. Cowan
Senior Investment Analyst, Levesque
Beaubien Inc.

° Dr. C. J. Cicchetti
Vice-President,National Economic
Research Associates Inc.; Professor
of Economics and Environmental Stu-
dies, University of Wisconsin, Madi-
son; former Chairman, Public Service
Commission of Wisconsin

° Mr. K. J. Slater

Senior Vice President, Energy Manage-
ment Associates Inc., Atlanté, Georgia

2/5
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2.

11

° Mr. J. J. Oliver
Senior Vice President, Nesbitt Thomson
Bongard Inc.

° Dr. W. R. Waters
Professor of Economics and Finance,
University of Toronto

° Mr. George S. Mann
Chairman, Unicorp Canada Corporation

° Dr. W. J. Baumol
Professor of Economics, Princeton and

New York Universities

The following witnesses appeared on behalf of

Union Enterprises and Union Gas.

° Mr. F. M. Edgell
Senior Vice President, Utility Opera-
tions, Union Gas Limited

° Mr. M. J. O'Neill
Treasurer, Union Gas Limited and
Union Enterprises Ltd.

° Mr. T. E. Kierans _
President, McLeod Young Weir Limited

° Dr. G. R. Hall
former Commissioner, U.S. Federal
Energy - Regulatory Commission; Vice
President, Charles River Associates,
Boston, Massachusetts

° Mr. W. Darcy McKeough
Chairman, Union Gas Limited and Union

Enterprises Ltd.

2/6
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2.12

2.13

2.14

The following witness appeaféd ‘on behalf of
Consumers' Gas.
° Mr. R. Martin
President and Chief Executive Officer,
" The Consumers' Gas Company Ltd.

The following witnesses appeared on behalf of
Inter-City Gas Corporation.
° Mr. R. G. Graham
President and Chief Executive Officer,
Inter-City Gas Corporation
) Mr. H. E. Andrews
Vice President of Finance and Regu-
latory Affairs, Northern and Central

Gas Corporation Limited

The following witnesses appeared on behalf of
the Ontario Energy Board Counsel.
° Dr. W. T. Cannon
Associate Professor of Finance,
Queen's University
° Dr. J. R. Baldwin
Associaté Professor of Economics,

Queen's University

The following witnesses appeared at the request
of Ontario Energy Board Counsel. ‘
° Mr. J. A. MacNaughton

Director, Burns Fry Limited

2/7
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2.16

® Mr. J. R. Connacher
Chairman and Chief Executive Officer,
Gordon Capital Corporation

° Mr. T. Eyton ’
President and Chief Executive Officef,
Brascan Limited

) Mr. J. Cockwell
Executive Vice President and Chief
Operating Officer, Brascan Limited

° Mr. Paul Reichmann
Senior Executive Vice-President,
Olympia. & York Developments Limited
(evidence provided by affadavit)

An analysis of the positions of the participants
is presented in Chapters 4 and 5 of this report.
A summary of the evidence of witnesses is pre-
sented in Appendix A in Volume II.

Transcripts and Exhibits

2.17

A verbatim transcfipt was made of all the pro-
ceedings. The full transcript of 4,149 pages
and all the exhibits filed with the Board in
connection with this hearing are held at the
Board's offices and are available for public

examination.
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3. THE TAKEOVER OF UNION ENTERPRISES

3.1 This chapter presents a description of Union
Enterprises and of Unicorp, gives an overview
of the transactions that took place during the
takeover, and summarizes the settlement agree-
ment between the two parties.

Union Enterprises

3.2 Union Enterprises is a publicly traded company
which, since January 1, 1985, has operated as a
holding company with two wholly-owned subsidia-
ries, Union Gas (one of the three major regu-
lated natural gas distributors in Ontario) and
Union Shield Resources. These companies' as-
sets totalled $1,399,241,000 as at March 31,
1984 and $1,801,633 at March 31, 1985, The
chairman and chief executive officer of Union

3/1
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3.4

Enterprises at the time the takeover activity
commenced was Mr. W. Darcy McKeough.

Union Enterprises had originally been incorpo-
rated in 1961 and was a wholly-owned subsidiary
of Union Gas until January 1, 1985. At that
time, Union Gas reorganized its corporate and
financial structure in order to segregate its

utility assets from its non-utility assets.

Under the reorganization, Union Gas retained
all of its utility assets, which are subject to
regulation by the Ontario Energy Board, and a
new entity, Union Shield Resources acquired all
of the company's unregulated non-utility as-
sets. Union Enterprises became the parent of
these two companies, holding 100 per cent of
the common shares of each company.

Union Gas owns and operates a fully integrated
natural gas transmission, storage and distribu-
tion system in southwestern Ontario, which
serves approximately 505,000 industrial, com-
mercial and residential customers and provides
transmission and/of storage services to several
major distribution companies. Union . Gas ope-
rates under franchises granted by a number of
municipalities, and its rates are subject to
regulation by the Board. (A map showing the

3/2
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3.6

3.7

Union Gas distribution, transmission and sto-
rage areas is shown in Appendix B-1.

At the time of the reorganization, the non-

utility assets which were acquired by Union
Shield Resources consisted primarily of share-
holdings in two natural resource exploration
companies based in western Canada, Precambrian
Shield Resources Limited and Numac 0il §& Gas
Ltd. Union Shield holds 65.6 percent of the
common shares and $20,000,000 worth of prefe-

rence shares in Precambrian, and 18.3 percent

~of the common shares of Numac. These invest-

ments together amounted to 17 percent of Union
Enterprises' total assets.

At the time of the restructuring, these assets
were transferred to Union Shield which, 1in
consideration  therefore, . issued preference
shares having an aggregate redemption value
equal to the fair market value of these assets
($200,000,000) to Union Gas. Union Gas then
paid a $96,000,000 dividend to Union Enter-
prises, which invested it in Union Shield;
which immediately used the funds to redeenm
$96,000,000 of the preferred shares which it
had issued to Union Gas in exchange/ for the
non-utility assets. Thus, at the completion of
the reorganization, Union Gas held $104,000,000

3/3
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3.

.10

worth of Union Shield's préférfed4shares.

After the Union FEnterprises reorganization, the
common shareholders of the previous Union Gas
became common shareholders of Union Enterprises
through a share-for-share exchange, whereas the
preferred shareholders and holders of long-term
debt retained their interests in the new Union
Gas directly.

Union Gas stated in its reorganization petition
that this restructuring was intended to facili-
tate regulation by the Ontario Energy Board and
diversification. Since Union Gas's utility
operations would continue unchanged, the com-
pany applied to the Lieutenant Governor under
Section 35 for an exemption from compliance
with Section 26(2) of the OEB Act. Section
26(2) prohibits a gas distributor from amalga-
mating with another company, and prohibits any
person from accumulating over 20 per cent of a
class of shares of a gas distributor, without
first obtaining leave of the Lieutentant
Governor, which acquisition would otherwise
have required a public hearing by the OEB.

The application for exemption was accompanied
by undertakings provided by Union Gas which

were designed to protect the operations, inves-
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3.

3.

11

12

tors, and customers of Union Gas; (These un-
dertakings are discussed in Chapter 9 and pre-
sented in Appendix D-4.) Leave was granted and
the reorganization was effected without a pub-
lic hearing.

With the completion of these changes on January
1, 1985, the corporate structure was as follows.

| |
| Union |
| Enterprises |
l |
| 100% | 100%
I I
| | I l
| Union Gas | { Union Shield ‘
' |
|
18.3% 65.6%
— .
| Numac | | Precambrian |

Two observations should be made about this
reorganization.

i) By making the natural gas utility, Union

Gas, a subsidiary of a holding company,
the management was following a pattern

3/5
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already established' by the owners of
Ontario's other two major natural gas
utilities: Northern and Central is con-
trolled by Inter City Gas Limited, and
Consumers' Gas is controlled by Hiram
Walker Resources Limited.

ii) The shares of the reorganized Union Enter-
prises, 1like those of the former Union
Gas, were widely held. The largest single
shareholder was GLN Investments Limited, a
company controlled by Brascan Limited,
which owned 16 per cent of the common
shares. The new holding company, Union
Enterprises, was thus vulnerable to a
takeover, because the provisions limiting
ownership of natural gas utilities under
section 26 of the Ontario Energy Board Act
were generally believed not to apply to
holding companies controlling the regu-
lated utility.

Unicorp Canada Corporation

3.

13

Unicorp is a publicly traded, asset-oriented
company with investments and operations in
commercial real estate, energy, financial ser-
vices and markétab1e securities. It was created
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by the amalgamation of Unitorp'Financial Corpo->

ration and Sentinel Holdings Limited on
December 31, 1979. Unicorp 1is controlled by
George Mann who controls 68 percent of the
outstanding Class B voting shares.

Since 1978 Unicorp has demonstrated a remark-
able record of growth. The book value of its
assets has grown from approximately $41 million
to $480 million, an annual compound growth rate
of over 50 per cent. The appraised value of
its assets in the same period has grewn from
$43 million to $678 million, an annual compound
rate of over 59 percent. Much of this growth
is the result purchase of American Real Estate
Investment Trusts at prices less than the value
of their underlying assets, and the subsequent
resale of selected properties. Thus, until
recently, the company has focussed on asset
growth rather than on revenue from operations.

Unicorp's assets totalled $479,851,000, as of
December 31, 1984, of which approximately 74
percent were located in the United States. The
following table provides a breakdown of assets
by location and activity at that time, prior to

its takeover of Union Enterprises.
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Unicorp began purchasing Union Enterprises
shares soon after Union Enterprises reorganized
itself on January 1, 1985. Unicorp had origi-
nally held only 100 shares in Union Enterprises,
which had been purchased as Union Gas shares
prior to the reorganization. By the end of
January 1985, Unicorp held 4,470,000 shares in
Union Enterprises, or 13.8 percent of the out-
standing voting common shares. These had been
purchased on the open market at an average
price of $13.00 per share.

On January 30, 1985, Unicorp made a firm offer
to buy 5,290,000 common shares of Union Enter-
prises from GLN Investments. These constituted
16.3 percent of the outstanding shares. This
offer was accepted.

Unicorp then made a public offer (dated
February 1, 1985) to purchase any and all of
the outstanding common shares of Union Enter-
prises on the basis of one Unicorp $1.17 Cumu-
lative Redeemable Retractable Class II Prefe-
rence Share, Series B and one-half of a Class A
Non-Voting Share Purchase Warrant for each
Union Enterprises common share. The offer was
to expire at midnight on February ‘22, 1985,
unless extended (which it was).
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Each Unicorp Preference Share will pay quarter-
ly dividends at an annual rate, of $1.17 and
will be redeemable at $13.00 per share at the
option of Unicorp on or after March 31, 1988,
and retractable at the option of the holder for
$13.00 per share on March 31, 1992, and each
March 31st thereafter. The Unicorp Warrant
will entitle the holder to purchase one Class A
Non-Voting Share of Unicorp on or prior to
March 1, 1987 at a price of $9.75 per share.

Upon making the offer, Unicorp assured share-
holders that it had no intention, at that time,
of seeking any material change in the opera-
tions, management, assets or dividend policy of
Union Enterprises. However, it stated that it
did intend to seek representation on Union
Enterprises' Board of Directors in proportion
to its shareholdings. Nevertheless, on
February 6, 1985, Union Enterprises' Board of
Directors urged its shareholders not to deposit
their shares in response to Unicorp's offer.

Both Unicorp and Union Enterprises argued their
opposing views on the merits of the Unicorp
offer in many full page newspaper advertise-
ments in an effort to gain the support of un-
committed Union Enterprises shareholders. In
addition to the advertisements and 'press re-
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leases issued by the two péftieé, there were
many newspaper and magazine articles and tele-
vision items about the dispute. Active press
coverage continued throughout the hearing.

On February 15, 1985 the Ontario Securities
Commission decided, after a six-day hearing
into the question of the Unicorp bid's com-
pliance with securities laws, that the takeover
would be allowed to proceed. The O0SC is a
regulatory body which monitors trade in the
Ontario securities market. The OSC establishes
standards for behaviour in the market and backs
them up with sanctions. Its functions are to
police the industry and to provide it with
professional standards. Like all regulatory
boards, its broad function is the protection of
the public interest. In its mandate, the pub-
lic interest is defined as the interest of the
investing public in its trade in the securities
market. (It should be noted that the '"public
interest" with which the OEB 1is concerned is
broader than that which guides the O0SC. See
Chapter 6.)

On February 15, 1985 the matter of the takeover
was referred to the Ontario Energy Board by an
Order in Council from the Lieutenant Governor,
as described in Chapter 1. :
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Unicorp subsequently sought judgement from the
Divisional Court of the Supreme Court of
Ontario that the OEB's definition of the public
interest in its Procedural Order relating +to
its hearing was too broad. The Board believed
its responsibility for the public interest
extended to the shareholders of utilities and
therefore was Trequesting financial details
relating to Unicorp and its offer. On March
14, 1985 the Court dismissed this application
by Unicorp to 1limit the scope of the OEB's
hearing. Subsequently, Unicorp filed testimony
from Mr. George S. Mann, 1its chairman, and
Mr. James D. Leech, its president, in response
to the Board's questions in 1its procedural
order. (At this time, on its own initiative,
Unicorp also filed with the Board, certain
undertakings. These paralleled earlier under-
takings from Inter-City Gas, the holding com-
pany controlling Northern § Central Gas, and
Hiram Walker Resources, the holding company
controlling Consumers' Gas. which had been
accepted by the Lieutenant Governor at the time

of a change of control in these companies.)

Following the Order in Council referring the
takeover to the OEB, Unicorp had amended its

offering circular by adding information des-.

cribing the terms of the Order in Council as

3/12



REPORT OF THE BOARD

.26

.27

well as other matters required by the 0SC. At
the same time Unicorp extended its offer to
acquire Union Enterprise shares until March 11,
1985, and the date on which shareholders could
withdraw shares tendered, was extended to March
1, 1985. ‘

On March 1, Unicorp took up and paid for
7,295,000 shares tendered under the terms of
its offer. Its holdings in Union Enterprises
then totalled 11,795,000 shares or 36 percent
of the outstanding common shares.

Meanwhile, on March 7, Union Enterprises ac-
quired 100 per cent of Burns Foods Limited, a
Calgary-based food processing and distribution
company, for $125,000,000. In order to effect
this transaction, Union Enterprises 1issued
10,000,000 senior Class A convertible 8 percent
preferred shares with a stated value of $12.50
in exchange for all of the outstanding shares
of Burns Foods. Ihese shares are redeemable by
Union Enterprises at a price of $12.50 after
April, 1987 and retractable by shareholders as
of the same date and semi-annually thereafter.
In other words, within two years, Union Enter-
prises may be required to pay out the
$125,000,0007to redeem these shares. The pre-
ferred shares will each carry four-fifths of a
vote, which increases the total shareholder
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vote by 8,000,000, or 24.2 percent. The shares
are also convertible into Union Enterprises
common shares at a price of $13.50 up to April,
1990. However, the former shareholders of Burns
Foods have given up conversion rights on some
of the Union Enterprises shares in order to
1limit the dilution to a maximum of 25 percent.
This was done to comply with a rule of the
Toronto Stock Exchange. |

On March 11, 1985 the date set for the expiry
of the takeover offer, Unicorp held 16,200,000
common shares, or 39.5 percent of total out-
standing common shares, of Union Enterprises.
At that time, Unicorp extended its offer until
March 15, 1985.

When the offer expired on March 15, Unicorp
held approximately 19,700,000 of Union Enter-
prises' common shares worth about $250,000,000,
giving Unicorp approximately 60 percent owner-
ship of Enterprises and 48.3 percent of voting
control. '

The corporate structure chart which follows
depicts the relationship and voting interests
between Unicorp and its principal subsidiaries
and companies in which it has a significant
interest following the takeover of Union Enter-
prises.
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3.31 : CORPORATE STRUCTURE OF UNICORP
AS AT APRIL 9, 1985

l

| Mr. G. S. Mann

| Tracy Mann Investments Ltd.
| Townsview Properties Ltd

I

I

I
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68%

I
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I

I |
| UNICORP |
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—T
| |
| |
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| Unicorp | | Union | | Canada Trustco
| Resources]| | Enterprises| | Mortgage
| Ltd. | | Ltd. | | Company2
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United States
65.6%
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| Unicorp American
| Corporation
l

I
| 3.4
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| Cityfed

| Financial
l
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I
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I

Corp. |
I

Notes:

1. 8.2% voting interest calculated on a fully diluted basis.
2. This interest has since been sold
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On March 28, 1985, after the takeover had been
accomplished, Union Enterprises and Unicorp
reached an agreement which provides Unicorp

- with representation on the Board of Directors

of Union Enterprises to reflect its common
share ownership. The Agreement outlined a new
voting system on certain types of transactions
and placed limits on Unicorp's ability to act
as majority shareholder for up to three years
in order to preserve the interests of non-

Unicorp shareholders. As a result of the
Agreement any legal action that had been insti-
gated by either party against the other was
discontinued.

Unicorp entered into the Agreement in order to
ensure a visible resolution to what had been
described in the press as an '"acrimonious"
battle for the control of Union Enterprises.
Mr. J. W. Leech,v the President of Unicorp,
testified at the Hearing that the purpose of
the Agreement was to get both Union Enterprises
and Unicorp executives back to work and thereby
allow management to focus on the operations of
the respective companies rather than on the
takeover bid. '
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Mr. W. Darcy McKeough testified at the hearing
that Union Enterprises had entered into the
Agreement because it alleviated concerns about
the potential impact of single-person ownership
of the utility and because the Agreement went
some distance towards preventing Unicorp from
attempting to pay for its acquisition of Union
Enterprises from the assets and earnings of the
utility. Mr. McKeough indicated that Union
Enterprises believed that the Agreement ended
the dispute. He also said that any further
pursuit of the various legal actions, which had
been commenced in an attempt to protect the
minority shareholders of Union Enterprises,
would hurt the consumers, employees and the
remaining shareholders due to the 1length of
time that would be involved in pursuing those
legal actions.

The Agreement is between Union Enterprises and
Members of the Selection Committee (described
below) on the one hand, and Unicorp Canada
Corporation and George S. Mann on the other
hand. This rather complex Agreement is summa-
rized as follows.

Purpose: The Agreement establishes Unicorp
as the largest shareholder of Union Enterprises
and provides minority shareholders with
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(i) a significant voice on the Board of Di-
rectors of Union Enterprises, and

(ii) protection in the «case of substantial
transactions undertaken by Union Enter-
prises and transactions between Union
Enterprises and Unicorp.

Cumulative Voting: Cumulative voting 1is to

be established at the next annual meeting of
Union Enterprises. Under cumulative voting,
each shareholder is entitled to that number of
votes equal to his shareholdings multiplied by

the number of Directors to be elected. Each
shareholder may allocate his votes among the
Directors as he or she sees fit.

Number of Directors: The '"Minority Share-

holders" (those other than Unicorp and its
affiliates) shall be entitled to representation
on the Board of Directors of Union Enterprises
for the term of the Agreement. These are re-
ferred to as 'Designated Directors'. "Other
Directors" are, by implication, directors nomi-
nated by Unicorp. The proportion of Trepresen-
tation is set forth in the following table:
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Percentage of Votes

Attaching to Unicorp's

Securities to Votes

Attaching to - Designated Other

All Voting Securities - Directors Directors

Greater than 20% but
less than 39% 15 9

Greater than 39% but
less than 61% 9 11

Greater than 61% but
less than 90% \ 9 15

In no event will the number of Designated

Directors or the number of Other Directors
(i.e. Unicorp directors) be less than three.

Selection Committee: A Selection Committee

drawn from the Board of Directors 1is esta-
blished to nominate the Directors who will
serve as Designated Directors. The Selection
Committee 1is composed of three individuals on
the Board of Directors who are indepéndent of
Unicorp. A Unicorp nominee is entitled to be a
non-voting member of the Selection Committee.
The Agreement contains various provisions deal-
ing with the replacement of members of the
- Selection Committee. In addition, if a major-
ity of the persons selected by the Selection
Committee as their nominees for Designated
Directors are not elected by the Minority
Shareholders, the members of the : Selection
Committee must resign. This provision is de-
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signed to ensure that the Designated Directors
do not perpetuate themselves against the will
of the Minority Shareholders. The Designated
Directors are authorized to replace vacancies
in the Selection Committee or to remove members
of that committee who are no longer qualifiéd
to serve. Designated Directors must be com-
pletely independent of Unicorp.

Restrictions on Interested Transactions:

Union Enterprises may not engage in any inte-
rested transaction with Unicorp prior to March
31, 1988, without the prior approval of the
majority of the Minority Shareholders, and
thereafter without the prior approval of two-

thirds of the Directors of Union Enterprises.
An interested transaction is defined as:

(a) the provision or obtaining of any finan-
cial assistance between any of the Union
Group and any member of the Unicorp Group;

(b) any transaction between any member of the
Union Group and any of the Unicorp Group...
other than a transaction [within the Union
Enterprises budget and within certain
monetary limits or the disposal of capital
assets not exceeding $1 million....];

(c) any amalgamation of any of the Union Group
with any Member of the Unicorp Group
(other than a member of the Union Group);

(d) [a court-approved arrangement within the
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meaning of the Business Corporations Act,

1982 as a result ot which] the protections
to the Minority Shareholders as provided
in [the] Agreement may be diminished; or

(e) any amendments to the constating documents
of any member of the Union Group [as a
result of which] the rights and protec-
tions of Minority Shareholder...may be
diminished. '

Substantial Transaction: A substantial tran-

saction may not be undertaken by Union Enter-
prises without the prior approval of the major-
ity of the Designated Directors. A substantial
transaction is one involving property or finan-
cial assistance having an aggregate fair market
value of $50 million or more, and includes a
series of related transactions. This require-
meht terminates on March 31, 1987, in the case
of a transaction involving Burns Foods, and
March 31, 1988, in the case of any other tran-
saction.

Termination: The Agreement terminates 1if a

bona fide offer to purchase all the outstanding
securities of Union Enterprises is made or if
Unicorp acquires 90% of the outstanding voting
shares of Union Enterprises. In addition, if
prior to March 31, 1988, Unicorp sells substan-
tially all its Union Enterprises shares, the
Agreement shall continue to apply to the pur-
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chaser of those shares unleés it makes an iden-
tical follow-up offer to the Minority Share-
holders; and such offer is recommended for
acceptance by a majority of the Designated
Directors.

Encumbrance of Unicorp Securities: During

the term of the Agreement, Unicorp shall be
free to pledge, mortgage, encumber or create
security interests in the Unicorp Securities to
secure its bona fide debts or obligations to
one or more Canadian financial institutions or
to secure repayment of debt securities issued
by it. Any pérSon acquiring any Unicorp Secu-
rities as a result of a realization by a lender,
debt holder or person acting on their behalf
shall not be subject to the provisions of the
Agreement. | '

Amendment: The Agreement may be amended only

if such amendment is consented to by each of
Unicorp, George Mann and a majority of the
Designated Directors. In addition, the appro-
val of a majbrity of the Minority Shareholders
will Dbe requifed if an amendment adversely
affects the fights’and protections of Minority
Shareholders under the Agreement. ‘

The Agreement represented a significant turning
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point in Unicorp's takeover 'of Union Enter-
prises. Although Unicorp had, prior to the
Agreement, committed itself to a series of
undertakings, it is important to note that the
joint undertakings, which are attached as Ap-
pendix D-5 in volume II of this report, were
prepared by the two parties, Union Enterprises
and Unicorp, as part of the settlement negotia-
tions. These wundertakings are discussed 1in
Chapter 9.
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4. PHASE I ISSUES AS PERCEIVED BY THE
PARTICIPANTS

This Chapter sets out the views of participants
at the hearing on the major Phase 1 issues of
the hearing. Phase I issues are defined by the
Board as those dealing with the specific take-
over of Union Enterprises by Unicorp. (Phase
IT issues, those dealing with the more general
aspects of natural gas utility ownership and
control, are presented in the next chapter.)

The major Phase I issues are:

1. The financial strength and stability of
Unicorp; ‘
2. The business experience and background of

Unicorp and Mr. Mann and his control of
Union Gas;

3. The treatment of combined o0il and gas
interests of the new Unicorp group;

4. The treatment of common shareholders of

Union Enterprises;
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5. The purchase of Burns FoOds;
6. Unwinding the takeover: retroactive legis-
lation.

The Financial Strength and Stability of Unicorp

4.

.3

.5

There was no suggestion from any participant
that the transaction should be interfered with
retroactively on the grounds of lack of finan-

cial strength in Unicorp.

Board Counsel submitted that Unicorp's overall
financial strength is sufficient to carry the
financing costs of purchasing 60 percent of the
common shares of Union Enterprises and that,
therefore, the purchase should not be inter-
fered with on financial grounds by retroactive
or other legislation. In making this submis-
sion, Board Counsel assumed acceptance of his
or 1like recommendations respecting Phase II
issues.

In Board Counsel's view, however:

a) Unicorp's existing financial capability is
now fully extended;

b) the cash flow from Burns Foods is suffi-
cient to cover the cost of the dividend on

the preferred shares issued by Union
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Enterprises to purchase Burns Foods. 1f,
however, the projected cash flow proves
insufficient, further financial strain
might be placed on Unicorp or Union Enter-
prises and possibly on Union Gas. (Mr. T.
R. Close, representing the Chatham and
District Chamber of Commerce expressed a
similar concern.);

c) there is no sinking fund to retire the
$125 million of preference shares issued
by Union Enterprises to purchase Burns
Foods and provision of the funds to retire
these shares could financially strain the
Unicorp group; and ‘

d) if Unicorp 1is required by the Ontario
Securities Commission (following comple-
tion of its review of the takeover) to
offer to purchase the remaining 40 percent
of the commons shares of Union Enterprises
for $12.50 cash, or more, the financial
stability of Unicorp could be changed and
weakened by the burden of further finan-
cing charges: or by the sales of the
income-producing properties of Unicorp.

Mr. Leibel, on behalf of Unicorp, said that
given appropriate wundertakings or affiliated
interest rtules, the financial stability of
Unicorp does not affect Union Gas. ("Affi-

liated interest rules" means a code of
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behaviour applied to a gas utility and its
affiliated companies and covers such matters
as: loans, indebtedness and investment by the
utility, and contracts and transactions between
the utility and its affiliated companies.) He
pointed out that even a financially strong
parent company can become financially weak.
Unicorp's view is that financial stability of
the parent company is of no long-range vélue
unless proper undertakings or affiliated inte-
rest rules are in place to protect the utility.

Mr. J. Howard, on behalf of Union Enterprises
and Union Gas, agreed with Mr. Leibel in dis-

puting Board Counsel's suggestion that Unicorp

~is fully extended financially. Furthermore,

Mr. Howard said that the wall around the uti-
lity, comprised of the undertakings of Unicorp/

Union Enterprises and the Agreement between
Unicorp and Union Enterprises, form an effec-
tive protection for the wutility against any
adverse impact from the Burns Foods cash flow
and share redemption concerns of Board Counsel.

Regarding the possibility of an OSC requirement
to purchase the remaining 40 percent of Enter-
prises' common shares, Mr. Howard doubted the
likelihood of any such action by the OSC based
on present knowledge. Both Mr. Leibel and
Mr. Howard agreed that the present transaction
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should stand but disagreed with Board Counsel
in that, in their view, Phase I issues should
be dealt with separately from those in Phase
II.

4.8 Mr. Ryder, for the City of Kitchener, said that
the financial capacity of Unicorp and its
intentions with respect to the takeover were,
as a result of this hearing, no longer in ques-

tion.

The Business Experience and Background of Unicorp and
Mr. Mann and his Ownership of Union Gas

4.9 Mr. Campion acknowledged that Mr. Mann and
Unicorp have an enviable history of business
success and steady growth. While this success
has been mainly in real estate, Unicorp's lack
of experience in running a wutility will be
offset by the experienced existing management
of Union Gas, which is expected to remain. 1In
Board Counsel's opinion, the public review at
this hearing has ‘'satisfied concern about the
history and personality of Unicorp and Mr. Mann
and their intentions to maintain a high quality
of service and the financial integrity of Union
Gas.

4.10 Mr. Leibel said that the 1issues of concern

raised at this hearing relate not to the iden-
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13

tity of the owner, or to changes in ownership,
but rather result from the structure of owner-
ship (i.e., the chain of ownership from utility
to parent company, from parent company to grand-

parent company and so on).

Mr. Kawalec, representing certain industrial
gas users, opposed the Unicorp takeover of
Union Enterprises, and proposed that the hold-
ing company should voluntarily divest itself of
all but 20 percent of the control of Union
Enterprises. This would render undertakings
and rules unnecessary, which he regarded as

impractical in any case.

Mr. Poch, for Energy Probe, said that the con-
centration of control in Union Gas should not
be of concern if the proposed affiliated inte-
rest rules are enacted and such concentration
may indeed be beneficial to customers due to
the interest of a major shareholder in the
affairs of the utility.

Mr. Close, for the Chatham and District Chamber
of Commerce, opposed the concentration of owner-
ship in the hands of one individual, preferring
it to be more widely held. He expressed con-
cern about the speculative nature of Unicorp's
activities. Mr. Close suggested that the re-
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troactive legislation referred to by the
Honourable Mr. Ashe, the then Minister of
Energy, on February 15, 1985, should be intro-
duced requiring that the 20 percent rule of
Section 26(2) of the OEB Act be enforced.

Mr. Mel Swart, in a written brief on behalf of
the Ontario NDP Caucus, urged the Board to make
a recommendation similar to that of Mr. Close
noted in 4.13.

Mr. and Mrs. La Bombarde, who are individual
shareholders in Union Enterprises, also stated
that Union Enterprises should hold no more than
20 percent of Union Gas's shares.

Mr. Tatham, on behalf of the County of Oxford
said that a single shareholder should not hold
more than 20 percent of the common shares of a

utility.

Messrs. D. and N. McGeachy, on behalf of the
McGeachy Charitable Trust, expressed concern
that Unicorp's reputation will downgrade Union
Gas's credit rating, leading to a higher cost
of capital.

Mr. T. A. Cline, on behalf of the Municipality
of Haldimand-Norfolk and the City of Chatham,
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submitted that the 20 percent rule should be
strictly enforced as an ownership restriction.

Treatment of Combined O0il and Gas Interests of the new

Unicorp Group

4.19 Board Counsel considered that combining Union
Shield with other oil and gas interests of the
Unicorp group might put at risk the $104 mil-
lion preferred share obligation owed by Union
Shield to Union Gas. Mr. Campion suggested
that, as long as the preferred share interlock
remains outstanding in 1its present. form, no
change should take place in the existing Union
Shield asset base, capital structure or owner-
ship without prior OEB approval. He also said
changing the form of the interlock removes a
deterrent to Union Gas going to the common
equity market if deemed desirable.

4.20 Board Counsel proposed that Union Shield should
be monitored by the Board and be reviewed at
Union Gas rate application hearings until the
preferred share obligation is paid off or refi-
nanced so that Union Gas is no longer at risk.
Alternatively, Union Shield should refinance
the preferred share interlock, or otherwise pay
it off.
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Board Counsel also took the position that Union
Gas should be relieved of its guarantee of
Precambrian's obligation with respect to $25
million worth of preference shares in Precam-
brian held by Fiberglas Canada.

In disagreeing with Board Counsel, Mr. Howard
pointed out that before the reorganization of
Union Gas, its investment in Numac and Precam-
brian was in the form of common shares. That
interest is now elevated to preferred shares in
Union Shield. Union Enterprises will support
Union Shield to ensure that Union Shield can
pay the dividend and redeem the shares if Union
Enterprises' interest in Union Shield drops
below 50.1 percent. In any event, the redemp-
tion requirement applies also to any accumu-
lated dividend obligation. Specifically, Mr.
Howard objected to the requirement that pre-

approval of the OEB of any change in Union
Shield's asset base or capital structure should
be obtained, on the ground that this substi-
tutes the Board's' own business judgement for
that of Union Shield's management. Moreover,
there are no existing criteria for such appro-
val.

Mr. Howard also stated that there was no need
for a new mechanism to monitor Union Shield
since Section 27 of the OEB Act already allows
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the Board, with the approval of the Lieutenant
Governor, to ask for information it may re-
quire. He said that the problem would, how-
ever, remain that the Board would 1lack the
expertise in the resources industry and “busi-
ness judgement to handle the information re-
ceived.

Mr. Howard also rejected the alternative sug-
gested by Board Staff of refinancing or paying
off the interlock on the grounds that this
would raise difficulty regarding the Union Gas
dividend, as spelled out in the joint under-
taking.

Mr. P.C. Thompson, on behalf of IGUA, agreed
with Mr. Howard in respect of the preferred
share interlock as set out above.

Mr. Poch, for Energy Probe, favoured removal of
the preferred share interlock between Union Gas
and Union Shield, pointing out that this ap-
pears to be an exception to the proposed rule
to prevent investment by utilities in unrelated
activities or affiliated companies. Moreover,
its continued existence may effectively block

the utility's access to outside equity.
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The Treatment of the Common Shareholders of Union

Enterprises

4,27 In Board Counsel's view, the common share-
holders of Union Enterprises were not all fair-
ly treated in the context of the takeover bid.
He said that:

i) In fact, if not in 1law, there were two
takeover bids in the offering period from
February 1 to March 15, 1985 whereby ins-
titutions were offered $12.50 or more, in
cash, for their shares while individual
shareholders were not. Individual share-
holders were able to get such a price only
if they had a detailed knowledge of the
operations of the market, or were simply
lucky. Demand for the shares was insuffi-
cient to support a $12.50 price if all
shareholders had offered their stock for
‘sale through the offering period via the

stock exchange.

ii) A1l of the institutions and 90% of the
clients for whom Gordon Capital acted
received $12.50 or more for their shares.

iii) As of April 9, 1985 almost all of the
remaining shareholders of Union Enter-

prises were non-institutional shareholders.
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iv) Many shareholders of “Union Enterprises
were disadvantaged by the Union Enter-
prises campaign against the Unicorp bid.
In the opinion of Board Counsel this nega-
tive campaign, in conjunction with the
market system, resulted in unfair treat-
ment of many of Union Enterprises' common
shareholders. The only major purchasers
of Unicorp's preferred shares, other than
the Edper/Brascan group, were financial
institutions connected to Unicorp, and
Olympia and York Developments Limited.
The 1last was the only major independent

. purchaser of Union Enterprises shares
subsequently tendered into the Unicorp
offer.

Nevertheless, in Board Counsel's view, the
evidence indicates that there was no concerted
effort by the Edper/Brascan group to make the
takeover bid successful. It appeared to Board
Counsel that since this group is prominent in
the preferred share market (as is Gordon Capi-
tal), its leadership in purchasing the Unicorp
preferred shares may have had a positive effect
on others.
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on others.

In Board Counsel's view, the Board can do no
more than draw the unfair treatment of share-
holders to the attention of the Lieutenant
Governor.

Mr. Leibel, for Unicorp, disagreed strongly
with Board Counsel. In his view, a finding of
unfairness would require a thorough knowledge
of the Ontario Securities Act and an investiga-
tion of the 1law and regulations. Mr. Leibel
said that there had been no evidence submitted
at this hearing by any witness involved in the
takeover as to the fairness of the bid. He
also stated that not only would such a finding
amount to a major breach of natural justice,
but it would also hamper Unicorp's efforts to
restore public confidence in the utility which
was the major purpose of the efforts to resolve
the hostilities between Unicorp and Union
Enterprises. Mr. Leibel said that, in any
event, such a finding of unfairness would be
untrue in that there was only one takeover bid
which was made to all shareholders by Unicorp.
In Mr. Leibel's view, the matter of the treat-
ment of shareholders should be 1left to the
Ontario Securities Commission which, he said,
is currently investigating the takeover.
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.33

.34

Mr. Howard agreed with Mr. Leibel that the
Board should not do anything based on incom-
plete evidence on the unfairness issue. He saw
the real problem, which the 0SC must decide, as
whether, in the context of the Ontario Securi-
ties Act, there was a pattern of buyers acting
in concert. The Board's concern, according to
Mr. Howard, is not to protect the shareholders
per se, but to concern itself with any adverse
situation impacting on shareholders or poten-
tial shareholders, which may result in an in-
creased cost of capital and, in turn, affect
customers' rates. Mr. Howard agreed that there

is a need to restore confidence in the utility.

Mr. Thompson agreed that questions relating to
any unfair treatment of the common shareholders
of Union Enterprises should be left to the O0SC
and/or the Courts to resolve. He commented
that the OEB has no obligation to protect the
marketability of shareholders' shares.

Mr. Poch also agreed that the question of fair-
ness of the treatment of shareholders should be
left to the O0SC.

Hiram Walker Resources, represented by
Mr. Campbell, supported IGUA's contention that
shareholder interests are protected by the
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.36

.37

workings of the marketplace, as well as by the
provisions of the Ontario Business Corporations

Act and the Ontario Securities Act. The

Ontario Energy Board has to do no more, he
stated, than be mindful in its ongoing regula-
tion of the effect of any activity in its ju-
risdiction on the shareholders.

Mr. Paddon, for Consumers' Gas, referred to the
duties and responsibilities of corporations,
directors and officers as prescribed under the

Ontario Business Corporations Act; in his view,

no additional 1legislation is necessary to pro-
tect the interests of shareholders and debt
holders.

Mr. and Mrs. La Bombarde as shareholders in
Enterprises, believed that there had been un-
fair treatment of shareholders.

Messrs. D. and N. McGeachy felt that, as minor-
ity shareholders, they were treated unfairly in
that major institutions were able to obtain
cash for their shares but individual share-
holders were required to accept non-voting
preferred shares.
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The Purchase of Burns Foods

4.

38

.39

.40

In Board Counsel's view, this purchase by Union
Enterprises was inappropriate, within the con-
text of the takeover bid, in that the Board of
Directors of Union Enterprises - the majority
of whom agreed to this large transaction, which
fundamentally altered Union Enterprises' struc-
ture - failed to obtain shareholders' consent
to it.

Mr. Leibel, for Unicorp, said that while the
Burns Foods transaction was highly controver-
sial and may have indirectly assisted the take-
over of Union Enterprises by Unicorp, the tran-
saction should not be of great concern to the
Board. He contended that the timing of the
Burns Food purchase was directly connected to
Unicorp's takeover bid and obstructed its bid,
but that Union Enterprises received good value.

Mr. Howard agreed that it would be inappro-
priate for the Board to express any opinion
since there had been no examination in law. He
also said that the OSC has been reviewing its
policy as to conduct during takeover bids since
1983. There was, in his view, nothing illegal
about not obtaining shareholders' consent. In
any event, the Burns Foods purchase had no
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potential impact on the utility because of the
existence of the Agreement and the undertakings
by the parties. Mr. Howard said that the ques-
tion should be left to the O0SC, not to the

Lieutenant Governor.

Unwinding the Takeover: Retroactive Legislation

As earlier noted there were some references to
the 20 percent rule (although inapplicable to
holding companies under Section 26) being en-
forced in this case, and to the introduction
of retroactive legislation. As well,
Mr. Kawalec proposed that Unicorp should
voluntarily divest itself of all but 20 percent
of the control of Union Enterprises failing
which retroactive legislation to achieve this
should be introduced. There were few other
suggestions that the takeover transaction
should not be allowed to stand.

Mr. Kawalec further suggested that in one year's
time another hearing be held to deal with the
divestiture by holding companies of Consumers'
and Northern and Central, as part of public
policy. '

Board Counsel suggested that with the context
of recommendations relating to Phase II issues
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the Board ought to report to the Lieutenant

Governor that the acquisition by Unicorp of the

voting control of Union Enterprises and there-

fore the control of Union Gas, has no probable

or potential negative impact: .

i) on the storage, transmission and distri-
bution business and activities of Union
Gas;

ii) on the present and future customers of
Union Gas, in terms of both service and
rates;

iii) on those who contract with Union Gas  for
storage or transmission services; and

iv) on energy supply in Ontario.
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5. PHASE II ISSUESiAS PERCEIVED BY THE
PARTICIPANTS

5.1 This chapter sets out the views of the partici-
pants at the hearing on the major Phase II
issues of the hearing. ‘Phase II issues are
defined by the Board as those dealing with the
more general aspects of natural gas utility
ownership and control which have been raised by
the takeover of Union Enterprises‘by Unicorp.

5.2 The major Phase II issues are:

1) Review of direct and indirect utility owner- =

ship and control;

2) Issues relating to undertakings, rules and
legislation; | o

3) Other‘issues raised by the takeover.

Review of Direct and Indirect Utility Ownership and
Control

5.3 Board counsel took the view that a review of
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ownership and 2ontrol of a utility as reflected
in Section 26(2) of the OEB Act ought to be
retained. There are positive reasons for impo-
sing a pre-acquisition approval process and, in
Mr. Campion's opinion, government interference
in the market for corporate control of a uti-
lity is not an adequate reason to oppose this
type of review. Further, the Lieutenant Gover-
nor and the OEB ought to be advised, as a re-
quirement, of any known possible or probable
change in ownership or control of a holding
company owning a utility. This would allow the
Lieutenant Governor to apply Section 36 of the
OEB Act if a public review was considered ne-
cessary or Section 35 if an exemption from a
public hearing was considered appropriate.

Mr. Leibel, for Unicorp, said that the esta-
blishment of a single set of generally appli-
cable rules, determining the conduct between a
utility and its affiliates, would result in no
negative impact on gas consumers and would
obviate the need and desirability for public
review of direct or indirect ownership or con-
trol of gas utilities. Unicorp considered that
it would be a reasonable requirement that the
Minister of Energy be notified of éhanges in
control of a utility, simply by means of advis-
ing him of material information, that is, with-

out necessarily taking any action.
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5.

5.
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Mr. Leibel saw the problem of ownership of a
utility was one of the structure of ownership,
rather than its change.

Mr. Leibel considered that there is no economic
reason for preventing the concentration of the
gas distribution industry in the hands of one
entity. If, however, the Government of Ontario
believes that such concentration should be
prevented, a general prohibition against the
acquisition of one utility by another could be
introduced into the OEB Act.

Unicorp also considered that there is no need
for concern about the concentration of the
ownership of a particular utility in the hands
of one person. In fact, a single owner with a
proprietary interest in the utility has a
strong incentive for ensuring that it is well
managed and efficient.

In Unicorp's view, pre-acquisition approval of
utility ownership "does not resolve the issues
arising from the structure of ownership. The
circumstances and intentions of the owner could
change after pre-acquisition approval had been

given.

Pre-acquisition approval is seen by Unicorp as
a detriment to the utility since this reduces
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5.11

the transferability of ownéréhip and control of

“the utility which, in turn, has the effect of
increasing the cost of capital by making its
shares less attractive. The requirement of -a
pre-acquisition approval would also reduce the
pressures on the utility for efficient manage-
ment. Further, it would be extremely difficult
to decide what the criteria for approval or
non-approval should be. '

In Unicorp's view, the real problem is the
potential exploitation of the utility by its
parent, which has nothing to do with change of
ownership but everything to do with the fact
that the utility has a parent. Resolution of
this problem should be ongoing, rather than
focussed on a particular resolution at the time
of a change in ownership. The problems arise
from the need to protect the utility from any
adverse effects of utility diversification, or
from the holding company structure, or from
transactions between the utility and affiliated
companies.

Unicorp believes that there is no need for, or
desirability of, the public review and regula-
tion of the direct and indirect ownership and
control, and transfers thereof, of gas
distributors and transmitters in Ontario and
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that Section 26(2) of the OEB Act should be
repealed.

Mr. Howard pointed out that Section 26(2) of
the OEB Act does not deal with control, but
paragraph 2 of the Order in Council asked the
Board to consider control. If the Board con-
cludes that ownership and control is a matter
of public interest, then the wording of Section
26 should, in Mr. Howard's opinion, reflect
that. |

In defining control, Mr. Howard said there were
~no logical grounds for stopping at any parti-
cular point in the chain of ownership and if
Section 26 is to be changed there should be no
provision to 1limit the enquiry to the first
level of control. Changes in control should be
examined prior to the event to ensure that the
change will not have an adverse impact on cus-
tomers. This examination will establish whe-
ther there 1is an effective wall around the
utility (by way of agreement, and undertakings)
assuring that control cannot be misused to the
detriment of customers. In Mr. Howard's view,
it is preferable to establish this examination
prior to the event, rather than depend on a
code of conduct, eliminate hearings, and 1lose
flexibility. '
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Mr. Howard proposed that Section 26 be amended
as follows: ’

26(2). Without first obtaining the
leave of the Lieutenant Governor in
Council, no person, either alone or
together with one or more associates
of such person, shall acquire control
of a gas transmitter, gas distributor
or storage company.

26(2)(a). In this section, 'control"
means direct or indirect control 1in
fact by any means whatsoever, includ-
ing, without 1limitation, by means of
contractual rights, by means of busi-
ness relationships or by means of the
holding of securities; and in addi-
tion the direct or indirect holding
by any person, either alone or toge-
ther with one or more associates of
such person, of securities of a cor-
poration, partnership or trust to
which are attached more than (20%) of
the votes attached to all outstanding
securities of such corporation, part-
nership or trust shall be deemed to
be control of such corporation part-
nership or trust.

Mr. Paddon, on behalf of Consumers' Gas, be-
lieved that no control was necessary over di-
rect or indirect ownership. He proposed that
Section 26(2) of the OEB Act should be re-
moved. Consumers' favours the unrestricted
trading of gas utility securities, not because
this influences economic efficiency, or has a
direct impact on the efficiency and entrenchment
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of management, but because freely tradeable
securities keep the cost of capital down.

Mr. Poch, for Energy Probe, stated that a '"uni-
versal rules" approach to regulating ownership
and control of gas utilities is preferable to
that of "ad hoc" review. The Board must, how-
ever, retain flexibility to deal with changes
in circumstances. A fence of universally ap-
plicable rules should be built around the uti-
lities to make the customers largely indiffe-
rent to ownership. Such rules will provide a
signal to the public that they need not fear
changes of utility ownership or control. This
approach will also avoid the need for lengthy
hearings in every case of ownership change.

Mr. Ryder, for the City of Kitchener, said that
there was a need for, and desirability of,
reviewing and regulating the transfer of owner-
ship to the extent that transfers could result
in change of control. The preacquisition ap-
proval process protects the public interest.
Mr. Ryder said that the case for the free ex-
change of assets as a means of purging ineffi-
ciencies and improving earnings has, in his
view, been overstated. The prospect of en-
hanced earnings and capital gain is substan-
tially inapplicable to a regulated ufility, in
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Mr. Ryder's view, because earnings improvements
result in a reduction in the revenue require-
ment. Mr. Ryder said that the evidence indi-
cates that purging inefficiencies in Union Gas
was not a factor in the takeover by Unicorp of
Enterprises.

Mr. Ryder said that pre-acquisition approval

“has the advantage of avoiding retroactive di-

vestiture. The pre-acquisition approval pro-
cess should be applied to direct and indirect
purchases and not be 1limited to the first or
second holding company 1level; the intricacies
of holding companies must be examined.
Mr. Ryder accepted Mr. Howard's draft of Sec-
tion 26.

The pre-acquisition approval hearing should be
before the OEB, Mr. Ryder stated. The Board
would make a recommendation for the Lieutenant
Governor's decision which, when made, would be
filed with the Board and enforcible as an Order
of the Board. There should be no exception in
the hearing requirement, in Mr. Ryder's view.

Mr. Ryder said that while the takeoVer bid
could be made, the bid could not be accepted
until after the Lieutenant Governor had made
his decision.
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Mr. Roland, for Inter-City, said that there is
no need for the public review of transfers of
ownership and/or control except perhaps for the
horizontal concentration of ownership. He
suggested that Section 26(2) of the OEB Act be
repealed, or amended to leave the preacqui-
sition approval process only for the horizontal
concentration of ownership. He said that if
this is a concern from a political viewpoint,
the pre-acquisition approval process should be
retained in the event that a gas utility, or an
associate, proposes to purchase a significant
interest in another gas utility, or its asso-
ciate. While the Board should not be concerned
with the ownership and control of utilities, if
it chose to be so concerned then its review
should go to the ultimate source of control.
However, in his opinion, there is no logic to
protecting the utilities only when there 1is
change of direct ownership and control. In his
opinion, there is sufficient regulation of the
relationship between owners and the utility
without Section 26(2) and the Board has suffi-
cient expertise, in relation to its existing
powers of regulation, to protect the public
interest in the event of a change of direct or
indirect ownership or control.

It was Inter-City's position that the pre-
acquisition approval process, if undertaken,
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should not be concerned with the personality
and character of the proposed owner. Further,
Mr. Roland regarded it as fallacious that any
assistance is gained by public examination of
the intentions of the proposed owner. At best,
intentions can be translated into undertakings.
While there may be some comfort level to the
public in the pre-acquisition approval process,
the balance of benefits versus detriments indi-
cates, in Mr. Roland's view, that the price is
not worth the aggravation.

He said that if protection of the utility is
considered desirable in the event of direct or
indirect change in ownership, then this should
be accomplished by undertakings, as required by
the Lieutenant Governor on the advice of the
Board, from the utility and its parent.
Mr. Roland pointed out that the pre-approval
process has resulted in undertakings from the
owners of the three major Ontario gas utilities
with respect to each utility. Section 26(2) is
not needed to protect the public interest, in
Inter-City's view, taking account of the Board's
other powers. In any event, undertakings them-
selves are unnecessary, in Inter-City's opi-
nion, since a prudent owner with a substantial
investment in a utility will not behave in a
manner which will impair this investment, i.e.,
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he will always act consistently with undertak-
ings in any event. Contrary behaviour would
result in unfavourable regulatory treatment and
impairment of the owner's investment. The
Board has sufficient powers to deal with any
problems in the relationship between the uti-
lity and the owner.

Mr. Roland said that the existence of Section
26(2) causes uncertainty associated with the
pre-acquisition approval process which could
well prevent a takeover bid; this would be
contrary to the public interest in that a free
exchange of ownership and control of capital
assets 1is in the interest of the public.
Mr. Roland agreed with Mr. Howard that Section
26(2) does not really deal with control.

Mr. Thompson, on behalf of IGUA, said that
there is a need for public review and regula-
tion of direct and indirect ownership and con-
trol and transfers thereof, because of poten-
tial owner/controller-related abuses and possi-
ble poor management of a utility arising from
the relationship between the utility and the
owner/controller. IGUA favours pre-acquisition
approval as an option available to the acqui-
rer, but not mandatory upon it i.e. IGUA is not
in favour of banning the transfer of ownership
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of utilities or of holding'companies that own a
utility without pre-acquisition approval.

Mr. Thompson said that the purpose of review is
to impose constraints to prevent abuses. On-
going scrutiny is to monitor and enforce com-
pliance thereafter. The spirit and intent of
the present Section 26(2) supports the conclu-

. sion that public scrutiny by the Lieutenant

Governor, following notice of change in owner-
ship, is required, whether or not the OEB as-
sists the Lieutenant Governor under Section 36.

The framework for future review and regulation

should be changed and improved, said

Mr. Thompson, because currently:

° the Lieutenant Governor is the sole scru-

' tineer who can act with or without assis-
tance of the OEB;

¢  Section 26(2) requires a public hearing by
the OEB and a report to Lieutenant Gover-

nor;

° - Section 35 ailows exemption from a public
hearing;

° Section 36 allows reference to the OEB; and

° ongoing review and regulation rests with
the OEB.

He suggested that Section 26 of the OEB Act be
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amended as follows:

° Section 26(1) The reference to the Lieute-
nant Governor should be removed and the
OEB substituted.

° Sections 26(2) and (4) should be replaced
by the following new sections:

(i) The direct and indirect owner-
ship and control of gas distri-
butors and transmitters and
transfers thereof shall be
subject to review and regula-
tion by the OEB.

(ii) Any person who acquires or
plans to acquire direct or
indirect ownership and control
in a gas distributor or trans-
mitter in Ontario shall imme-
diately apply to the OEB for an
Order approving the acquisition
and the Board shall hold a
public hearing.

In IGUA's view, the words '"or plans to acquire"
give the acquirer a pre-acquisition approval
alternative, i.e. without making pre-approval
mandatory upon the acquirer.

In future, all review and regulation of trans-
fers of ownership should rest with the OEB,
according to IGUA; there should be no exemp-
tions from public hearings and the OEB should
scrutinize, monitor and enforce. The OEB
should have powers to impose constraints and to
enforce compliance of its own orders. Such
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powers already exist in the OEB Act, according
to Mr. Thompson. '

Mr. Campbell, representing Hiram Walker, said
that the pre-acquisition approval of a change
of ownership is wunnecessary as it interferes
with the capital markets. For this reason, as
well as that of expediency, Hiram Walker fa-
vours the retention of the exemption provision:
of Section 35 on the basis of undertakings
given. Any change to conditions, such as change
in ownership, provides the opportunity to the
Lieutenant Governor under Section 36 to refer
the matter to the Board for review; this fact,
together with the power of the Board to promul-
gate its own rules under an amended Section 27,
would obviate the need to further regulate the
free transfer of shares.

Hiram Walker wouldvleave Section 26 unchanged,
with its 20 percenf provision in respect of the
number of shares of a utility concerned in the
transfer, as an appropriate trigger for re-
view. Regarding transfer of ownership of the
holding companies, Mr. Campbell said that the
provision in the Unicorp/Union Enterprises
joint wundertaking to provide notification to
the Lieutenant Governor of a change would set

in motion the appropriate mechanism for review.
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Issues Relating to Undertakings, Rules and Legislation

- 5.32

5.

33

The subjects covered in this section include:

° undertakings and their monitoring and
enforcibility;

° legislation requiring pre-approval for
utilities to issue securities; to pay out
dividends; to incur indebtedness, to make
loans and investments in non-utility areas;
and to diversify within the utility;

° information regarding financial arrange-
ments between utilities and affiliates;

° affiliated transactions;
notification of change of control/ owner-
ship; and

° independence of a utility's Board of Direc-
.tors;

Mr. Campion pointed to the inconsistencies in
the respective undertakings of the owners of
Ontario natural gas utilities. He referred
also to the fact that none of the undertakings
addressed the functional area of contracts and
transactions with- affiliated entities. While
it had been suggested that such transactions
should be monitored and enforced through on-
going regulation by reviewing them ex post
facto at rate hearings, Mr. Campion pointed out
the difficulties that would arise from attempt-
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ing to change the situation, after the event,
if the conclusion of the review proved unfavour-
able.

Mr. Campion stated that existing undertakings
are not monitored consistently.

Regarding enforcibility of undertakings, while
the industry considered them to be enforcible
or binding, Mr. Campion said that the diffi-
culty of enforcement arises from their 1legal
nature as agreements between contracting par-
ties. Indirect enforcement via a rate case may
not prove satisfactory. Direct enforcement,
e.g. in the case of a flagrant breach of an
undertaking, could only be through the courts
or through legislative action. In the former,
legal questions, such as whether consideration
existed to support a contract, are a possible
defence against enforcement. In Mr. Campion's
opinion, 1legislative action cannot be relied
upon as a means of regular enforcement of under-
takings. In the case of a flagrant breach,
enforcement is cumbersome and difficult.

Furthermore, Mr. .Campion raised doubts as to
the Board's legal right, as part of the process
of monitoring undertakings, to review a utility
affiliated company which 1is not subject to
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regulation and not itself under any obligation
by reason of the undertakings given.

In Mr. Campion's view, breach of undertakings
could only be directly punished by mandatory

injunctive relief, or by denying a portion of
the return component in the cost of service, in
a future rate case. This 1latter alternative
would, Mr. Campion suggested, ultimately raise
the cost of capital to the utility and harm the
customers. Moreover, denial of a fair return
in punishment for the breach of an undertaking
may raise doubts as to the Board's legal autho-
rity. As well, Mr. Campion felt that the pun-
ishment could compound the original breach,
particularly if the 1latter had damaged the
utility's financial position. The ability to
punish would not exist if, for example, a one-
time dividend payment had extracted capital
from the utility.

Mr. Campion suggested that one effective solu-
tion to the problem of enforcibility 1is to
explicitly authorize the Board to consider
certain matters before they occur. He sug-
gested that gas utilities ought to be required
by 1legislation to obtain pre-approval of the
OEB to:

i) issue securities (in respect of the mix of
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securities only, not in réspéct of timing
or rate to be paid, which is a matter of
ongoing regulation);

ii) pay out dividends in excess of 100 percent
of earnings in any given year;

iii) incur indebtedness, 1loans and investments
in non-utility areas especially to affi-
liates, "affiliates'" being widely defined;
and

iv) diversify further within the utility.

As well, Mr. Campion proposed that legislation
should provide the OEB with the right to have
access to all information relating to affiliate
companies which owe money by way of preferred
shares or other obligations to the gas utility,
so long as such financial obligations remain
outstanding. All affiliate transactions should
be required by 1legislation to be disclosed to
the OEB in every rate case, and information
provided to facilitate regular monitoring.
Legislation should, require notification to the
OEB of any change in control or ownership of a
gas utility, and would permit the OEB to take
steps to maintain the independence of the uti-
lity's Board of Directors, of whom 40 percent

should reside in the franchise area.

Mr. Leibel considered that the joiht under -
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takings of Unicorp/Union Enterprises are funda-
mental to the well-being of Union Gas and are
sufficiently protective of the utility that the
health, intentions, and even the existence of
the parent company become irrelevant. It 1is
Unicorp's belief that all of the past under-
takings (including those relating to Hiram
Walker/Consumers' and Inter-City/Northern &
Central) are valid and enforcible contracts in
law, being enforcible in the courts at the suit
of the Lieutenant Governor. In addition, in
Unicorp's view, the Board has considerable

power to ensure compliance with undertakings.

With respect to the joint undertakings,
Mr. Leibel believes enforcibility would be
assured if they were executed under seal.
(Mr. Howard later supported this contention).

Mr. Leibel said that he would not object to a
requirement that the utility file reports regu-
larly with the Board respecting the fulfillment
of undertakings or affiliated interest rules.

Mr. Leibel said that Unicorp feels strongly
that rules concerning the takeover of a utility
must be clearly set out in advance. Unicorp
believes that the dual objectives of certainty
and flexibility would be addressed by:
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° the elimination of rules where none are
required,

° the promulgation of strict and clear rules
where they are required, and

° the promulgation of rules allowing for
exemptions, with the rules containing

criteria for granting exemptions.

Regarding the enforcement of rules, Mr. Leibel

suggested that:

i) the OEB Act be amended to permit the pass-

ing of regulations by the Board to govern

affiliated interests;

ii) that such regulations be passed;

iii) that the OEB Act contain penalties for
breach of these regulations.

These changes would make the rules fully enfor-

cible, in Mr. Leibel's view.

Mr. Leibel said that Unicorp would have no
objection to a general rule requiring portions
of current and future utility earnings be re-
tained in the utility, as may seem appropriate
to the Board. However, Unicorp pointed to the
Board's practice of requiring the maintenance
of an equity level through ongoing regulation,
and also to the provisions of the Ontario Busi-
ness Corporation Act in respect to the respon-
sibilities of Directors in regard to the pay-

ment of dividends.
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Unicorp is opposed to the Board's pre-approval
of share and debt issues by the utility.
Mr. Leibel argued that a pre-acquisition appro-
val requirement would destroy the utility's
flexibility as to timing of the issue and that,
in any event, the Board is not in a position to
judge the appropriateness of a particular capi-
tal issue, that being the prerogative of manage-
ment. Unicorp believes that the Board has
sufficient opportunity to express any views on
capital issues through consideration of capital
expenditure and capital structure during rate
applications.

Unicorp considered that transactions by affi-
liated companies should be controlled by rules
or undertakings that ensure that the utilities
are not exploited. Affiliated interest rules,
Unicorp believes, would effectively resolve the
concerns arising from the holding company struc-
ture of ownership. They would apply to all
owners and to all affiliates of the utility and
would address the relationship between the
utility and its affiliates, on an ongoing basis.
This is seen by Unicorp as the real issue.

In Unicerp's opinion, affiliated interest rules
are preferable to undertakings. While all
three major Ontario gas utilities are now sub-
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ject to similar undertakings; there are advan-

tages, Unicorp believes, to having affiliated

interest rules:

i) the utilities would be subject to identi-
cal rules, obviating differences in inter-
pretation of undertakings;

ii) rules would obviate the need for a new set
of undertakings if there was change in
ownership or control of the utility;

iii) while wundertakings are believed enforc-
ible, any doubt would be removed by the
incorporation of rules in the legislation;
and

iv) such rules would make certain the respon-
sibilities and obligations of future
owners towards the utility.

Unicorp believes that the form of the Unicorp/
Union Enterprises joint undertakings should be
accepted by the Lieutenant Gevernor and no
further action in respect of the Unicorp tran-
saction should be taken.

Unicorp proposed that generally applicable
affiliated interest rules governing the rela-
tionship between utilities and their affiliates
should be introduced into the existing legisla-
tion. Specifically Unicorp suggested that
Section 35(1) of the OEB Act should be amended
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to give the Lieutenant Governor the power to
make regulations ‘regarding the relationship
between utilities and their affiliates. Fur-
ther, regulations should be introduced pursuant
to Section 35(1), as amended, to establish such
affiliated ‘interest rules; and new provisions
should be introduced to provide for penalties
in the event of breach of such rules.

Unicorp believes that undertakings and rules

are effective because:

i)  they are enforcible;

ii) the utilities are subject to moral sua-
sion; and

iii) they can be reviewed in the regular rate
hearings.

Unicorp pointed to the fact that diversification
is already a fact of life in Ontario's natural
gas industry. The company believes that regu-
lation would be facilitated if, as a general
rule, non-utility businesses were carried on by
the holding company or by nonregulated affi-
liates. However, any rule prohibiting diversi-
fication by a wutility should be capable of
admitting exceptions so that, in appropriate
circumstances, the utility could carry on the
non-regulated business itself.
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The joint wundertakings of Unicorp and Union
Enterprises provide for an independent Board of
Directors of Union Gas. A majority of that
board will be selected by those directors of
Union Enterprises who are elected by the minor-
ity shareholders of Union Enterprises. 1In its
own original undertakings, Unicorp had offered
to create an independent Board of Directors of
Union Gas so as to establish Unicorp's inten-
tions with respect to the operation of the
utility. Unicorp stated that it is not parti-
cularly concerned with a requirement for an
independent Board of Directors for Union Gas;
in Unicorp's view, it is likely that such an
independent Board is unnecessary, given the
protection afforded by wundertakings and affi-
liated interest rules.

Mr. Howard, for Union Enterprises/Union Gas,
submitted that flexibility to meet changing
circumstances and to deal with particular cases
is more important. than certainty. He doubted
that a code enshrined in regulation would lead
to certainties; there will be exceptions requi-
ring hearings which, in turn, will require
criteria such as those in the present Order in
Council and the Board's procedural orders.

In Mr. Howard's view, confusion has arisen
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because of fear of the effect of a breach in
the wundertakings, in that curing the breach
would result in an increased cost of capital
and harm to the customers. There 1is, in his
opinion no difference between a breach of under-
takings and a breach of codified regulations
insofar as enforcement is concerned or in res-
pect of any adverse effect wupon customers.
Codification is not the way to go, in
Mr. Howard's opinion.

‘Union Enterprises/Union Gas take the view that

pre-acquisition approval of dividends, share
issues etc. by the Board, as proposed by Board
Counsel, involves the Board in the management
of the utility, rather than regulation. This
would tend towards public ownership, not pri-
vate enterprise.

Mr. Howard pointed out that the mix of securi-
ties is already effectively within the Board's
purview because of the use of a prospective
test year 1in rate cases. Regarding dividend
payout, Mr. Howard referred to the undertaking
restricting the maximum dividend payment of
Union Gas for the next three years. In respect
of the potential for double 1leverage of the
utility, he argued that the Board can substi-
tute a hypothetical capital structure for the
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actual. In respect of loans and indebtedness,
Mr. Howard believes that the structure of under-
takings and agreements permits review on a
case-by-case basis which is preferable to a
requirement for pre-acquisition approval by the
Board. '

As far as diversification by the utility 1is
concerned, whether through divisions or subsi-
diaries, Mr. Howard submitted that this should
be left to management. The Board has the abi-
lity to amend the situation, as it considers

appropriate, at the time of rate hearings.

Mr. Howard said that there was no need for new
legislation giving the OEB the right to have
access to information relating to affiliated
companies. Section 27 of the OEB Act provides
the Board with any power needed and the prac-
tice of interrogatories during a rate case
provides the means to obtain information con-

cerning affiliated transactions.

In Mr. Howard's view, notice of a change in
ownership by itself does nothing and is gene-
rally too late. He saw difficulty .in seeking
to impose a requirement upon the utility regard-
ing the composition of its Board of Directors.
In his opinion this could be offered by way of
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an undertaking, but to seek to impose it, may
not be within the Board's jurisdiction. '

Mr. Thompson, for IGUA, submitted that review
and regulatory powers should be used to prevent
owner-related abuses of the utility with parti-
cular concern for:

i) dividend policy;

ii) share issuance and indebtedness;

iii) affiliate transactions;

"iv) diversification;

v)  Board of Directors composition;

vi) Head Office location; and

vii) common share float.

Mr. Thompson -suggested that these constraints
should be imposed by Order of the OEB. He
submitted that there was no need for rules when
there are only three major wutilities, each
controlled by a holding company, particularly
if, wupon review, company-specific constraints
need to be added to those imposed by the rules.

The OEB's Order can, Mr. Thompson said, include
both company-specific and standard constraints.

Mr. Thompson said that, in respect of
‘dividends, IGUA supports the standard set out
in paragraph 2 of the 1984 Order in Council to
Inter-City, namely, that dividends should not
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be such as to reduce shareholders' equity ex-
cept as may be consistent with applicable sta-
tutes, trust indentures and OEB findings as to
appropriate levels of equity. He said that
pre-screening of share and debt issues is not
supported by IGUA.

IGUA agrees with the standard set out in para-
graph 3 of the Order in Council to Inter-City
which says that Northern § Central shall not be
responsible for the indebtedness of, or make
loans or advances to its parent or affiliates.
Although diversification contradicts the stated
purpose for the Union Gas reorganization in
respect of standing alone, IGUA sees no need to
restrain diversification by the utility except
for expressing a preference that it should be
conducted through a corporate entity other than
the utility. IGUA believes in an independent
Board of directors for the utility.

Regarding transactions with affiliate compa-
nies, IGUA held the view that without the ap-
proval of the OEB, a gas utility  should be
prohibited from buying gas from an affiliate.
If the utility were to buy gas from its own
affiliate, it might, because it has no obliga-
tion to carry another party's gas, effectively
block the purchase of gas by an end-user from
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the end-user's own affiliate.

Mr. Thompson proposed that the OEB should moni-
tor and enforce future undertakings and that
the Board should act by Order on the strength
of parts of Sections 13, 14, 27 and 29 of the
OEB Act. He contended that under Section 27(1)
(a) the Board has power to make regulations
subject to the approval of the Lieutenant
Governor. He .suggested, however, as a remedy
of last resort in the event of noncompliance,
the ordering of divestiture of the owner's
controlling interest.

In IGUA's view, monitoring and enforcing of
existing undertakings, including those applic-
able to Inter-City/Northern § Central and Hiram
Walker/Consumers' should be brought under the
OEB's auspices by assignment from the Lieute-
nant Governor: this to be accomplished by
legislative changes or Order in Council.

Mr. Poch said that Section 27 of the OEB Act
can be amended to broaden the OEB's monitoring
power and also be used by the Board to require
utilities to report, in advance, prosted divi-
dends, and equity or debt issues, to allow the
Board to call a hearing if deemed necessary.
The Board should, in his opinion, have the
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power to block a dividend or capital issue.

Mr. Poch also said that Energy Probe favoured
diversification only at the holding company
level.

Mr. Ryder said that all the existing under-
takings should be made enforcible either by
assignment, as suggested by Mr. Howard, or on
application or motion of an interested party,
including the Board, customers, or share-
holders. Future undertakings would not be
necessary, according to Mr. Ryder, because they
would take the form of an Order of the Board,
if conditions were attached to the Lieutenant
Governor's approval.

Mr. Ryder said that, given the major Ontario
gas utilities' present level of maturity, earn-
ings of a wutility not required to be retained
should be paid out as dividendeds for reinvest-
ment in a diversified business, but that it
should be carried on by a separate corporate
entity, not by a subsidiary of the utility.

Mr. Ryder commented that undertakings are sig-
nificant in that they represent the degree of
regulatory interference that owners of holding
companies have come to accept. '
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‘Mr. Ryder believed that general undertakings,

i.e., those appropriate to the industry as a
whole, may properly be legislated but cautioned
that care should be taken to avoid legislating
for decisions that normally belong to manage-
ment. Mistakes, he said, should be made by
management, not by the Board which must retain
its authority to exercise 20/20 hindsight and
to second guess.

A utility should not acquire non-ufility assets
without Board approval, in the opinion of
Mr. Ryder. Board approval is necessary also,
he said, for loans to other companies whether
or not they are evidenced by bonds or preferred
shares. '

Mr. Ryder said that, with respect to dividends,
the three year limitation already in the Uni-
corp/Union Enterprises joint undertakings
should not be legislated but, with respect of
ongoing dividends, 1legislation should 1limit
dividends so as not to reduce or alter the
capital structure.

Mr. Ryder also contended that Board approval
should be required before a wutility incurs
obligations of indebtedness of any related
company including subsidiaries. |
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Affiliated contracts, in Mr. Ryder's view, are
already covered by ongoing regulation.

Mr. Ryder said there was no need for Board
preapproval of the wutility's security issues
made in the normal course of financing of its
enterprises.

On behalf of Hiram Walker, Mr. Campbell stated,
regarding wundertakings, that the Board can
require the utility at anytime (not necessarily
in a rate case) to report to it on the state of
the undertakings and, by so doing, bring the
parent before the Board to account for its
stewardship. Hiram Walker believes there is no
need, in this context, to anticipate abuses of
undertakings. It regards the undertakings in
relation to Hiram Walker and Consumers' as

binding, regardless of who owns Hiram Walker.

Mr. Campbell stated that Hiram Walker believes
that no changes to existing 1legislation are
necessary in respect of monitoring and enforce-
ment. However, it might be of assistance if
any impediment to the Board making its own
rules and regulations be removed e.g. by chang-
ing Section 27 as necessary.

Hiram Walker is not in favour of rules restric-
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ting securities issued, or dividends declared
by the utility.

Mr. Paddon, on behalf of Consumers', said that
there had been much theory and dogma put for-
ward in this hearing but no hard evidence re-
quiring 1legislated remedies. Consumers' be-
lieves that undertakings are sufficient and
there is no need for rules, legislation or
regulation. He stated that the OEB has very
broad powers, including those of the Energy
Returns Officer, and it can easily handle moni-
toring of undertakings. Mr. Paddon referred to
the Divisional Court's confirmation of the
Board's powers in its decision denying an ap-
plication by Unicorp asking the Court to find
that the Board had gone too far. Mr. Paddon
also referred to the powers given the Board
under Section 27 of the OEB Act.

Consumers' considers that whether or not the
undertakings are legally binding is academic.
The Board can undoubtedly monitor the compli-
ance with the undertakings and, through rate
hearings, ensure consideration of them.

In respect of securities issued by a gas uti-
lity, Mr. Paddon said that the Board should not
have a pre-issue role because the mix of secu-
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rities is dealt with effectiveiy in rate cases.
Consumers' 1is also oppdsed to any interference
with its dividend policy. The capital struc-
ture of the utility for regulatory purposes ‘is
directly affected by the amount of dividends
paid out. Hence, the dividend conduct of the
utility is constantly being reviewed.

Mr. Paddon pointed out that under the Ontario
Business Corporations Act, directors cannot

authorize dividends that leave the corporation
insolvent. Many companies pay dividends higher

than annual earnings and in Consumers' opinion

it would be wrong to restrict the 1level of
dividends to the amount of earnings. Dividend
policy is a matter for management and if left
to the OEB it would create uncertainty in the

~minds of investors and increase the cost of

capital.

Mr. Paddon said that transactions with affi-
liated companies should be allowed if in keep-
ing with corporation securities 1law. They
should be reviewed in rate cases but not pre-
vented initially. Consumers' should be enti-
tled to purchase gas from its own affiliate.
It would be unrealistic for there to be a rule
requiring pre-approval of the Board in respect
to an affiliated transaction in the :commodity

5/34




REPORT OF THE BOARD

5.86

5.87

_in which the utility deals.

Diversification by the utility should be al-
lowed without reservation, in Consumers' opin-
ion. In rate proceedings diversification can
be examined to determine the degree of cross-
subsidization, so that the integrity of the
company's main business, that of gas distribu-
tion, can be protected. Consumers' stated that
management has the responsibility to maximize
the efficient and effective utilization of all
the company's assets and the OEB should be
sympathetic to this. Moreover, there should be
no distinction between utility-related or unre-
lated diversification.

Mr. Roland on behalf of Inter-City said that in
Inter-City's view undertakings were unnecessary
for the protection of the public interest. A
prudent owner's behaviour would in any event be
consistent with undertakings because the alter-
native would entail unfavourable treatment from
the Board and consequential impairment of its
investment. Mr. Roland referred to the Board's
very broad powers to regulate generally under
Section 19, including rewarding and penalizing
management decisions; the broad monitoring
power through rate cases and the Energy Returns
Officer and the Board's ability to make rules
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regulating its procedure, ‘including monitoring
of utilities and their performance of under-
takings, under Section 27 with the approval of
the Lieutenant Governor. In this connection
Mr. Roland suggested it would be preferable for
the Board to be able to make its own rules
without having to go to the Lieutenant Governor.

With respect to the enforcibility of wunder-
takings, Mr. Roland argued in favour of better
monitoring of them. If there is concern about
their enforcibility, 1legislation with specific
provisions for remedies should make them bind-
ing. He said that the utility and the imme-
diate owner should be parties to the under-
takings.

Inter-City is opposed to the additional 1level
of regulation created by affiliated interest
rules. Mr. Roland argued these are more effec-

tively dealt with under ongoing regulation.

Mr. Roland agreed with Mr. Howard with respect
to the issuance by the utility of securities,
the payout of dividends, the incurring of in-
debtedness, loans and investment in non-utility
areas, and diversification within the utility,
namely that these matters are best left with
the management of the utility, while Mr. Roland
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felt that dividend payout is a matter for mana-
gement discretion, it should be open to review
by the Board at a rate hearing.

5.91 Mr. Kawalec said that rules and regulations
should restrict utilities to gas distribution
except where the Board's prior approval is
given to associated businesses e.g. furnace
manufacturing. |

Other Issues Raised by the Takeover

5.92 Mr. Campion proposed that Union Gas be required
to maintain its Head Office in Chatham.

5.93 In Board Counsel's view, joint costs, reorgani-
zation costs and acquisition premiums are mat-
ters which should be dealt with in ongoing
regulation before the Board.

5.94 - Board Counsel submitted that the Ontario utili-
ties should be encouraged to: |
i) retain  or commence a substantial common
share float so as to obtain full access to
the financial markets;
ii) retain as much activity as 1is reasonably
possible in the franchise area; and
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iii) maintain a pure 'stand alone'" utility.
Mr. Campion did not see these items as
part of any legislation, but rather as
policies enunciated by the Board.

Unicorp believes that the location of the Head
Office of a utility cannot be the subject of a
general rule. Unicorp believes that the Head
Office should be located in the franchise area
where it can best serve its customers effi-
ciently. With respect to Union Gas, Unicorp
affirmed that there is no intention or reason
to change the Head Office's present location
from Chatham.

At most, Unicorp suggested that a change in
location of a utility's Head Office should be
subject to the OEB's consent.

Mr. Leibel said that Unicorp is opposed to a
mandatory common share float, pointing to the
fact that neither the acquisition of Northern §
Central by Inter-City nor the reorganization of
Union Gas, were subject to the requirement of a
float. Furthermore, there is no way of ensur-
ing that the float would be widely held and no
evidence that it would assist regulation.

Mr. Howard, for Union Enterprises/Unidn Gas had
doubts that the Board could direct the location
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of the utility's Head Office; he saw this as
best achieved by an offered undertaking. He
agreed that joint costs should be 1left to on-
going regulation as suggested by Board Counsel.
He supported Mr. Leibel in his opposition to a
common share float. He felt it unnecessary to
encourage a utility to retain as much activity
as possible in the franchise area.

Mr. Thompson, on behalf of IGUA, said that the
utility's Head Office should be in the fran-
chise area and located where it can best serve
its customers efficiently. IGUA believes that
a common share float should not be a require-
ment.

Mr. Ryder, for the City of Kitchener, said that
matters of the Head Office location and the
composition of the utility's Board of Directors
should be enforcible as Orders of the Board.
He also proposed that the OEB Act be amended to
include a provision that imposes on the gas
utilities the duty to conduct their affairs
with a view to providing efficient and reliable
service at reasonable costs. This, he sug-
gested, would enable the Board to deal with
items not specifically prohibited and which
cannot be dealt with directly under the Board's
rate-making powers. Mr. Ryder also proposed
that the Board be given powers to make orders
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considered necessary to enforce the duty of the
utilities. Examples given were for orders
setting aside transactions by the utility;
divestiture as a remedy of last resort; and the
establishment of a common share float.

Mr. Paddon, for Consumers', said that the chief
operating office should be located at the core
of the utility's business. While it was unim-
portant where the Head Office was placed, he
felt that a location near the financial market
centre was probably best.

Consumers' is in favour of a common share float

since this would provide a significant benefit
in the flexibility of future financing. To
attract a float, the non-utility diversified
activities should be carried on either by the
utility or by a 'subsidiary of the utility.

Mr. Roland stated that Inter-City was not in
favour of establishing a common share float. A
10 percent level (the present Consumers' level)
would not be large enough to attract institu-
tional investors to Northern & Central.
Mr. Roland objected to Mr. Campion's recommen-
dation that such a float should be encouraged
by the Board.
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6. THE PUBLIC INTEREST

The Order in Council requiring the Ontario
Energy Board to hold a hearing and to report
regarding the acquisition of (more than twenty
percent of the common shares of) Union Enter-
prises by Unicorp, raises the question of whe-
ther the public interest regarding price, ser-
vice and reliability will be jeopardized by the
change in control of Union Gas.

The question of the public interest in the

Unicorp/Union Enterprises transaction was seen

by the Board as pertaining

° first, to the specific effect on present
and future shareholders and investors in
Union Enterpfises and Union Gas, and on
Union Gas's customers and others utilizing
Union Gas's transmission and storage faci-
lities (Phase I of the hearing), and

° second, to the general implicafions for

the other two major natural gas utilities
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in Ontario and to relevant holding compa-
nies (Phase II).

.3 The Board defined these aspects of the public
interest in the its Procedural Order of
February 18, 1985 as follows:

10. To the extent that the matters
raised in Phase I of the public
hearing touch upon a considera-
tion of the public interest, it
may be defined in part to be the
benefits and detriments to:

a) present and potential share-
holders of Enterprises and Union
Gas; ' '

b) the customers, Ontario communi-
ties and industries served by
Union Gas;

c) investors in Enterprises and
Union Gas other than the share-
holders;

d) other persons in the Province of
Ontario who would benefit from
secure natural gas transmission,
storage and distribution at a
reasonable cost; and

e) the public interest generally.

11. To the extent that the matters
raised in Phase II of the public
hearing touch upon a considera-
tion of the public interest, it
may be defined in part to be as
set out in paragraph 10 hereof
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but changed to apply to all gas
utilities operating in Ontario
and all relevant holding com-
panies.

Unicorp appealed the Board's Proce- dural Order
to the Divisional Court of the Supreme Court of
Ontario on the grounds that the Board's defini-
tion of the public interest in its Procedural
Order was too broad. The Court dismissed the
appeal. In his Endorsement on the record dated
March 14, 1985, Mr. Justice Henry said:

A portion of the preamble to the order
in Council which refers the question
to the Ontario Energy Board reads as
follows:

"Whereas a number of major customers
of UGL [Union Gas Limited] and a
number of municipalities from which
UGL holds service franchises, have ex-
pressed considerable concern and are
seeking = assurances that their inte-
rests and the public interest in pub-
lic service and reliability will not
be jeopardized by the proposed tran-
saction;"

Our interpretation of that recital is
that it expresses the concern of the
Lieutenant Governor in Council in
relation to the general public inte-
rest that price, service and reliabi-
lity will not be jeopardized by the
proposed transaction. We regard that
principle as fundamental to the whole
enquiry. .
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The question referred to the Ontario
Energy Board must be read in that
light. We do not see how the Board
could determine those factors, parti-
cularly reliability, without enquiring
into the financial and otherfactors
underlying the proposed transaction.

For these reasons we see nothing in-
appropriate in the enquiries that the
Board seeks to make. It is our opi-
nion that the enquiry conducted in the
manner proposed by the Board is in
conformity with both the Order in
Council and s.36 of the Act. The
application and the appeal if any are
therefore dismissed.

As a consequence of this decision the Board
adhered to its original understanding of the
public interest.

Earlier Considerations of the Public Interest

6.6

The first occasion on which this Board consi-
dered the question of the public interest di-
rectly and in general terms was in 1969 when
Consumers' Gas applied (unsuccessfully) to the
Board for leave of the Lieutenant Governor to
acquire a controlling interest in Union Gas. In
its report to the Lieutenant Governor of July 6,
1970, (under EBO 36) the Board said in respect
of the public interest:
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One of the problems in assessing the
public interest is that a benefit to
one group is often a detriment to
another. Thus some cost reductions,
which benefit the operating company
and, under rate regulation, ulti-
mately benefit the customers or share
holders or both, might be at the
expense of another sector of the
public, for example, the employees.
Cost reductions brought about by a
reduction of the 1level of service
might benefit shareholders at the
expense of customers. Changes in
income tax accounting to bring about
benefits to present customers OT
shareholders might be at the expense
of future customers or shareholders,
or both.

Under these circumstances it is
obvious that the assessment of the
public interest is not simply a mat-
ter of whether there is a specific
benefit or a specific detriment.
Rather, the Board, in arriving at its
opinion, must weigh the various bene-
fits against the various disadvan-
tages and come to a conclusion as to
whether there is an overall benefit
or detriment to the public interest
or conceivably whether, having regard
to the advantages and disadvantages,
there is no overall effect on the
public interest.

More recently, in the fall of 1984, the Board
again considered the question of the public
interest in general terms. Inter-City Gas
Corporation and associated companies had
applied to the Board for leave of the
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Lieutenant Governor to acquire 100 percent of
the shares of Northern and Central Gas from the
previous owners, Norcen Energy  Resources
Limited. A hearing was held and 1leave was
granted. In its report dated January 16, 1985,
the Board said, in Trespect of the public
interest:

Although Section 26 of the Act does
not refer to the public interest or,
for that matter, to any other consi-
derations the Board 1is to wuse in
arriving at its opinion of this tran-
saction, the Board considers that the
public interest is of paramount con-
sideration. The question then arises,
"what is the public interest?"

In searching the <case 1law on the
point, the Board has found literally
hundreds of cases in Canada and the
United States in which courts or
administrative boards have employed
the test of public interest in a
variety of factual situations. The
location of highways, pipelines and
transmission towers, the granting of
radio licences, natural gas fran-
chises and trucking permits have all
been based on the test of the public
interest in one sense or another.
The wide variety of cases in which it
has played some part in a decision,
effectively means that the findings
of those tribunals do not - 1lend
themselves to a clear codification.
In fact, just defining what 'public"
the interest refers to, is difficult
in itself. A 'public'" opposed to the
building of a nuclear reactor seldom
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represents all the '"publics" affected
-- it does not speak for the cons-
truction unions or the mine workers,
it does not speak for the investors
in the station or even all the consu-
mers, but the '"public" presenting its
iews still purports to represent the
"public'".

0f the public interest, Mr. Justice
Holmes said: "We mean, of course,

_considerations of what 1is expedient

for the community concerned.'" Many
other 1legal theorists have left be-
hind similar quotations, but because
of the diverse applications to which
the words '"public interest" have been
applied, there is not a single, sim-
ple explanation of sufficient clarity
to be particularly helpful.

In 1its Procedural Order the Board
outlined the public interest for the
purposes of this hearing to be the
benefits and detriments to:

1. present and potential share-
holders, 1investors and Ontario
customers of Northern;

2. the shareholders and Ontario
customers of Inter-City;

3. the Ontario communities served
by Northern and Inter-City; ;

4. securing natural gas transmis-

sion, storage and distribution
at reasonable cost to consumers
in Ontario; and

5. the public interest generally.

These general parameters have been
used in the past by the Board al-
though a specific test of the public
interest has never been delineated.
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In the opinion of the Board, the
public interest can only be more
particularly defined by examining the
facts and nature of the situation in
which the test is to be used. The
public interest will consistently
take the form of the facts to which
it is applied, moulding itself to the
specific use to which it is being put.

Having determined that the public
interest is not generally definable,
the Board would add that, in spite of
its elusiveness, when it 1is applied
to a specific set of facts, the rea-
sonable man of the Common Law has no
trouble determining if a particular
act meets the test. A transmission
tower, by this test, might be located
in a productive, peaceful country-
side, in spite of the residents'
objections if the tower is found to
be in the public interest of a nearby
population centre. The public inte-
rest of the urban residents may be
said to outweigh the 1local interests
of the rural public in those circums-
tances.

Lord Coke put it succinctly when he
wrote:

"The law prefers the public good
to the private good and that if
it has to choose between preju-
dice to the many and mischief
particular to individuals, the
individuals must suffer."

The broader social concept of public
interest has lurked beneath the
Common Law even in its earliest for-
mative period and the Board's duty
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6.

8

now is to apply it to the facts of
this case.

In the regulatory context of the
transaction presently before the
Board, the public interest 1is not
served if Northern, following the
sale, is unable to serve the public,
except at unreasonable prices. Alter-
natively, it follows that the public
interest is served if those who want
the utility's services obtain those
services at rates which are not ad-
versely impacted by the transaction.
While a checklist of value conflicts
is impracticable, it 1is possible to
derive specific questions related to
the facts of this case, the answers
to which are essential to the Board
in its consideration of the public
interest:

1. Can Northern continue to nmeet
its obligations to serve present
and future customers without
unreasonable conditions of ser-
vice and rates caused by the
sale of its shares?

2. Can Northern maintain itself in
a sound financial condition so
that the public can continue to
be served, in the short and long
term, in a manner which will
contribute to the public's gene-
ral well-being?

In broad terms, the public interest will be
satisfied by an undertaking or action that will
result over time in an enhancement of the
economic or general welfare of the public. The
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public interest can be satisfied without impro-
ving the economic or general welfare of every
member of society; indeed, it is possible that
the public interest in general can be satisfied
even 1if some members of society are economi-
cally damaged. Essentially, one might inter-
pret the public interest as the best possible
accommodation of conflicting interests.

In the regulatory context, the OEB follows a
judgemental path in resolving conflicts of
particular interests so as to arrive at a deci-
sion which the Board feels to be the best pos-
sible, in the public interest. There are no
firm criteria for determining the public inte-
rest that will hold good in every situation
and, generally speaking, it is probably prefer-
able not to attempt to define these criteria
too closely. The public interest is dynamic,
varying from one situation to another and the
criteria by which the public interest is judged
may also change  according to the <circums-
tances. In considering the criteria, the Board
must exercise judgment as to the specific va-
lues of conflicting interests. It must decide
whether the public interest would be done any
disservice in the event that the particular
proposal was not approved.
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The Unicorp/Union Transaction

6.

10

.11

In considering the implications of the Unicorp/
Union Enterprises transaction at this hearing,
the Board has again sought to identify the
public interest, while keeping several factors
in mind. These are

) the social contract between the gas utili-
ties and the Government;

® the on-going regulation of Ontario gas
utilities by this Board;

° the joint wundertakings given by Unicorp
and Union Enterprises, and the under-
takings previously given by Inter-City/
Northern § Central and by Hiram Walker/
Consumers'; and

[ the free choice of individuals, corpora-
tions and institutions to invest and to
transfer that investment in Ontario gas
utilities or holding companies of gas
utilities.

The issues of undertakings and of freedom of
investment are discussed in later chapters;
discussion of the social contract and of on-

going regulation are presented as follows.
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The Social Contract

6.12

6.13

6.14

In return for a gas utility providing reliable
service to customers at reasonable rates within
the franchise area, the enfranchising municipa-
lity and the Government of Ontario under the
Public Utilities Act and the Municipal Fran-
chises Act, effectively guarantee a secure
market to the utility, free of competition from
other gas distributors. This obligation on the
part of the utility is a legal obligation but
it is also a social trust that flows from the
franchise contract.

The utility's business is to serve the public
in the enfranchised area and its continuation
in business is dependent upon its performance
in the communities that it serves. Change of
ownership or control of a utility brings with
it the obligation on the part of the new
owners, or those in control, to continue to
maintain that performance. Ownership or con-
trol of a utility may change but the utility
must continue to maintain acceptable standards
of service.

The Board has heard no evidence that the owner-
ship per se of a controlling proportion of the
common shares of a major Ontario gas utility by
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a holding company has had any untoward effect
on the performance of a utility in regard to
its legal obligations or its social contract to
its customers and to other members of the com-
munity. -

-Regulation by the Board

6.

15

.16

The provision of continuing gas service to the
public at just and reasonable rates is an on-
going responsibility of this Board. The proce-
dures and precedents by which rates are ap-
proved have been well established through the
Board's regular rate hearings of the respective
utilities, regardless of the ownership or con-
trol of the utilities' shares. For example,
when Hiram Walker Resources was established as
a holding company controlling Consumers' Gas,
this had no effect in principle on subsequent
hearing procedures with respect to Consumers'
rates to its customers. Similarly, the change
of ownership of Northern and Central from Norcen
to Inter-City will not effect in principle the
regulatory treatment of the utility.

At the hearing, the Board heard no evidence
that suggested that the change in ownership of
Union Enterprises and hence of Union Gas, (re-
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6.

17

gardless of the degree of concentration of that
ownership), would affect in principle, Union
Gas's subsequent regulation before this Board.

However, this indirect change of control of
Union Gas, together with the previous changes
of control of Northern and Central and Con-
sumers' Gas, requires a reconsideration of the
Board's overall power if it is to act effec-
tively in the public interest.
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7. HOLDING COMPANIES, TAKEOVERS AND
CONCENTRATION OF CONTROL

In the case before the Board, one holding com-
pany, Unicorp, took over another holding com-
pany, Union Enterprises, which controlled a gas
utility, Union Gas, regulated by the Board. In
this chapter the Board first gives a review of
holding companies and takeovers generally as
they have related to Ontario natural gas utili-
ties, and then discusses the question of con-
ceﬁtration of control of market and of company
ownership. The Ehapter concludes with the
Board's findings regarding Mr. George Mann's
control of Unicorp and the financial stability
of Unicorp and with its recommendation respec-
ting the takeover of Union Enterprise by Uni-

corp.
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HOLDING COMPANIES

7.2

7.4

Holding companies are a common phenomenon in
industry and commerce. A holding company is
defined by the Canadian Institute of Chartered
Accounts as '"a corporation whose principal
business is owning a controlling interest in
the shares of one or more other corporations"

As is well known, one holding company can con-
trol another holding company, and a corporate
structure can reach 1labyrinthine complexity.
Appendix C in Volume II sets out the corporate
structures of Unicorp and Union Enterprises as
well as those of Inter-City, Hiram Walker, and
Hees International.

Virtually all of Canada's major utilities are
now owned or controlled by holding companies.
° Electrical Utilities. Of the five major

electrical utilities in Canada, other than
government-owned electrical utilities, two
are owned or controlled by holding

companies, two are smaller Eastern
utilities, and one appears to be widely
held. ,

o Telephone Utilities. There are seven

major non-government-owned telephone uti-
lities, all of which are controlled by

holding companies.
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.5

0il  Pipelines. Both major oil pipeline
companies are controlled by holding compa-

nies.
Gas Utilities. All eight major gas utili-

ties, including the three in Ontario, are

controlled by holding companies.

All three of Ontario's major natural gas utili-

ties
ture

have undergone changes of corporate struc-
which have resulted in their being con-

trolled by holding companies, and all of these

changes have been approved either following a

recommendation directly by the Board or by the

Lieutenant Governor.

In 1975 Northern and Central Gas and Norcen
Energy Resources Limited ("Norcen'") re-
organized to establish Norcen as a holding
company with Northern and Central as a
subsidiary.

In 1980 Consumers' Gas and Hiram Walker
reorganized ultimately creating Hiram
Walker Resources as a holding company and
Consumers' as a subsidiary.

In 1984 Norcen sold its interest in Nor-
thern and Central to Inter-City Gas and

associated companies.
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° On January 1, 1985 Union Gas reorganized
itself into a holding company, Union Enter-

prises, and two subsidiaries.

In the case now under consideration by the
Board, Unicorp has succeeded in gaining control
of Union Enterprises, which in turn controls
Union Gas. In looking at this takeover, one
must remember that Union Gas was already owned
and controlled by a holding company with the
concurrence of the Lieutenant Governor. What
is 1important about this transaction 1is that
there has been been an indirect real change of
control of a gas utility in Ontario through the
change in control of a holding company which
controls a gas utility. It is the indirect
nature of the change of control of the utility
that challenges the role of the Board and the

intentions of existing government policy.

Before the takeover, Union Enterprises was a
holding company owning 100 percent of two sub-
sidiaries. Union Enterprises thus had a direct
control of Union Gas.

|  Union Enterprises
|
|
B

|
| 100% | 100%
| Union Gas | | Union Shield |
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7.8

Once the Unicorp transaction was completed the
holding company structure changed as follows:

| _Unicorp |
l
|

| (60% ownership, 48% votes)

| Union Enterprises |

l
|
l
I I I
| 100% | 100% 1 100%

| Union Gas | | Union Shield | | Burns Foods |

7.9

7.10

Unicorp now controls Union Enterprises directly
and thereby controls Union Gas indirectly. Any
number of holding companies could be placed on
top of Unicorp thus putting Union Gas further
down the ladder and making the control of Union

Gas by the top holding company even more indi-
rect.

At the hearing, there was no evidence before
the Board which established that holding com-
panies are per se, contrary to the public inte-
rest, as they relate to natural gas utilities.
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7.11

7.

12

The Lieutenant Governor has accepted the pass-
ing of control of all three natural gas utili-
ties to holding companies. In the case of the
Unicorp/Union Enterprises - Union Gas transac-
tion, it is the transference of the control of
one holding company which owns a utility to
another holding company which is in question.
Is the new holding company appropriate and in
the public interest? What power of approval
does the government wish to maintain over such
transfers of control?

Takeovers

A takeover is an event or an act by which one
company acquires control of another company. A
takeover may be friendly - i.e., supported by
the existing management or controlling interest
of the company, or it may be hostife, i.e.,
opposed by the existing management or controll-
ing interest.

When a takeover is hostile (resisted by exist-
ing management), as was the case with Unicorp's
successful attempt to take over Union Enter-
prises, it can become an event attracting much
public attention.
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7.13

7.

7.

14

.15

.16

17

There were five documents filed in this hearing
which attempted to analyze the takeovers of
TSE-listed companies since 1978.

A company becomes attractive for a takeover
when a gap develops between the perceived under-
lying asset value and the market value of
stocks. Consequently, a takeover usually in-
volves a substantial premium over the market
value.

Although all takeovers do not follow the same
pattern, some features of takeovers, such as
the costs of reorganization, the costs of ac-
quisition and the acquisition premiums, give
the Board concern when it comes to Ontario gas
utilities. These are discussed in chapter 9.

Many economists and investment or portfolio
managers support the concept of takeovers.
This enthusiasm, however, seems to presume in
the case of a public utility, that certain
safeguards are in place, such as the existence
of this Board and appropriate regulatory powers,
or that there are enforcible undertakings in
place between the "taker'" and the "takee'".

Advantages that are said to accrue to the eco-
nomy as a result of takeovers include the fol-
lowing:
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i)

ii)

iii)

iv)

a more efficient allocation of resources;
more efficient management; even the possi-
bility of a takeover keeps management
striving for excellence;

a higher return to shareholders on their
investment; and,

economies of scale and scope.

Against these advantages there are said to be

disadvantages:

i)

ii)

The fear of takeovers may change corporate
strategy from long-term substantial plans
to short-term interim gains as management
attempts to obtain faster immediate re-
turns on investment, which may not be
prudent in the long run.

A takeover may place a heavy debt on the
shoulders of the company taken over or on
the takeover company, because the takeover
is often financed by issuing debt with an
attractively high return (sometimes gene-
rically called "junk bonds'"). In the case
of a public wutility in Ontario, such a
debt on the shoulders of the takeover
company could be a serious disadvantage if
the financial strength of the cbmpany is
weakened and made more risky as a result.
The debt-carrying ability of the parent or
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iii)

iv)

grandparent of the utility may affect the
cost of capital to the wutility and may
thus ultimately affect the level of rates
charged to the customers of the utility.

Takeovers can 1lead to restructuring the
new corporate organization and in many
cases this has lead (at least in the USA)
to the selling off of some of the subsi-
diary companies in the family. In the
Board's view it would be possible to struc-
ture a transaction whereby Unicorp could
sell Union Gas without being constrained
by Section 26(2) of the Act. So long as
Union Gas is owned by a holding company,
the control of the holding company can
pass around without breaching section 26

(2). In the Board's view, the indirect
sale of Union Gas, in the course of corpo-
rate restructuring may not be in the pub-
lic interest, unless it is accompanied by

adequate restrictions.

Takeovers can 1lead to consolidation of
operations and ventures. In the case of a
gas utility this may not be in the best
interests of the customers. Consolidation
may create accompanying, incompatible,
non-regulated activities for the utility

7/9



REPORT OF THE BOARD

V)

vi)

vii)

to carry on which coﬁld detract from the
desirable application of the stand-alone
principle, or make regulation of the uti-
lity difficult.

Takeovers can unsettle both management and
staff. This was attested to by
Mr. McKeough and Mr. Edgell. If a pro-
longed dispute takes place the effect
could be serious. Takeovers have the
potential to unsettle the investment mar-
ket and thereby increase the cost of capi-

tal in the long run.

Takeovers can lead to increased leverage.
When a mature gas utility with a secure
revenue is part of a takeover there could
be a tendency to maximize the utility's
capital-raising ©possibilities. In the
Board's opinion, it 1is wundesirable that
Ontario gas wutilities be over-leveraged:
this would increase the risk of a utility
and hence its cost of capital which would

translate into increased rates to custo-

mers.

Takeovers can lead to a heavy debt as the
Board has commented above and this in turn
can lead to dividend and asset stripping
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in order to repay the debt and thus weaken the
financial strength of the parent or the utility
and so affect customer rates.

Conclusion: In the Board's opinion the balance
between the advantages  and disadvantages of
takeovers tilts potentially towards the disad-
vantages in the «case of a gas wutility in
Ontario. This is the main reason why the Board

recommends constraints upon the direct or
indirect change of control of a gas utility in

Ontario.

Concentration of Control

7.20

Concentration of control can refer either to
the control of a company by an individual or
entity, or the control of a market by a single

company.

In reviewing monopolies and anti-competitive
practices, one has to bear in mind that in
terms of gas distribution, the very nature of
the industry 1is one of government-authorized
and regulated monopoly. In the case of
Ontario's natural gas utilities, the franchises
create monopolies, but the monopolies thus

created are not unrestrained.
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i) The franchises set out firm, enforcible
duties.

ii) Much of the operation, the level of ser-
vice, the price of the service and the way
in which the monopoly is managed, has long
been subject to the close scrutiny of this
Board.

iii) None of the gas monopolies are truly with-
out competition, for they face competition
from one another in the sense that for
example, an industry may 1locate in one
franchise area as opposed to another de-
pending on the cost of gas. Gas monopo-
lies also face competition from other

energy sources such as oil and electricity.

iv) The operation of the monopolies are
watched closely by investors, customers,
and analysts alike. The customers have an
assortment of remedies which they can seek
before this Board.

V) The presence of Board regulation repre-
sents a form of moral suasion.

The evidence presented was strongly in favour
of gas distribution monopolies being granted by
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.23

.24

.25

the Legislature in Ontario, subject to regula-
tion by this Board. Any differences in the
evidence rested upon the breadth and depth of
the regulation, rather than on the need for it.

In the Board's view there are important advan-
tages in having the three major Ontario gas
distributors separately controlled and operated.
The gas companies offer each other a degree of
competition, and the Board, by having a basis
of comparison, is greatly assisted in its regu-

lation.

Keeping the three gas distributors separate
from one another was clearly the government's
concern when it introduced legislation in 1969
which restricted one gas utility company from
taking over another which would have created a
monopoly of monopolies. (See chapter 10 for a
history of that legislation.)

In considering the question of concentration of
control of a company or a group of companies by
a single individual or entity, the Board is of
the general view that economic efficiency (ob-
taining the most effective allocation of re-
sources, thus providing goods and services at
the 1lowest competitive cost) should not be
interfered with unless anti-competitive con-

straints are necessary.
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Traditionally, apart from questions of foreign
control, or control by criminal elements, we in
Canada have not attempted to «constrain the
acquisition of control of a corporation, unless
such control leads to control of a market. (If
a market is controlled this can lead to monopo-
listic abuses.)

In the Board's view, the evidence in this hear-
ing supports the conclusion that unless there
are certain and clear advantages in interfering
with the organization and reorganization of
capital in Canada, then except for serious
constraints on competition or a resulting cri-
minal activity, constraints cannot be recom-
mended at this time.

George S. Mann and Unicorp Canada Corporation

An initial reaction to the takeover of Union
Enterprises by Unicorp was the concern that one
person (Mr. George Mann)  would control Union
Gas. In fact the Board of Union Enterprises
issued a statement to its shareholders which
stated:

The [Union Enterprises] Board be-
lieves that no one individual should
control a public wutility such as
Union Gas. Union Gas 1is Ontario's
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.30

.31

second largest distributor of natural
gas, serving approximately 500,000
industrial, commercial and residen-
tial customers in southwestern
Ontario. The [Union Enterprises]
Board believes that it is not in the
public interest nor in the interest
of these customers that the quality
and integrity of their natural gas
service should be dependent upon a
single person.

Unicorp 1is dominated by a single
shareholder, who by means of a rela-
tively small investment and a capital
structure built on non-voting shares,
tightly controls Unicorp.

On February 15, 1985 the Minister of Energy in
a press release included the following state-
ment :

Of concern to some, as well, 1is the
concentration of effective control of
a major utility company in a single
pair of hands.

Some witnesses felt that positive benefits
could flow from a sole owner with a significant
financial stake and a dedicated attention to

its efficient and successful operation.

The matter of ownership by one person was put
into perspective by the witness Dr. Waters,
when he stated that Section 26 was désigned Yo}
that its initiators could

...observe the identity and charac-
teristics of new significant owners
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of a utility ©before they Dbecame
owners. If you are satisfied that
the relationships between an owner,
whoever he might be, and the utility
cannot compromise the public inte-
rest, then it seems to me you do not
need to concern yourself about the
ownership aspect. You simply have to
set up some rules of behaviour for an
owner - regardless of whether he has
a minority interest or a majority
interest - or for the Board of Direc-
tors who are acting for no particular
controlling shareholder. I think you
want to be sure that the rules that
are there, permit you to have the
comfort that the utility will always
be able to, under all reasonably
foreseeable events, provide services.

.32 Mr. Liebel put the matter succinctly in his
argument when, having stated the potential for
a financially strong parent today to become
financially weak tomorrow, he said that

the protective machinery around the
utility must be constantly and conti-
nuously in operation. We believe
that any determination of the finan-
cial stability of Unicorp (or Union
Enterprises, for that matter) in May
of 1985 may be comforting, but it is
of no long-range value unless there
are proper undertakings or affiliated
interest rules in place to protect
the utility regardless of the good or
bad fortunes of the parent in the
future.

.33 At the hearing, Mr. Mann was closely examined

as to his plans for Union Enterprises and Union
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7.

.34

35

Gas. He denied any suggeétion that his invest-
ment in Union Enterprises 1is short-term and
specifically confirmed that he has no intention
of selling Union Gas. Although Mr. Mann indi-
cated that there might be some scope for combi-
ning Union Shield with other o0il and gas inte-
rests of Unicorp, he emphasized the stable and
ongoing role of the utility in the Unicorp/
Union Enterprises organization.

Mr. Mann testified that the wutility would
continue to be run by Union Gas's staff: 'No-
body will be adversely affected...if anything
we will be able to come up with ideas that can
improve the service and cost of product to the
customers of Southwestern Ontario'. Mr. Mann
referred to the improved performance of trust
companies (Royal, for example) following their
takeovers by controlling/sole shareholders. He

~saw no disadvantage and perhaps advantage, to

the possibility that a public utility could be
controlled by one shareholder.

There were conflicting views expressed regard-
ing Unicorp's financial strength, particularly
as to the additional strain that might be
placed on Unicorp in certain circumstances and
its possible spillover effect on Union Gas,
which might create a higher cost of cépital for
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the utility. Having heard the evidence, the
Board 1is .  satisfied that although Unicorp is
extended by the purchase of Union Enterprises,
Union Gas will not be jeopardized, nor does the
Board anticipate that the cost of capital will
increase to Union Gas as a result of the take-
over, provided the joint undertakings as re-
vised by the recommendations of the Board (see
chapter 9) are in effect.

7.36 Conclusion: The Board concludes that the
concentration of control of Union Enterprises
in the hands of George Mann is not in itself
disadvantageous and is not different from the
dozens of other corporate concentrations in
Canada.

Recommendation

7.37 The Board recommends to the Lieutenant Governor

that, subject to the other recommendations set
forth in this Report, no action be taken to
interfere with the takeover of Union Enter-

prises by Unicorp Canada Corporation.
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8. SPECIFIC FINDINGS

8.1 This chapter presents the Board's findings on
several matters specifically related to issues
raised by the Unicorp takeover of Union Enter-
prises and hence of Union Gas. These are:

1) The presentation and disclosure of finan-
cial forecasts

2) Acquisition Premiums and the Takeover

3) The Union Enterprises/Union Shield Pre-
terence Share Interlock

4) The Precambrian Guarantee by Union Gas

5) Fairness to Union Enterprises Shareholders.

The Presentation and Disclosure of Financial Forecasts

8.2 The Canadian Institute of Chartered Accountants
in its Handbook provides guidance on the pre-
sentation and disclosure of a financial fore-
cast in documents such as a prospectus or a

takeover bid and is 1intended primarily for
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8.

4

companies presenting financial forecasts in
documents filed with the 0.S.C. or other secu-
rities commissions in Canada. 'Unicorp, Union
Enterprises and Union Gas are examples of com-
panies which present such information to the
0.S5.C. This guideline should apply equally, in
our opinion, to the filing of forecasts before
this Board in the present and future pro-
ceedings.

The C.I.C.A. defines a financial forecast as an
estimate of any or all of:

a) the most probable results of operations;

b) the most probable financial position; and

c) the most probable changes in financial
position,

for one or more future periods not completed
when the estimate is made. ''Most probable'" in
the context of this guideline, means that the
forecast is based on management's judgement of
both the most 1ikély set of conditions and the

enterprise's most likely course of action.

It is important to distinguish between a finan-
cial forecast and a financial projection. A
projection is an estimate of financial results
of an enterprise based on assumptions. which are
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8.

8.

5

6

.7

not necessarily the most 1likely or most pro-
bable. In contrast to a forecast, a projection
is not necessarily indicative of the most pro-
bable results but merely reflects the effects
of specified assumptions. -

Unicorp, 1in our view, provided projections
rather than forecasts in this case and con-
sequently the information provided was not as
helpful as it could have been.

In its initial March 29, 1985 answer to ques-
tion 2, Financial Data, Schedule A to Proce-
dural Order #3 requesting 1985 and 1986 finan-

cial information Unicorp replied as follows:

Unicorp has been advised by its counsel
and the Ontario Securities Commission
that it cannot publicly issue forecasts
as long as its offer for Enterprises
is outstanding unless the 0.S.C grants
appropriate exemptions. Unicorp
intends to apply for such exemption.
Unicorp is prepared to file forecasts
with the OEB on a confidential basis...

In Unicorp's amended answer filed April 9, 1985,
the following caveat was appended:

These pro forma statements have been
provided for the specific purpose of
responding to E.B.R.L.G. 28, Procedural
Order - 3 and are not to be interpreted
as financial forecasts. The pro forma
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8.

8.

8

9

statements are not necessarily indica-
tive of the most probable results but
merely reflect the effects of certain
specified assumptions. Certain of
these assumptions, along with other
data, have been provided to Unicorp by
third parties for the purposes of com- .
piling the pro forma statements. Uni-
corp is unable to, and accordingly
makes no representation as to the com-
pleteness and/or accuracy of those
assumptions.

In this case the Board recognized the problems
raised by Unicorp and was satisfied that the
data provided by these projections were adequate
for purposes of this Report. It further recog-
nizes the difficulty for a company, predomi -
nantly in the real estate business, to provide
meaningful forecasts. For these reasons the
Board chose not to make an issue of the matter
in this particular case. This should not be
construed, however, as precedent for conduct of
the parties in future cases before this Board.

Since it would appear that there is doubt as to
the Board's authority to require financial
forecasts when necessary, the Board recommends
that the Ontario Energy Board Act be amended to
enable the Board to order that the necessary
evidence be produced.
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8.10

8.11

8.12

The Board notes further that, under the heading
of '"Acquisition of a Business'" the C.I.C.A.
Handbook provides the following guidelines:

When the proceeds of an issue of secu-
rities offered under a prospectus are
to be used to finance the acquisition
of a business and in other takeover
situations, management may decide to
present forecast data for its own
enterprise and for the business that
has been acquired or is proposed to be
acquired. It is preferable that this
data be presented in the form of a pro
forma forecast on a consolidated basis.
The pro forma forecast should be pre-
pared on the basis of the accounting
policies expected to be used in the
future for the combined operations.

While the C.I.C.A. provides additional detailed
guidelines with respect to accounting presenta-
tion and disclosure, it will suffice here to
note that disclosure should also be made of any
interpretation of the forecast, such as trust
deed restrictions, pending law suits and divi-
dend restrictions. .

Further, the C.I.C.A. publishes guidelines for
auditor review of financial forecasts, which
are very specific. However, as the Board has
not required that '"forecasts'" filed in this
proceeding be subjected to audit rgview, no
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further comment is necessary in this case. It
should be noted, however, that in future OEB
cases where forecasts are of paramount impor-
tance, they may be ordered by the Board, to be

subjected to audit review.

Acquisition Premiums and the Takeover

8.

13

.14

In understanding the implications of takeovers
it is important for the Board to analyse the
significant "acquisition premiums" which arose
out of the purchase of Union Enterprises by
Unicorp and the purchase of Burns Foods by
Union Enterprises. Before commenting on the
magnitude and significance of those premiums,
acquisition premiums incurred by Canadian busi-
nesses over a recent five year period are exa-
mined.

During the proceedings, Board Counsel filed as
Exhibit No. 54 a series of articles published
by Richardson Greenshields of Canada Limited
entitled '"Takeover Fever", The first article
was published on January 19, 1979 and the last
article is dated March 10, 1983, The series
covers the five year period January 1, 1978 to
December 31, 1982 inclusive. In summary the
following tables show the ranges, medians and
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adjusted averages of offering prices to market
prices (Table 1) and to book values (Table 2)
on a vyear by year basis throughout the five

years surveyed.
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Table 1

OFFERING PRICE PREMIUM TO MARKET PRICE

1982 1981 1980

Range 11%-71% (14%)-71% 4%-73%

Median 32% 17.1% 30%
Adjusted

Average 30% 23.1% 34%

1. Average adjusted to exclude extreme points on range.

Table 2

OFFERING PRICE PREMIUM (DISCOUNT) TO BOOK VALUE

1982 1981 1980
Range (5%)-320% (19)-620% (71%)-473%
Median 40% 68% 93%
Adjusted
Averagel 84% 111%

117%
1. Average adjusted to exclude extreme points

Source: Exhibit 54.6, page 3.
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1979 1978

4%-104%  7%-75%

20% 36%

22% 26%
1979 1978

22%-585% (58%)-580%

125% 39%
131% 58%
on range.
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.15

.16

The above information demonstrates that:

i) acquisition premiums when compared to
market prices fluctuated widely from
minus 14 percent to plus 104 percent;

ii) acquisition premiums when compared to
book values fluctuated by extremely
large percentages ranging from minus
58 percent to plus 620 percent;

iii) acquisition premiums when averaged on
a reasonable basis fell within a
range of 22 percent to 34 percent for
Table 1 Market Prices; and

iv) acquisition premiums when averaged on
a reasonable basis fell within a
range of 58 percent to 131 percent
for Table 2 Book Values.

The acquisition of Union Enterprises by Unicorp
has been accounted for by the 'purchase method
of accounting'" which is a method used for a
business combination under which the net assets
acquired are carried in the acquiring corpo-
ration's financial. statements at their cost to
the acquiring corporation. Unicorp's acquisi-
tion cost of $260,972,000 represénts an excess

of $46,987,000 over the estimated $213,985,000
book value of Union Enterprises net .assets as

at the date of acquisition.
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8.

.17

18

.19

Unicorp's acquisition premium, therefore, repre-
sents approximately 22 percent of the Dbook

value of Union Enterprises net assets. Although

the amount of the premium is significant, it is
on the 1lower end of the scale when compaféd
with the results of the survey referred to
above. The Board notes, of course, that the
survey results are disclosed only as a matter
of information and no other conclusions have
been drawn regarding the significance of the
22 percent Unicorp premium incurred on the
acquisition of Union Enterprises.

The acquisition of Burns Foods by Union Enter-
prises has also been accounted for by the 'pur-
chase method of accounting' as described above.
In accordance with generally accepted accoun-
ting principles, the acquisition premium will
be assigned to the assets and liabilities
acquired, based on their fair value at the date
of acquisition. Any amount remaining will be
allocated to goodwill and written off over a
period of thirty years.

The acquisition price of the shares acquired was
$125,000,000 and the net book value of the Burns
Foods' assets was approximately $62,829,000.
Union Enterprises' acquisition premium, there-
fore, was approximately $62,171,000 which
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represents approximately 99 percent of the net
book value of Burns Foods. The legal and other
costs, presumably, including the Burns Fry
opinion, associated with this transaction,
which according to Union Enterprises are expec-
ted to be minimal, will be added to the acqui-
sition premium, when known. Subject to a de-
tailed study of the fair value of the assets
and liabilities acquired, the acquisition pre-
mium of $62,171,000 (before acquisition costs)

will be allocated as follows:

Land $22,171,000
Buildings, plant and
equipment 5,000,000
. $27,171,000
Goodwill . 35,000,000
Total $62,171,000
_ Source: Procedural Order #5, Schedule A,

Question 4.

It should be noted that Mr. MacNaughton of
Burns Fry Ltd. could not express any opinion as
to whether the relative size of the premium
could be measured in terms of other acquisi-
tions. He did, however, suggest that the book
value of the Burns Foods assets was conserva-
tively stated, an opinion supported by the
proposed accounting method as outlined above.
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8.21

The

The Board points out that the acquisition pre-
mium of 99 percent, when compared with the
unadjusted book value of the underlying assets,
falls about the middle of the adjusted average

percentages in the survey.

Union Enterprises/Union Shield Preference Share

Interlock

8.22

8.23

As a result of the Union Enterprises reorgani-
zation which preceded the Unicorp takeover and
which became effective on January 1, 1985,
Union Enterprises holds approximately $104
million of preferred shares of Union Shield.
The origin of this preferred share interlock
was described in Chapter 3.

At the time of the reorganization, it was anti-
cipated that for the next few years Union Shield
would be unable to meet the dividend payments
on these preferred shares on its own. As a
result, it was established that each year Union
Gas will pay an extra dividend to Union Enter-
prises equal to the dividend owing to it from
Union Shield. Union Enterprises will then
advance this money to Union Shield which will
use it to meet its dividend obligation to Union
Gas.
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8.24

8.

25

‘It should be noted that as 1long as this ar-
rangement is required so that Union Shield can
meet its dividend obligation to Union Gas,
Union Enterprises would be reluctant to allow
Union Gas to go to the markets to raise equity
capital on its own because the special dividend
would not go solely to Union Enterprises in
that case. This 1is a major reason why the
joint undertakings should require Union Enter-
prises and Unicorp to provide needed equity if
Union Gas cannot raise it on its own.

Mr. Cockwell, testifying on behalf of the Hees
International Group of cémpanies, was critical
of the way the interlock is currently struc-
tured. He stated that it would be in the Union
group's and the utility's best interest if the
interlock was larger as long as as there was a
very tight '"ring fence" around it. This would
be accomplished by borrowing the full amount of
the interlock from a financial institution, but
in so doing pledging only the preferred shares
as security. In the case that Union Shield did
not pay its dividend and as a result Union Gas
did not pay the financial institution its inte-
rest, that institution's only recourse would be
to attach the interlock. The utility could be
further protected by a guarantee of the holding
company as to Union Shield's payment of the
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dividend. Under these circumstances the inter-
lock would not be an issue of concern to the
Board and in fact additional amounts could be
borrowed and the interlock increased.

8.26 Mr. Cockwell went on to explain that the funds
raised by such borrowing would not be removed
from the utility, but would be retained for use
in utility activities. He acknowledged that
this would result in a higher equity ratio than
that deemed by the Board, but stated that this
did not imply that the Board would have to
reward the company on that extra equity.

8.27 The Board is of the view that the customers of
Union Gas should not be exposed to the risk
that Union Shield might fail to pay dividends
or redeem the preference shares.

Recommendation

8.28 In order that the customers of Union Gas should
not be exposed to the risk of Union Shield's
failure to pay dividends or redeem its prefe-
rence shares,

i) Union Enterprises and Unicorp should
guarantee the payment of .the pre-
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ferred share dividend by Union Shield
to Union Gas wuntil the preference
shares are redeemed.

ii) An wundertaking should be given by
Union Enterprises that, without the
approval of the Board and until such
time as the preference shares are
redeemed, Union Enterprises will not
permit any changes to the assets of
Union Shield which underlie the pref-

erence shares.

Similarly, if there were any tax changes that

8.29
make the preferred share dividend taxable 1in
the hands of Union Gas, then Union Gas would
not be able to dividend up to Union Enterprises
the full amount of the dividend it receives
from Union Shield without drawing on additional
funds produced by the utility activities.

Recommendation

8.30 An undertaking should be given by Union Enter-

prises. and Unicorp that if the dividend from
Union Shield to Union Gas becomes taxable, then
the preference shares would be redeemed.
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Precambrian Guarantee by Union Gas

8.31 Prior to the Union Enterprises reorganization
which preceded the Unicorp takeover, Union Gas
had guaranteed as to interest and principal,
$25 million of preferred shares issued by Pre-
cambrian to Fiberglas Canada. At the time of
reorganization this guarantee was 1left as the
responsibility of Union Gas despite the fact
that Union Shield now holds the group's inte-
rest in Precambrian. This guarantee is of no
benefit to the customers of Union Gas, but does
place them at some rtisk.

Recommendation

8.32 Union Enterprises and Unicorp should guarantee
to Union Gas that if it is called upon to make
good on its guarantee both companies will in-
demnify Union Gas.

Fairness of Takeover to Union Enterprises Shareholders

8.33 During the hearing a significant amount of
evidence and argument focused on whether, or to
what extent, individual shareholders were dis-
advantaged during the course of the takeover
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8.34

bid. It was also argued that this matter was
beyond the Board's jurisdiction.

As discussed in Chapter 6, The Public Interest,

the Board included present and potential share-
holders in its definition of the public inte-
rest. This is consistent with the Board's
definition in its report on the Inter-City/
Northern and Central Gas case quoted in chapter
6, and was upheld by the Divisional Court of
the Supreme Court of Ontario following Uni-
corp's application for judicial review of the
Board's Procedural Order.

The Board has a broad interest in the treatment
of the shareholders of all utilities within its
jurisdiction. This 1interest arises from the
fact that if shareholders feel they have been
unfairly treated or disadvantaged as a result
of holding a wutility's shares, they may be
reluctant to invest in that or another utility
in the future or demand a higher return for so
doing. The importance of the individual share-
holder to the utility and its cost of capital
is highlighted by the evidence that even after
the takeover, approximately 90 percent of Union
Enterprises' shareholders each held 1less than
1,000 shares.
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8.36

8.

.37

38

The Board received testimony from shareholders
who appeared at the Hearihg that they did, in
fact, feel that they had been unfairly treated
during the course of the takeover bid. Other
shareholders expressed the same sentiments in
letters to the Board. Mr. D. McGeachy stated
emphatically during his testimony that he would
not be attracted to future equity offerings of
Union Enterprises.

The Board also notes the evidence that all of
the major institutional shareholders of Union
Enterprises sold their shares during the take-
over bid and were able to do so at $12.50 cash
or more. In contrast, all individual share-
holders were not able to sell for $12.50 cash.
Mr. Kierans stated, and Mr. Connacher confirmed,
that if all individual shareholders had tried
to sell their shares at $12.50 during the
tender period, they would not have been able to
do so; there would not have been enough demand
to support that price.

It is not the Board's role to find whether or
not there were any infractions of the Securi-
ties Act (Ontario) during the course of the
takeover bid. It is concerned, however, that
any sense of unfairness that individual share-
holders have experienced be resolved and that

their confidence in the company be restored.
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The evidence revealed that as of the close of

the Hearing the 0SC was continuing its

investigation into the matter. The Board,
Y therefore, makes no finding as to the fairness
% of the treatment of shareholders, but draws the
4 importance of this matter to the attention of
the Lieutenant Governor.
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9.

2

9. SUBJECT MATTERS FOR REGULATION

At the hearing, strong and significant evidence
was presented by many witnesses that caused the
Board to examine not only its role during a
transfer of ownership or control of a gas uti-
lity, but also its regulatory powers in general.
In particular, the Board examined from first
principles the regulatory function (and the
Board's role in that function) with regard to a
number of key areas of concern. These are
areas of concern which should be considered at
the time of any takeover or change of control
of a natural gas utility. This examination
also included a consideration of the ongoing
responsibilities and authority of the Board.

In this chapter, these key areas of concern are

considered in relation to the joint undertakings

9/1



REPORT OF THE BOARD

offered by Unicorp and Union Enterprises. The
over-riding questions of the status, monitoring
and enforcibility of all the undertakings which
have been offered from time to time by the
holding companies controlling the three major
natural gas wutilities, are considered at the
end of the chapter. ’ '

Before considering the joint undertakings in
relation to the key areas of concern it should
be noted that the joint undertakings of Unicorp
and Union Enterprises contain, in the Board's

view, some underlying weaknesses.
i) The joint undertakings are dependent in
part upon the definition of the word 'con-

trol" which is defined therein as follows:

1. Definition of Control

For the purposes of this under-
taking '"control" shall mean the
right directly or indirectly to
elect a majority of the directors
of a corporation whether by owner-
ship of shares, contract or other-
wise and '"controlled'" shall have
a similar wmeaning.

This is not a satisfactory definition to
the Board as it rests on the words 'the
right to elect ...." Effective control
may be established regardless of the right
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ii)

iii)

iv)

to elect a majority of directors.

The joint undertakings, while addressed to
the Lieutenant Governor, have never been
offered to nor accepted by the Lieutenant
Governor. It is the Board's view, as
discussed later in this chapter, that the
undertakings as structured may be invalid
except as between Union Enterprises and

Unicorp.

The joint undertakings rest upon Unicorp
voting its shares in Union Enterprises and
Union Enterprises then voting 1its shares
in Union Gas to bring about the under-

takings. However,

a) there could be a considerable time
lag in bringing about such a man-
date;

b) since the undertakings provide for an
independent board of directors for
Union Gas in which the combined Union
Enterprises and Unicorp nominees are
in the minority, such assurance cannot

be guaranteed.

When Union Enterprises reorganized itself
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v)

as of January 1, 1985, it gave undertakings
to the Lieutenant Governor which are set
out in Appendix D. These undertakings are
adopted by Unicorp in the joint underta-
kings. The Union Enterprises undertakings
referred to five subject matters:

a) Indebtedness, guarantees, etc.;

b) Equity of Union Gas;

c) Change or Potential Change of

Control;

d) Cost of Reorganization, and,

e) Management Costs.
Some of the undertakings are imprecise and
for that reason may be difficult to en-
force. Overall, these Union Enterprises'
undertakings do not, in the Board's view,
adequately address the areas of regulatory

concern.

Having noted the clauses in the Settlement
Agreement between Unicorp and Union Enter-
prises relating to termination and to
encumbrance of Unicorp Securities, the
Board recommends that there be added to
the joint undertakings a commitment that
in the event that the Agreement is to be
altered or terminated, notice 'shall be
given to the Ontario Energy Board.

9/4



REPORT OF THE BOARD

Q.

The key areas of concern relating to the Board's
regulatory function which were raised by the
Unicorp/Union Enterprises transaction and dis-

cussed during the hearing are as follows:

1. Indebtedness of the utility;

2. Intercorporate loans and investments;
3. Diversification;

4. Affiliated transactions;

5. The capital structure;

6. The board of directors;

7. Location of head office;

8. Common share float;

9. Joint and common costs;

10. Change in control;

11. Reorganization costs, acquisition premiums

and acquisition costs;

12. Quality of service.

This chapter discusses each of the above sub-

jects under three headings:

(a) the Board's view,
(b) the joint undertakings proposed by Union
Enterprises/Unicorp, and

(c) the Board's conclusion.

In order to deal with the following key areas

of concern other than during a takeover
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or at a rate hearing, it will be necessary to
make certain amendments to the Ontario Energy

Board to effect such authority.

Indebtedness of the Utility

9.5. The Board's View: The debt capacity of a uti-
1ity should be reserved for wutility-related
activities. This means that the utility should

not borrow for the purposes of a parent or
grandparent holding company, nor should the
utility's credit be used indirectly by then.

9.6 The Joint Undertakings:
2. Indebtedness of [Union] Gas.
Gas will not become responsible for
the indebtedness of Unicorp, Union
Enterprises, Union Shield Resources
Ltd. ("Resources"), Burns Foods Limited
or any other 'affiliate' (as defined
in the Business Corporations Act (the
"OBC Act")) of Gas, except for
subsidiaries 'of Gas that are subject
to regulation under the O.E.B. Act,
without the prior consent of the
Ontario Energy Board.

9.7 The Board's Conclusion: The above undertaking

is satisfactory to the Board.
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Intercorporate Loans and Investments

9.

.8

10

The Board's View: The utility should not lend

money or make investments except for utility-
related purposes without the leave of the Board.
The Board would granf exemptions for loans to
employees and officers to purchase shares in
the company, or to accomodate employee reloca-

tion, etc.

The Joint Undertakings:

3. Loans and Investments by Gas

[Union] Gas shall not borrow for,
make loans or advances to, guarantee
the obligations of or otherwise assume
or become responsible for the obliga-
tions of Unicorp, Union Enterprises,
Resources, Burns Foods Limited or any
other affiliate of Gas, except for
subsidiaries of Gas that are subject
to regulation under the O.E.B. Act,
without the ©prior consent of the
Ontario Energy Board.

The Board's Conclusion: The above undertaking

is satisfactory.

Diversification

9.

11

The Board's View: Because the three major

natural gas utilities are mature industries,

they have limited opportunities to expand their
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pure utility activities within their franchised
areas and consequently they have expanded in
non-utility activities. In some cases these
activities are undertaken by separate companies,
whether subsidiaries of the utility or sister
or parent companies within a holding company
structure. Nonetheless, the utility companies
have not always been kept 'pure'" in the sense
of having no non-utility activity whatever.

A pure utility may not be the ideal corpo-
rate entity for the particular economic circum-
stances. The Board's difficulties relate to
such questions as cross-subsidization of non-
utility activities by the utility, captive
markets, capital structures and overleveraging,
all of which ultimately could adversely effect
the rates charged to customers and the quality
of service.

It was argued at the hearing that the
Ontario Energy Board has authority to create a
hypothetical capital structure with which to
free the customer from the burdens of cross-
subsidization. With respect to diversification,
the hypothétical capital structure has Dbeen
used with limited success as a rate-making tool
to isolate utility financing, but can do little
to correct potential areas of cross subsidiza-

tion.
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.13

However, if diversification is restricted
to the subsidiaries and the holding companies
of utilities, then the Board need only approve
the withdrawal of funds from the utility or the
use of utility credit to support non-utility
activity; the problems with approving a parti-
cular diversification or purging after the fact
disappear. The Board's focus would remain on
the utility alone.

The Joint Undertakings: The joint undertakings

deal with this subject only in part as set
forth in paragraphs 2 and 3 of the undertakings
as quoted above and in paragraph 5 which reads
as follows:

5. Regulated Activities

A1l current and future regulated uti-
lity activities under the control of
Unicorp or Union Enterprises and go-
verned by the O0.E.B. Act will be main-
tained in Gas or a subsidiary thereof
unless the Ontario Energy Board other-
wise determines.

The Board's Conclusion: The undertakings are

not satisfactory because they do not deal with
the wutility's investment in non-utility and
unregulated activities. Therefore, the Board
recommends that the wundertaking set out as

paragraph 5 of the joint undertakings be re-
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written to disallow any diversification within
the utility without the prior approval of the
Board.

Affiliated Transactions

9.

14

The Board's View: Affiliated transactions are

transactions between members of the holding
company family. At the hearing the Board heard
much evidence relating to the control of such
transactions. A clear example would be where a
utility buys products or services from a sub-
sidiary or from the parent, grandparent or a
sister corporation. The danger for wutility
customers is that the price or cost might be in
excess of what the utility would pay in the
open market. This is what is known as a ''sweet-
heart deal'. If the utility pays more than the
market price for a product or service, this
would ultimately lead to unduly increased rates
for customers. Therefore, affiliated transac-
tions should require the prior approval of the
Board. It is not expected that the problem
will arise frequently but, for example, the
Board can clearly see the possibility of such
transactions occuring within holding company
structures that include the natural gas utili-

ties. However, the Board also recognizes that
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9.

15

.16

prudent management may well enter into into
affiliated transactions which will be benefi-
cial to customers. The objective is for the
Board to be informed in advance, and it could
approve any affiliated transaction without a

hearing.

The Joint Undertakings: There is no reference

to affiliated transactions in the joint under-

takings.

The Board's Conclusion: The Board recommends
that the joint wundertakings be enlarged to

forbid affiliated transactions without the
prior consent of the Board, which consent could

be given without a hearing.

The Capital Structure

9.

17

The Board's View: The capital structures of

the three natural gas utilities differ because
each utility has its own history and special
set of circumstances, not to mention differing
managerial objectives. The capital structure
(the proportions of debt and preferred and
common equity) is a major factor influencing
the riskiness of a utility. Risk impacts upon
the ability of the utility to attract common
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equity capital, the cost of capital and conse-
quently the level of customer rates. The com-
mon equity ratio is directly affected by the
level of retained earnings, the dividend payout
ratio and the mix of capital financing. All
these essential elements are considered by the
Board in setting rates.

Major changes in the capital structure of
a utility should therefore not be implemented
without the approval of the Board, which should
have the power to approve or refuse the change
with or without a public hearing. A public
hearing would not normally be necessary, and
only in an extreme case would the Board inter-
fere. The Board is of the opinion that the
cost of capital will not be increased if major
capital structure changes are approved by the
Board before they are undertaken, nor will
delay result.

While the Board presently monitors the
capital structure of each utility, the best the
Board can do during the course of a regular
rate hearing, 1is to provide an incentive to
reduce an excessively high equity 1level. By
deeming a capital structure that includes less
equity than that which actually exists, the
Board provides an incentive to remove that
excess equity. A company will be inclined to

remove that equity on which it is only receiv-
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ing a return commensurate with debt. It does
not follow, however, that by deeming an equity
level that is higher than that which actually
exists, the Board will provide an incentive to
the utility owners to inject additional equity.

Thus the power to require a parent or grand-

~parent holding company to invest necessary

capital in the utility is a necessary corollary
power that should be granted to the Board.

While the Board hopes that during the
course of public rate hearings it can induce a
company to reverse a series of incremental
changes that are leading to an inappropriate
capital structure, if this approach fails, the
Board will have to be able to adopt regulations
that will directly effect dividend policy and
the issuance of new securities. Dividend strip-
ping or excessive leverage will not be permit-
ted.

The Joint Undertakings: The joint undertakings

deal with the matter of capital structure as
follows:

4, Financing of Gas

For three years from the date hereof,
[Union] Gas will not increase its
aggregate common share cash dividend
beyond $27,000,000 per annum (plus an
appropriate amount to Treflect any
additional common equity investment in
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Gas) plus an amount equal to the divi-
dend received by Gas in respect of its
holding of preference shares of Resour-
ces. Nor will Gas otherwise reduce
shareholders' equity by way of redemp-
tion or purchase of common shares for
cancellation if the effect would be to
reduce the shareholders' equity of Gas
below that used to determine rates in
the most recently decided Gas rate
case before the Ontario Energy Board
from time to time.

Unicorp, Union Enterprises and Gas
will cause such portion of the current
and future earnings of Gas to be re-
tained in Gas as is from time to time
appropriate for retention by a gas
distribution utility regulated by the
Ontario Energy Board, and to the extent
that such retained earnings are not or
are expected not to be sufficent to
maintain the equity of Gas (for this
prupose, equity shall include both
common and preferred shares) at a
level from time to time deemed appro-
priate for Gas by the Ontario Energy
Board, Gas will be permitted to raise
equity at the times and in the manner
considered prudent by its Board of
Directors. If Enterprises or Unicorp
through Union Enterprises wish to
provide Gas with additional -equity
capital, they: may only do so on terms
at least as favourable to Gas as Gas
could itself obtain directly in the
capital markets.

Unicorp through Union Enterprises, or
Union Enterprises may provide financing
to Gas but only on terms no less favou-
rable to Gas as Gas could itself obtain
directly in the capital markets. In
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9.

19

the event Unicorp or Union Enterprises
is unable or unwilling to supply such
financing, Union Enterprises and Uni-
corp agree and undertake to permit Gas
itself to raise financing from other
sources, including the 1issuance of
securities to the public.

The Board's Conclusion:

The Board views the $27,000,000 ceiling on

dividends as unnecessarily restrictive.

The capital structure constraint is limited
to "the most recently decided [Union] Gas
rate case ... from time to time'". This is
not satisfactory because the undertaking
should provide that the shareholder equity
will not be reduced below that permitted
by the Board regardless of any rate case.

If the shareholder equity falls below a
required level, the joint undertakings
authorize Union Gas to raise equity on its
own in the market. This is not a satisfac-
tory provisioﬁ to the Board. It may not
be possible for Union Gas to do a small
equity issue and in any event it might cost
too much. The joint undertakings should,
in the Board's view, require Union Enter-

prises and Unicorp to invest the needed
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capital if Union Gas satisfies the Board
that it cannot do so or can only do so at
an unreasonable cost. This requirement is
especially relevant in light of the prob-
lems created by the preferred share inter-

lock as discussed in chapter 8.

The Board of Directors

9.20 The Board's View: Irrespective of the provi-

sions in the Ontario Business Corporations Act,

it is essential to have an independent Board of
Directors for each utility.

9.21  The Joint Undertakings:

7. Board of Gas

Members of the Board of Directors of
[Union] Gas shall consist of:

(a) eight directors (the '"Unrelated
Directors") nominated by those
directors of Union Enterprises
elected by the shareholders of
Union Enterprises other than Uni-
corp. The Unrelated Directors
shall consist of persons who are
not officers, directors or emplo-
yees of and who have no pecuniary
interest in Unicorp, Union Enter-
prises, any corporation controlled
by either of them, any affiliate
of either of them or any utility
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company (other than Gas) governed
by the OEB Act (other than the
ownership of shares of any such
corporation representing less than
one-half of 1% of the outstanding
shares of any class of any such
corporation). Not more than two
of the Unrelated Directors

may be officers or employees of
Gas;

(b) five directors (the "Joint Direc-
tors'") nominated by the Board of
Directors of Enterprises. Not
more than two of the Joint Direc-
tors may be officers, directors or
employees of Unicorp, Union Enter-
prises or any corporation con-
trolled by either of them or any
affiliate of either of them (othe
than Gas); and

3. two directors (the "Other Direc-
tors'") nominated by Unicorp who
may be officers or employees of
Unicorp.

Enterprises undertakes to vote its
shares of Gas to elect as directors of
Gas the persons nominated as above, and
Unicorp undertakes to vote 1its shares
in Union Enterprises to cause Union
Enterprises to so vote its shares in
Gas. :

The Directors of Gas shall have all the
usual powers of directors under the
0.E.B. Act, provided all transactions
between Gas or any corporation con-
trolled by Gas on the one hand and
Unicorp, Union Enterprises or any corpo-
ration controlled by either of them or
any affiliate of either (other than Gas
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Location

.22

or any corporation controlled by Gas)
on the other hand shall be subject to
the approval of a majority of the Unre-
lated Directors.

At least 40% of the directors of Gas
shall be resident in the franchise area
of Gas.

If it is determined that the efficient
management of Gas would be best served
by a Board of Directors of a different
size, the respective number of Unrela-
ted Directors, Joint Directors and
Unicorp Directors shall be increased or
decreased proportionately as the case
may be, provided that in no event shall
Unrelated Directors constitute less
than 51% of the Directors of Gas.

The Board's Conclusion: The joint undértakings

as to directors are satisfactory.

of Head Office

9.

23

The Board's View: The 1location of the head
office is a very important matter to the custo-

mers and to shareholders of Union Enterprises
who live in the service area of Union Gas. The
Board is of the view that the location of the
head offices of any utility should not be
changed without the approval of the Board. At
present, there are different circumstances for

Consumers' Gas and Northern and Central, the
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el

.24

.25

head office locations of which do not seem to
be as important as that of Union Gas. The head
office of Union Gas should be situated in Chat-

ham unless otherwise ordered by this Board.

The Joint Undertakings:

9. Head Office

The head office of Gas and all
appropriate head office operations
will be maintained in the City of
Chatham.

The Board's Conclusion: This is satisfactory

to the Board unless a new location is approved
by the Board.

Common Share Float

9.

26

The Board's View: The Board has heard arguments

in favour of a common share float on the grounds
that this would give the Board a better under-
standing of the market's perception of the
utility's stock value and thereby aid it in
determining the cost of common equity capital;
moreover, by having established a presence in
the market, it could be easier for the utility
to raise additional common equity if required.
It was argued that each utility should have
some of its shares owned by the public as has
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.27

Consumers' (about 10 percent). The Board can-
not recommend a float in this case because of
the complications involved in forcefully taking
some of the ownership away from present share-
holders, the wunfairness, the cost, and the
questionable value of such a forced float.
There is no problem with the existing float of
Consumers' nor would there be if the other com-

panies wished to create common share floats on

their own initiative.

The Joint Undertakings and The Board's Conclu-

sion: There is no provision for a common share
float, nor, in the opinion of the Board, need

there be one.

Joint and Common Costs

9.

28

The Board's View: Allocating joint costs and

joint benefits among associated companies or
among utility and non-utility activities is an
involved and contentious problem with which
regulatory Boards have struggled for years as a
matter of continuing practice. At this time
the Board prefers to remain flexible, so that
it may continue to use its best judgment regar-
ding the allocation of costs and benefits bet-
ween customers and shareholders. With a '"stand-
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alone'" utility one attempts to segregate costs
as best one can. The more varied, integrated
and expansive in scope the utility, the more

difficult joint cost allocation becomes.

9.29 The Joint Undertakings: The joint undertakings

adopt the undertakings given by Union Enterpri-

ses at the time of its reorganization.

9.30 The Board's Conclusion: These 1latter underta-

kings deal with the matter satisfactorily be-
cause it is subject in any event to the Board's

authorized regulatory powers.

Change in Control

9.31 The Board's View: At present, the restrictions

regarding the change of control of a utility
are expressed in section 26 of the OEB Act,
which requires leave of the Lieutenant governor
for a change of ownership of more than 20 per-
cent of the shares :of the utility. As discussed
in detail in chapter 10, this section does not
at present provide for an indirect change of
ownership, i.e., a change of control of the
utility's holding company. (Thus, when Unicorp
was asked informally on behalf of the government
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to delay executing the takeover, it declined to
do so, recognizing that there was no legislation
requiring it to comply.)

Some of the existing undertakings from the
holding companies of the other two major natural
gas utilties provide for giving notice to the
Minister of Energy or the Lieutenant Governor
of an impending change of ownership. In the
Board's view this notice should also be given
to the Ontario Energy Board, since the Board
must monitor such a change. However, it should
be added that without the power to respond to
such a notice of impending change of ownership,
little is accomplished by giving the notice.

The Joint Undertakings:

6. Change of Control.

The'Ministry of Energy will be notified
of any potential change of control of
Union Enterprises or Unicorp."

The Board's Conclusion: This undertaking should

be amended to include the Ontario Energy Board.

Reorganization Costs, Acquisition Premiums and Acquisi-

tion Costs

9.34

The Board's View: Reorganization costs have no

part in a utility's cost of service unless they

9/22



REPORT OF THE BOARD

are clearly demonstrated to be 1in the best
interests of the customer.

Acquisition premiums incurred by a parent
or grandparent holding company of a utility
must not be included in a utility's cost of
service. In the course of the Unicorp takeover
of Union Enterprises, acquisition premiums’
arose out of the purchase of Union Enterprises
by Unicorp and out of the purchase of Burns
Foods by Union Enterprises. These were exten-
sively analysed in chapter 8.

Acquisition costs incurred by a parent or
grandparent holding company of a utility must
not be included in the utility's cost of ser-
vice. Acquisition costs asssociated with Uni-
corp's acquisition of Union Enterprise shares
were not adequately quantified during the hea-
ring as a number of the significant costs were
not known before the hearing had concluded.
Such costs would include 1legal, consulting,
advertising and public hearing expenses incurred
by both companies. Unicorp's evidence was that
none of their costs associated with the acqui-
sition will be included in the wutility rate
base or cost of service of Union Gas since
these costs will be borne by Unicorp. Union
Enterprises gave a similar assurance that it
would not be appropriate to include such costs

in the cost of service.
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9.

.35

36

The Joint Undertakings:

8. Acquisition Premium.

No part of the premium arising on the
acquisition of shares of Union Enter-
prises by Unicorp shall be added to
the rate base of Gas.

The Board's Conclusion: This Undertaking should

be amended to include acquisition costs and
reorganization costs and by adding the words
"or recovered in the cost of service'.

Quality of Service

9.

37

.38

The Board's View: Quality of service refers to

the level of service that the gas utility offers
to its customers. When the Board fixes rates
it assumes that a good quality of service will
be maintained by the utility, and if it is not
maintained, it is the duty of the Board to see
that it is accomplished. Rates must be fixed
at a high enough level to allow the utility to
assure good quality customer service. Every
witness who testified regarding the regulatory
role of this Board advocated that the Board has
a duty to assure quality of service. '

The Joint Undertakings: There is no provision

dealing with quality of service.
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9.40

The Board's Conclusion: The Board believes
that it has the authority under the OEB Act to
deal with quality of service.

THE STATUS OF UNDERTAKINGS

~Whenever the control of one of the three major
natural gas utilities in Ontario has changed
hands, undertakings as to the future conduct of
the parties have been given by the holding com-

pany as an assurance of how the utility will be
managed and financed in the future. These sets

of undertakings are:

1. Newco in the matter of the takeover of
Northern and Central Gas Corporation Limi-
ted (August 15, 1975);

2. Hiram Walker - Consumers Home Ltd. upon
reorganization (April 21, 1981);

3. Inter-City Gas Corporation, ICG Resources
Ltd., Vigas Propane Ltd. and Northern and
Central Gas ‘'Corporation Limited in the
matter of the takeover (January 18, 1985);

4. Union Gas Limited and Union Enterprises
Ltd. upon reorganization (December 14,
1984);

5. Unicorp Canada Corporation and Union Enter-
prises Ltd. in the matter of the takeover
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9.

Validity

41

.42

(1985 - the Joint Undertakings as discussed
in this chapter).

The texts of these undertakings, together with
the related Orders in Council are presented in
Appendix D in Volume II of this report.

Throughout the hearing the Board observed that
three assumptions were made by participants

with respect to undertakings:

i) That the past and proposed undertakings
are valid in law;

ii) That the undertakings are being and can be
monitored;

iii) That the undertakings can be enforced.

of Undertakings

9.

43

.44

This Board has concern whether the past under-
takings, as well as the joint undertakings now
under consideration, are valid in law because
there may be no 1legal consideration for such

undertakings.

Inherent in the Unicorp/Union Enterprises joint
undertakings is the concept that the Lieutenant

Governor will not reverse the Unicorp transac-
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tion. This may fetter the duty of the Lieute-
nant Governor and the Legislature. Therefore,
the undertakings may be contrary to public
policy in that they may restrict the powers of

~the Lieutenant Governor or the OEB under the

OEB Act. Undertakings that are against public
policy may be void or may be voidable whether
they are under seal or not.

Monitoring and Enforcing Undertakings

9.

9.

45

.46

47

Despite the assumptions evident at the hearing,
the Board doubts whether the existing under-
takings are being monitored. No evidence was
given that the past wundertakings are being
monitored and the Board questions whether there
is a body with the power or structure to moni-

tor or to enforce them.

Regarding the past undertakings and related
Orders in Council, it is difficult to associate
the Lieutenant Governor with all of them and he

is not a party to the proposed undertakings.

The Ontario Energy Board is not a party to any
of the wundertakings, and responsibility for
monitoring or enforcingbthem has not been dele-
gated to the Board. The specifics of many of
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9.

.48

49

.50

.51

the undertakings do not come within the powers
granted to the OEB for the fixing of rates.
Furthermore, the OEB's power to fix rates is
probably the most indirect and ineffective way

of monitoring undertakings.

For undertakings to be enforcible,

° they must be valid;

° the enforcer must have the appropriate
authority;

° the undertakings must be in a form that is

enforcible.

It might seem practicable for the Lieutenant
Governor to assign his rights to monitor and
enforce the undertakings to the Ontario Energy
Board. However, it is possible that the Lieu-
tenant Governor has no right in law to assign

or to enforce the past or proposed undertakings.

A court of law would have difficulty enforcing
the undertakings because they deal with comp-
licated, on-going, judgmental issues which can
change frequently. A court, if it ordered
anything, might make an order of damages, but
it would be difficult to prove who was damaged

and to what extent.

If the Government wishes the past and proposed
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undertakings to be monitored and enforced by the
Ontario Fnergy Board, the OEB Act should be
amended accordingly.

Recomendation:

9.52 The existing undertakings relating to Consumers'
Gas, Northern and Central Gas and the proposed
joint undertakings of Unicorp and Union Enter-
prises relating to Union Gas should be supple-
mented by the government with an amendment to
the Ontario Energy Board Act so that the res-

pective undertakings are equivalent to orders
of this Board and enforcible as such. In enfor-
cing the undertakings, the Board would be deemed
to have had and to have jurisdiction to make

such orders now and in the future.
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10.

1

10. LEGISLATION IN ONTARIO AND IN OTHER
PROVINCES RELATING TO THE CONTROL OF
NATURAL GAS UTILITIES

The order in council in its second item re-
quires the Ontario Energy Board to examine and,
after holding a public hearing, report on '"the
need for or desirability of the public review
and regulation of both the direct and indirect
ownership and control, and transfers thereof,
of gas distributors and transmitters in

Ontario.'" 1In this chapter the Board examines:

1. the background to the current Ontario
legislation regarding changes of control
in natural gas utilities;

[}

the various changes of control in the
utilities and the government's response to
these changes;

3. the existing comparable 1legislation in

other provinces.

10/1



REPORT OF THE BOARD

Background to the Ontario Legislation

10.2

10.3

10.4

When the Ontario Energy Board Act was intro-
duced in 1960 as a replacement for the existing
Ontario Fuel Board Act, it made no provision
for changes in ownership of a gas utility. At
that time, all three major Ontario natural gas
utilities were broadly held, independent corpo-
rations.

However, early in 1969, concern about the owner-
ship of a gas utility arose when Consumers' Gas
offered to buy all of the assets of Union Gas.
Reacting to that offer, the government of the
day introduced, 1in March 1969, a bill that
altered the Ontario Energy Board Act to require
that all gas utility mergers be approved by the
Lieutenant Governor. In the fall of 1969
Consumers' changed its offer to buy the assets
to an offer to buy the shares of Union Gas.

On October 23, 1969, the Government amended and
tightened up the unenacted March, 1969 amend-
ment by introducing Bill 109 which was enacted
on October 31, 1969 as follows:

25(a)

(1) No gas transmitter, gas distributor or
storage company, [changed in 1973 to '"no
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(2)

person'] without first obtaining the leave
of the Lieutenant Governor in Council,
shall,

(a) sell, 1lease, convey or otherwise
dispose of its gas transmission, gas
distribution or gas storage system,
or any part thereof that is used or
useful in serving the public, as an
entirety or substantially as an en-
tirety;

(b) amalgamate with any other company; or

(c) acquire such number of any class of
shares that, together with shares
already held by the gas transmitter,
gas distributor or storage company
and its associates will in the aggre-
gate exceed 20 percent of the shares
outstanding of that class of a gas
transmitter, gas distributor or sto-
rage company.

Subsection 1 does not apply to a mortgage
or charge to secure any loan or indebted-
ness or to secure any bond, debenture or

other evidence of indebtedness.
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10.5

10.6

10.7

(3) An application for leave under subsection
1 shall be made to the Board, which shall
hold a public hearing and submit its re-
port and opinion to the Lieutenant Gover-
nor in Council.

In light of to-day's circumstances the legisla-

tion appears to suffer from two major short-

comings:

(i) the section deals with acquiring '"shares"
rather than control;

(ii) the section does not deal with the change
in control of a holding company that con-
trols a gas utility.

Section 25(a) [now Section 26(2)] was passed
retroactively, 1in that it was deemed to come
into effect on a day before it received Royal
Assent. Section 25(a) therefore enabled the
Lieutenant Governor to refer the Consumers'
takeover offer for Union Gas to the Ontario
Energy Board. When the acquisition was consi-
dered by this Board it was rejected as not
being in the public interest. (E.B.0. 36,
July 6, 1970).

It is important to try to discern the purpose
for which section 25(a) was introduced. Nor-

mally, when one reviews the reasons for which
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the Legislature acted, one can be assisted by

(i) the marginal notes which accompany the
text of the written Bill when it is intro-
duced in the Legislature;

(ii) the debates in the legislature at the time
the Bill was introduced.

10.8 The marginal note opposite section 25(a) reads

"the section is self-explanatory".

10.9 More illuminating are the statements made when
the Bill was introduced in the legislature as
recorded in Hansard. Mr. Kerr, the Minister
who introduced the Bill, said on October 22,
1969 (page 7730),

...if we wish the energy board to
review mergers or amalgamations, it
is also necessary to review in the
public interest the purchase of majo-
rity shares as provided in the new
subsection c.

10.10 Mr. Kerr, discussing the Bill on October 23,
1969, said (pages 7471 through 7474)

...because of. the public interest in

~ this bill and in the legislation, the
government considered the advisabi-
lity of extending the legislation to
cover majority stock take-overs in
this industry.

Because of the transaction involving
two of the province's three major gas
distributors, it is now essential
that this bill that 1is before the
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House, with the amendment proposed,
be approved so that the Energy Board
will have an opportunity to review
this transaction at a public hearing
and report accordingly.

...The bill before us, Mr. Speaker,
will extend the Board's powers to
assure that any sale, merger, amalga-
mation, or stock take-over, majority
stock takeover, will in fact be in
the public interest.

..we are primarily concerned with
the sale of gas distribution compa-
nies, with mergers, and with amalga-
mations.

But why should we be concerned, really
over who has control? What we are
concerned with under The Energy Act
is the operation of the system. This
is what we are concerned with, and as
far as that is concerned, Mr. Speaker,
the existing legislation in the pro-
vince of Alberta, and in the province
of British Columbia, provides for the
same percentage - over 50 percent is
referred to in both Acts.

[Note: When the Bill was first in-
troduced into the Ontario Legislature
the figure was 50%. This was
subsequently . reduced to 20%. The
B.C. and Alberta 1legislation have
been subsequently amended. ]

We feel that a stock take-over, for
example of over 50 per cent and cer-
tainly of 100 percent as is offered
in this particular transaction, is in
fact an amalgamation. This is what
we are worried about.
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-10.11

This
when

In the case of a public hearing which
would be held under the provisions of
this Act, every detail of a transac-
tion of this kind could be considered
by the Board. Anybody from a munici-
pality, another gas company or a
customer can appear before this board
and be heard before the Board to

-object or otherwise. Since my view,

appearing before a Board that is
expert in the matters dealing with
gas distribution companies--which 1is
something theyare doing continuously--
would be much more effective, reason-
able and adequate than a standing
committee of the Legislature.

Board, havingvread Hansard for the period
the Bill was debated, and after having

heard counsel in this hearing, has reached the

following conclusions:

(1)

(2)

(3)

the Legislature was concerned about the

control of one major gas utility passing

to another gas utility. (In this hearing
such a transfer of control has been called
"horizontal'" integration as opposed to
"vertical" ingegrationf)

the Legislature was concerned as well that
such a change of control should not take
place without a public hearing.

some legislators were <concerned ~ about
possible '"foreign'" control of an Ontario
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10.12-

10.13

10.14

10.15

gas utility.

In 1969 no major gas utility in Ontario was
owned by a holding company. It is apparent
from reading Hansard that the legislation of
1969 was not enacted in contemplation of a
holding company owning an Ontario gas utility,
much less of the control of holding companies

being passed around.

Mr. Paddoh persuasively argued at the hearing,
in another connection, that 1legislation should
generally be interpreted as being remedial. If
that is so and the Board believes that he is
correct, then one can reasonably conclude that
section 25(a) [now 26(2)] was introduced to
remedy a developing situation as then per-
ceived, namely the takeover of one gas utility

by another.

It is the Board's view from reading Hansard,
that the government of the day intended to keep
within its purview in the future, the question

of control of Ontario gas utilities.

In 1973 the Legislature amended the section by
broadening the description of the '"taker" from
a gas distributor etc. to '"no person'". There
was no discussion in the Hansard debate of 1973
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on the amendment when it was introduced, but a
marginal note of Bill 133 itself stated:

"The existing section only applies to gas
transmitters, distributors and storage
companies. As amended, the section will
apply to any person."

Changes of Control and Government Response

10.16

10.17

10.18

The 1969 legislation was created in response to
the proposed takeover of Union Gas by Consumers'
Gas. As a consequence of the legislation, the
Ontario Energy Board held a hearing and, in its
report to the government, recommended against
approving the takeover. The government ac-
cepted the recommendation and the takeover did
not go through.

In 1969, when section 25(a) [now 26(2)] was
passed by the 1legislature, all three major
Ontario gas utilities were broadly owned and
therefore broadly controlled. None was owned
or controlled by a holding company. Since 1969
there have been several changes in the struc-
ture of ownership and control of gas utilities
in Ontario and now all of the gas utilities are

controlled by holding companies.

The following is a summary of these changes in
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the control and structure of control of Ontario
gas utilities since 1969 and the government's
response to them in relation to Section 25(a)
[now section 26(2)] of the OEB Act.

1. In 1975 Northern and Central and Norcen
Fnergy Resources Limited ("Norcen'") reor-
ganized to establish Norcen as a holding
company with Northern and Central as a
subsidiary. A hearing was held by the OEB
and the Board recommended approval of the

reorganization, with some conditions.

2. In 1980 Consumeré' Gas and Hiram Walker
carried out a reorganization which ulti-
mately created Hiram Walker Resources as a
holding company and Consumers' Gas as a
subsidiary. This reorganization did not
involve a real change in control of the
gas utility. The Minister of Energy was
informed, but there was no hearing, and

the reorganization was approved.

3. In 1984 Norcen sold its interest in Nor-
thern and Central Gas to Inter-City gas.
This sale did involve a real change in the
direct ownership and control of Northern
and Central - more than 20 percent of the
shares of the utility were being purchased.
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A hearing was held by the Board and the
change of ownership was approved with

various conditions.

4. In 1984 Union Gas proposed to reorganize
itself into a holding company (Union Enter-
prises) and two subsidiaries, Union Gas
and Union shield Resources. This reorga-
nization did not involve a real change in
ownership or control of Union Gas. The
reorganization was approVed with certain
conditions.

10.19 From this history the Board draws two conclu-
sions:

i) Until the acquisition of Union Enterprises
by Unicorp there has never been an indirect
real change of control of a gas utility in
Ontario through the change in control of a
holding company which controls a gas uti-
lity. '

ii) It is clear to the Board that the Govern-
ment expects to be consulted through the
Lieutenant Governor, PRIOR to a change in
control of gas utility and that the gas
industry recognizes this. It 1is also

clear that present Ontario legislation
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does not provide for indirect but real
changes of control in a utility, a situa-
tion recognized by Unicorp when it pro-
ceeded with its takeover of Union Enter-

prises.

Legislation in Other Provinces

10.20

10.21

10.22

How do the other provinces constrain transfers
of control of their non-government owned utili-
ties?

British Columbia: Section 60 of The Utilities

Commission Act prohibits without consent of the
Lieutenant Governor, the consolidation, amalga-
mation or merger of a utility. Any consent
requires a report from the Commission that the
change is in the public interest. Section 61
of the same Act prohibits acquisition of 20
percent of the voting shares of a public uti-
lity without prior approval of the Commission.

Alberta: By virtue of section 92 of The Public
Utilities Board Act and section 26 of The Gas
Utilities Act there is a prohibition of the
sale of over 50 percent of the capital stock of
a gas utility. Section 99 of The Public Utili-
ties Board Act prohibits without Board approval
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10.23

10.24

10.25

10.26

10.27

the wuniting of two public utilities. (Note
that in the case ATCO v. Calgary Power, 1983,
140, D.L.R. (3d), p. 193, the Supreme Court of
Canada traced the owner up to the grandparent

and defined owner as one with control).

Saskatchewan: There are no constraints in that

province concerning the transfer of control or
the amalgamation of a utility.

Manitoba: Sections 82 and 92 of The Public
Utilities Board Act forbid the sale of a uti-
lity or the merging of two utilities without
the Board's approval.

Quebec: Section 44 of An Act Respecting the
Regie de 1'Electricite et du Gaz prohibits the
disposal of shares of a gas distributor, which
would concentrate over 50 percent in another
person, without the approval of the Board.

New Brunswick: There is no legislative prohi-

bition, but the Public Utilities Board is re-
quired, by section 33(1) of the Public Utili-
ties Act, to approve any issue of shares by a
public utility.

Nova Scotia: By section 13 of The Gas Utili-

ties Act, proclaimed to come 1into force on
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10.28

10. 29

10.30

July 28, 1984, the approval of the Lieutenant
Governor in Council is required for any trans-
fer of the shares which would result in the
transferee having more than a prescribed per-
centage of the outstanding capital stock of the
gas utility. To date, no percentage has been
prescribed.

Prince Edward Island: Section 10 of The Elec-

tric Power and Telephone Act prohibits the
transfer of a public utility without approval.

Newfoundland: Transfers in the case of New-

foundland are covered by The Public Utilities
Act. According to section 47 no franchise may
be assigned, transferred or 1leased without
written approval of the Board. According to
section 46 no public utility shall sell, assign
or transfer the whole of its undertaking or any
part thereof except with the approval of the
Board.

It can be seen that all provinces except Sas-
katchewan have legislated to protect, to dif-
fering degrees, the ownership of their non-
government-owned utilities. It would seem that
in the provinces where there are investor-owned
gas utilities (British Columbia, Alberta, Mani-
toba, Ontario and Quebec) there are constraints
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against the transfer of ownership (control in
Alberta) of gas utilities or the merging of gas
utilities. It would appear however that, with
the exception of Alberta, other provincial
legislation seems to suffer from the same short-
comings as that of Ontario (namely that the
legislation does not specifically deal with the
change of indirect control through the transfer
of control of a holding company.) Alberta
would appear to have attempted to remedy this
shortcoming by its Gas Utilities Amendment Act,
1984, assented to on November 13, 1984, but not
yet proclaimed. By that Act, both the Gas
Utilities Act and the Public Utilities Board
Act will be amended to require Board approval
of any sales or transfers that would result in
the vesting in a corporation of more than 50
percent of the outstanding capital stock of the
"owner of'" a gas utility. Depending on how
"owner" is defined or interpreted, this may
include a holding company.

Conclusion

The Government of Ontario has in the past main-
tained its right of prior review and approval
of changes of ownership or control of Ontario's
major natural gas utilities. This is a prin-
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ciple which is also recognized in most other
Canadian .provinces. The principle has been
generally recognized and acknowledged by the
natural gas wutilities or their owners. The
circumstances of a change of control of a uti-
lity by way of change of control of its holding
company have not been provided for in the pre-
sent Ontario Energy board Act, and if the
Government wishes to retain its power of
approval, then ‘appropriate legislation 1is ne-

cessary.
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11.

11.

11. APPROVAL PROCEDURE ON CHANGE OF CONTROL

The purpose of this chapter is to consider the
best manner in which the Government can con-
tinue to exercise its concern for the change in
control of a gas utility.

This Board was created in 1960 to fix just and
reasonable rates and to see that natural gas is
efficiently distributed in Ontario. To carry
out its mandate the Board must consider a wide
variety of factors, some of which are outlined
in Chapter 9, including the cost and deployment
of capital, management practices and future
planning, to assure the lowest feasible cost to
consumers. Therefore how each utility is ope-
rated, the goals of management and the struc-
ture of ownership and coptrolrare of substan-
tial concern both to the Government and this
Board. '

Traditionally, the Government encourages the

PO Y
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11.

11.

financial success of private and public enter-
prise, and it seldom interferes with the manage-
ment and changes in control of industrial cor-
porations. In the case of natural gas distri-
bution monopolies, the government not only
created regulation to review management, fair-
ness of rates and corporate profitability, but
also created legislation to protect the public
interest and to deal with the change of owner-
ship of gas utilities (Section 26(2) of the OEB
Act). Therefore the control and management of
the gas utilities is a constant public concern
of the Government.

Upon any proposed change in control of a gas
utility there should, in the Board's opinion,
be a demonstration of the financial and manage-
rial competence of those to be in control to
carry out the obligations of the utility to
serve the public efficiently and at fair rates.

Under the existing legislation, before 20 per-
cent or more of any class of shares of a gas
utility be acquired, the approval of the Lieute-
nant Governor must be obtained. This approval
or disapproval 1is given following a public
hearing before the O0.E.B. unless the Lieutenant
Governor has dispensed with a public hearing.
In either case it is the Lieutenant Governor
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11.6

who approves or rejects the proposed change in
ownership. In any event, Section 26(2) applies
only to <changes in direct ownership of the
utility. It does not extend to the change in
ownership or control of the company which owns
the utility. This Board recommends that the
existing pre-acquisition approval procedure for
the change in control of an Ontario gas utility
be retained and strengthened in order to extend
to the change of control or ownership of hold-

ing companies controlling the utilities. In
order to do this Section 26 should be amended.

At the hearing, the Board heard arguments for
and against such an extension of the present
pre-acquisition approval procedure, and the

advantages and disadvantages are analyzed below.

Advantages:

11.7

11.8

If a change in control 1is not going to be
approved it should be stopped or held up from
the beginning in order to minimize costs,
delay, inconvenience, damage to the customers
and shareholders.

An already-effected change in ownership or
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11.9

11.10

control is difficult or impossible to reverse.
A change that needs to be reversed may cause
much damage to the wutility directly or indi-
rectly, in terms of expense, dislocation, in-
creased cost of capital, increased risk, etc.

If the change is to be approved with conditions,
those conditions should be known from the be-
ginning, so as to permit the purchaser to with-
draw if the conditions are considered by it to
be too restrictive. The Government may not
know until this Board investigates, either
directly or through a public hearing, whether
to approve the change in control or, if the
change 1is to be approved, the conditions, if
any, that should be imposed.

The Board believes that rather than have a set
of general rules or conditions which must apply
to every change of control of a utility, the
conditions should be tailored to meet the re-
quirements of each case. The three major na-
tural gas utility companies each have different
circumstances as do their various holding com-
panies. One only needs to review the under-
takings given in the past when change in con-
trol has taken place, to realize the virtue of
tailoring the <conditions to fit each case.

Such a flexibility of regulation is only pos-
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11.11

11.12

sible, and can only be fair to the parties if
the approval and accompanying conditions are
required before the completion of the acquisi-
tion.

At the present time there is an existing in-
dustry understanding of government and Board
policy regarding change of control. A degree
of predictability and certainty has developed
in Ontario from the way in which the Lieutenant
Governor has dealt with proposed changes in
control up to the present. Fvidence of this is
suggested by the fact that Unicorp, without
being required to do so, offered various under-
takings wupon making its offer to take over
Union Enterprises. The question which is asked
is: "What if Unicorp had not been willing to
offer any protective undertakings?" In that
event, it is the Board's view that neither the
Lieutenant Governor nor this Board could have
stopped the takeover or imposed appropriate
conditions short of resorting to retroactive

legislation,

The public, in the Board's view, should be
encouraged to advance its views regarding a
change in control of a gas utility before a
change is effected. In the case of Union

Enterprises/Union Gas, between one third and
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one half of the shareholdérs live in the fran-
chise area, and many of the 505,000 customers
are shareholders and employees. From the evi-
dence presented to the Board, these residents
believe that they have a right to be heard.
They cannot- be heard without a hearing, and a
hearing after control has changed hands is not

meaningful.

Disadvantages:

11.13

It was argued that a pre-acquisition approval
procedure may be contrary to economic prin-
ciples which support the free movement of re-
sources and capital, thus leading to the most
economic allocation of resources and keeping
the cost of capital at the 1lowest possible
level. The Board asked for but received no
evidence that constraints on the change in
control or ownership of "an essential public
service such as a gas utility, have caused the
cost of capital to increase in Canada. In fact
a spokesman for Inter-City stated that the
pre-acquisition approval procedure which Inter-
-City followed when it purchased Northern and
Central, had not increased its cost oflcapital.
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11.14

11.15

11.16

It was argued that a pre-acquisition approval
process, 1leads to ad hoc decisions which can
create uncertainty and, consequently, to ex-
pense. However, there was no evidence that
uncertainty has been created by previous deci-
sions, or that the cost of capital has in-
creased as a result.

It was argued that a pre-acquisition approval

procedure is expensive and causes delay.

It was argued that a pre-acquisition approval
procedure is not needed since the problems can
be dealt with in the normal rate hearing pro-
cess. The Board believes that it is important
to emphasize the reasons why the normal rate
hearing process is too late and too little to
be effective in constraining or approving
changes in control and ownership of natural gas

utilities.

(a) A rate hearing takes place once a year or
once every two years on average. If one
had to wait two years before a takeover
could be reviewed much less reversed, the
damage could be incalculable and perhaps
‘irreversible. Stopping a takeover 1is one

thing, but reversing it is quite another.

(b) The rate hearing authority would require
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the power to reverse the takeover. Nei -
ther the Board nor the Government pre-

sently possesses this authority.

(c) A rate hearing does not focus on whether
the acquiring company has the experience
or financial stability to manage the uti-

lity, directly or indirectly.

(d) During a rate hearing the Board by law is
limited to its powers under Section 19 and
is limited by tradition to the historical
principles of rate fixing. These powers
and principles do not clearly enable the
Board to review and order a response to

the concerns outlined in Chapter 9.

11.17 The Board is convinced that a normal rate hear-
ing is not an adequate forum for approval of
change of ownership or control, and strongly
recommends that the existing pre-acquisition
approval procedure be extended and strengthened.

Recommendation

11.18 This Board recommends that the existing pre-

acquisition approval procedure of the change in
control of an Ontario gas utility be retained

and strengthened. 1In order to do this, Section
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26 of the Ontario Energy board Act should be
amended. The amendment should ensure that the

pre-acquisition approval procedure would in-

volve the following steps:

No accumulation/acquisition of the voting
shares of the utility, the parent or the
grandparent of the utility, greater than
20 percent, should take effect without the
approval of the Lieutenant Governor.

The proposed new owner must advise the
Lieutenant Governor, the Minister of Energy
and the O0.E.B., of its intent to acquire
such ownership or control of an Ontario
gas utility.

At the direction of the Lieutenant Gover-
nor, the OEB would hold a public hearing
into the matter and make recommendations
relating to any conditions of approval.

The Lieutenant Governor would have the
power under Section 35 to waive such a
public hearing. It is the view of the
Board however that public hearings in
these circumstances are desirable. How -
ever, if there is to be no public hearing,

the Board should be asked to recommend any
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appropriate conditions of approval since
it will have the duty to monitor and

enforce the conditions.

The conditions of approval would be treated
as an order of the Board and be monitored

and enforced by it as such.

Any transfer without the approval of the
Lieutenant Governor would be void.
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12. SUMMARY OF RECOMMENDATIONS

The following is a summary of the Board's re-
commendations as they appear in the preceding
chapters of the Report.

7. Holding Companies, Takeovers....

7.37 The Board recommends to the Lieutenant Governor
that, subject to the other recommendations set
forth in this Report, no action be taken to
interfere with the takeover of Union En-

terprises by Unicorp Canada Corporation.

8. Specific Findings

8.9 Since it would appear that there is doubt as to

the Board's authority to require financial
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forecasts when necessary, the Board recommends
that the Ontario Energy Board Act be amended to
enable the Board to order that the necessary

evidence be produced.

In order that the customers of Union Gas should
not be exposed to the risk of Union Shield's
failure to pay dividends or redeem its pref-

erence shares,

i) Union Enterprises and Unicorp should
guarantee the payment of the pref-
erred share dividend by Union Shield
to Union Gas until the preference

shares are redeemed.

ii) An undertaking should be given by
Union Enterprises that, without the
approval of the Board and until such
time as the preference shares are
redecemed, Union Enterprises will not
permit any changes to the assets of
Union Shield which underlie the pref-

erence shares.

An undertaking should be given by Union En-
terprises and Unicorp that if the dividend from
Union Shield to Union Gas becomes taxable, then

the preference shares would be redeemed.
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8.32 Union Enterprises and Unicorp should guarantee
to Union Gas that if it is called upon to make
good on its guarantee [as to interest and prin-
ciple, $25 million of preferred shares issued
by Precambrian to Fiberglas Canada] both com-
panies [i.e. Union Enterprises and Unicorp]
will indemnify Union Gas.

9. Subject Matters for Regulation

9.3 V) Having noted the clauses in the Settlement
Agreement between Unicorp and Union En-
terprises relating to termination and to
encumbrance of Unicorp Securities, the
Board recommends that there be added to
the joint undertakings a commitment that
in the event that the Agreement is to be
altered or terminated, notice shall be

given to the Ontario Energy Board.

9.4 [...In order to deal with some of the fol-
lowing areas of concern other than during a
takeover or at a rate hearing, it will be nec-
essary to make certain amendments to the OEB
Act to effect such authority.]
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0O

.13

.16

.19

The [Unicorp/Union FEnterprises] joint un-
dertakings are not satisfactory because they do
not deal with the utility's investment in non-
utility and unregulated activities. Therefore,
the Board recommends that the undertaking set
out as paragraph 5 of the joint undertakings be
rewritten to disallow any diversification withF
in the utility without the prior approval of
the Board.

The Board recommends that the joint un-
dertakings be enlarged to forbid affiliated
transactions without the prior consent of the
Board, which consent could be given without a

hearing.

[In regard to the capital structure pro-
visions in the Unicorp/ Union Enterprises joint
undertakings: ]

1. The Board views the $27,000,000 ceiling on
dividends as unnecessarily restrictive.

2. The capital structure constraint is limited
to '"the most recently decided [Union] Gas
rate case ... from time to time'". This is
not ‘satisfactory because the uhdertaking
should provide that the shareholder equity
will not be reduced below that permitted

by the Board regardless of any rate case.
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.33

.36

.52

3.  If the shareholder equity falls below a
required 1level, the joint wundertakings
authorize Union Gas to raise equity on its
own in the market. This is not a satisfac-
tory provision to the Board. It may not
be possible for Union Gas to do a small
equity issue and in any event it might cost
too much. The joint undertakings should,
in the Board's view, require Union En-
terprises and Unicorp to invest the needed
capital if Union Gas satisfies the Board
that it cannot do so or can only do so at
an unreasonable cost.

[The undertaking regarding change of control]
should be amended to include the Ontario Energy
Board.

[The undertaking regarding acquisition premium]
should be amended to include acquisition costs
and reorganization costs and by adding the

words "or recovered in the cost of service'.

The existing undertakings relating to Consumers'
Gas, Northern and Central Gas and the proposed
joint wundertakings of Unicorp and Union En-
terprises relating to Union Gas should be sup-
plemented by the government with an amendment
to the Ontario Energy Board Act so that the

respective undertakings are equivalent to
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11.

orders. of this Board and enforcible as such.
In enforcing the undertakings, the Board would
be deemed to have had and to have jurisdiction

to make such orders now and in the future.

Approval Procedure on Change of Control

11.18

This Board recommends that the existing pre

acquisition approval procedure of the change in

control of an Ontario gas Autility be retained

and strengthened. In order to do this, Section
26 of the Ontario Energy board Act should be
amended. The amendment should ensure that the
pre-acquisition approval procedure would in-
volve the following steps:

1. No accumulation/acquisition of the voting
shares of the utility, the parent or the
grandparent of the utility, greater than
20 percent, should take effect without the
approval of the Lieutenant Governor.

2. The proposed new owner must advise the
Lieutenant Governor, the Minister of Energy
and the O0.E.B., of its intent to acquire

“such ownership or control of én Ontario
gas utility.
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At the direction of the Lieutenant Gov-
ernor, the OEB would hold a public hearing
into the matter and make recommendations

relating to any conditions of approval.

The Lieutenant Governor would have the
power under Section 35 to waive such a
public hearing. It is the view of the
Board however that public hearings in
these circumstances are desirable. How -
ever, if there is to be no public hearing,
the Board should be asked to recommend any
appropriate conditions of approval since
it will have the duty to monitor and en-
force the conditions.

The conditions of approval would be treated
as an order of the Board and be monitored

and enforced by it as such.

Any transfer without the approval of the
Lieutenant Governor would be void.
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E.B.R.L.G. 28

IN THE MATTER OF a reference pursuant to
section 36 of the Ontario Energy Board Act,
R.S.O0. 1980, c.332 from the Lieutenant
Governor in Council by Order in council dated
the 15th day of February, 1985 to the Ontario
Energy Board.

AND 1IN THE MATTER OF a public hearing to
examine and report upon certain matters
respecting the implications for energy
supply, gas rates and service of a proposed
acquisition of certain shares of Union
Enterprises Ltd. by Unicorp Canada
Corporation; and the question of the need for
or desirability of the public review and
regulation of both the direct and indirect
ownership and control, and transfers thereof,
of gas distributors, transmitters and storage
companies in Ontario.

BEFORE: R. W. Macaulay, Q.C.
Chairman

D. A. Dean
Member

0. J. Cook
Member

August 2, 1985
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Appendix A: A SUMMARY OF THE EVIDENCE

A summary of the evidence of each of the witnesses call-
ed before the hearing is presented in this Appendix. A
full record of the witnesses' testimony can be found in
the transcript of the hearings. Witnesses are here
generally listed in the chronological order in which
they appeared;

Page

Mr. James W. Leech
President
Unicorp Canada Corporation 6

Mr. George S. Mann
Chairman
Unicorp Canada Corporation 10

Mr. G. R. Cowan
Senior Investment Analyst , . )
Levesque Beaubien Inc. 11
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Dr. Charles J. Cicchetti

Vice President of the National Economic

Research Association Inc;

Professor of Economics and Environmental

Studies at the University of Wisconsin, Madison;
Former Chairman of the Public Service Commission
of Wisconsin :

Mr. K. J. Slater

Senior Vice President

Energy Management Associates Inc.
Atlanta, Georgia

Mr. Joseph J. Oliver
Senior Vice President
Nesbitt Thomson Bongard Inc.

Dr. William R. Waters
Professor of Economics and Finance
University of Toronto

Dr. William J. Baumol
Professor of Economics
Princeton and New York Universities

Mr. F. M. Edgell

Senior Vice-President

Utility Operations, Union Gas;
Vice-President, Union Enterprises

Mr. M. J. O'Neill
Treasurer

Union Gas Limited and
Union Enterprises Ltd.

12

24

25

29

31

36

37
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Mr. Thomas E. Kierans
President
McLeod Young Weir Limited

Dr. George R. Hall

Vice President )

Charles River Associates;

former Commissioner, U.S. Federal Energy
Regulatory Commission

Mr. W. Darcy McKeough
Chairman
Union Gas Limited and Union Enterprises Ltd.

Mr. R. Martin
President and Chief Executive Officer
The Consumers' Gas Company Ltd.

Mr. Robert G. Graham
President and Chief Executive Officer
Inter-City Gas Corporation

Mr. Harold E. Andrews

Vice President

Finance and Regulatory Affairs

Northern and Central Gas Corporation Limited

Dr. W. T. Cannon
Associate Professor of Finance
Queen's University

40

47

53

62

64

67
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Mr. John A. MacNaughton
Director
Burns Fry Limited 77

Dr. John R. Baldwin
Associate Professor of Economics
Queen's University 81

Mr. J. R. Connacher
Chairman and Chief Executive Officer
Gordon Capital Corporation 93

Mr. T. Eyton
President and Chief Executive Officer
Brascan Limited 96

Mr. J. Cockwell

Executive-Vice President and

Chief Operating Officer

Brascan Limited 99

Mr. Paul Reichmann
Senior Executive Vice-President and Director
Olympia & York Developments Limited 101

The following individuals also actively participated in
the hearing, and represented the following associations.

Mr. Thomas R. Close
The Chatham and District Chamber of Commerce 84
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Messrs. D. & N. McGeachy
The McGeachy Charitable Trust

Mr. and Mrs. Nichol
appeared on their own behalf

Mr. and Mrs. LaBombarde
appeared on their own behalf

Mr. Thomas A. Cline, Q.C.
The Regional Mun1c1pa11ty of Holdimand-Norfolk
and the Corporation of the city of Chatham

Mr. C. M. Tatham
The County of Oxford

Mr. A. Kimpe
behalf of himself

Mr. S. Kawalec
Certain industrial gas users

85

86

87

88

89

90

91
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Mr. J. W. Leech

Mr. Leech, the President of Unicorp Canada Cor-
poration, testified on the following major 1is-
sues: the reorganization of Union Enterprises,
the reasons behind Unicorp's takeover offer,
Unicorp's managerial philosophy and financial
strength, and the acquisition of Burns Foods.

Mr. Leech indicated that Unicorp was first at-
tracted to Union Enterprises as a direct result
of that company's corporate reorganization. A
non-regulated holding company is perceived more
positively by the investment community than is
a regulated utility. This is due to the market
perception of regulation as being a process
which results in delay and uncertainty. This
market perception impacts upon the investment
risk by increasing financial risk which in turn
increases the cost of capital to the utility
and thereby results in depressed share prices.
Therefore, when Union Gas restructured its
business activities by segregating its utility
from its non-utiiity operations a corporate
structure was created which facilitated
acquisition and diversification and which was
at the same time positively perceived by the
capital markets.
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Fuve factors determined Unicorp's takeover de-
ciston. First, Unton Enterprises shares were
readily available on the open market. Second,
the investament was consistent with Unicorp's
entreprencurtial  philnsophy of expanding its
tangible assets with a minimum amount of risk.
Third, earaings from Union Gas represent a re-
latively stable source of income which wouald
strengthen Unicorp's access to capital markets
and accordingly 1its financial base. Fourth,
the increased access to capital markets would
stimulate expansion and would ultimately result
in an increase in the share prices of Union
Enterprises and Unicorp. Fifth, the reorgani-
zation increased Union Enterprises' diversifi-
cation opportunities and Unicorp wished to take
advantage of and to utilize its talent to fur-
ther this expansion aund thereby share in accom-

panying economic benefits.

Unicorp will help the management of Union
Enterprises to design and execute the diversi-
fication progran but will not alter its manage-
ment structure. Nevertheless, Unicorp's nomi-
nees to the Board of Directors of Union Enter-
prises will plav an active role in monitoring
all operations including those of Union Gas.
For exanple, Unicorp will use its provea record

to raise capital in order to facilitate the
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atility's access o external capital markets.
tiowever, lUnion Gas will op=rate on a fully
stand-alone basis, in that the company will bhe
tnvolved exclusively in  utility operations,
with its  own management, without providing
inter-corporate loans or guarantees of indebt-
edness, with an independent Board of Directors
selected from representatives originating with-
in the franchise areza and with its own head

office located tn Chatham.

The purchase of Union Gas illustrates an exten-
sion of this new managerial style, because it
rapresents a source of stable earnings.

Mr. Leech said that this operating style

... 1s becoming more and more an as-
pect that we are concentrating on,
basically because we see that the
investment community likes to see a
base of stable earnings underlying
the growth pattern ... [therefore]
our view i3 to combine ... a stable,
weather-dependent and seasonal but
somewhat predictable ecarnings [base]
with our asset building concept. Ve
think 1t credtes a very exciting com-
pany.

Therefore, whil2 Unicorp was originally con-
ceived in 1979 as an asset rather than incone

ortented company it has since 1983 re-oriented
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105 corporate philosophy by emphasizing opera-

tion anld rveportable income objectives.

Regarding Unicorp's financial strength and thus
its abilityv to pay the dividend on the $1.17
preferred shares, Mr. Leech stressed the dyna-
mic nature of the Unicorp group of companies.
The cash flow within the group is made avail-
able to fund individual €financial obligations.
Further, Unicorp has access to substantial

unutilized lines of credit.

Regarding the purchase of Burns Foods,
Mr. Leech indicated that while the Burns Foods
acquisition was found to be objectionable by
Unicorp's Board of Directors, Unicorp had not
formed an opinion as to whether the
$125,000,000 acquisition was economically bene-
ficial to Unicorp. He also added however, that
in the event that the purchase turned out to be
uneconomic, legal action against the Board of
Directors of Enterprises would not be under-
taken by Unicorp if the directors acted in good
faith and with reasonable due diligence 1in

entering into the Burns Foods transaction.
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Mr. G. S. Mann

Mr. Mann, the Chairman of Unicorp Canada, ad-
dressed several issues of concern. Including
the reasons behind the takeover of Union Enter-
prises, the Burns Foods acquisition, and the
managerial philosophy, and financial strength

of Unicorp.

Mr. Mann generally corroborated the evidence
~given by Mr. Leech. Regarding Burns Foods, he
added that he had currently received several
offers for the purchase of individual divisions
of Burns Foods, and intimated that this company
may be parcelled up and sold in the near future,
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Mr. G. R. Cowan

Mr. Cowan, a Senior Investment Analyst with the
investment firm of Levesque Beaubien Inc. was
retained by Unicorp. He testified on the sub-
ject of Unicorp's financial condition and
soundness prior to the takeover offer. |

As of December 31, 1984 Unicorp's total
interest-bearing debt comprised 48.9 percent of
the capital structure as adjusted for after-tax
appraised surplus. On the basis of this analy-
sis Unicorp Canada was considered to be con-
servatively leveraged as compared to other Can-
adian public real estate companies. Generally,
Mr. Cowan concluded that Unicorp Canada had
successfully executed its corporate strategy of
building asset wealth, and had done so on the
basis of a prudently-financed capital structure.
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Dr. C. J. Cicchetti

Dr. Cicchetti, the Vice President of National
Economic Research Associates Limited and Pro-
fessor of Economics and Environmental Studies
at the University of Wisconsin was retained as
an expert witness and appeared on behalf of
Unicorp. He testified on matters relating to

Phase I and Phase II issues.

His testimony regarding Phase I dealt with the
impact of Unicorp's acquisition upon Union En-
terprises and Union Gas. Particular emphasis
was placed upon the effect of the acquisition
on rates and quality of service offered to cus-
tomers of Union Gas. Testimony in Phase 1II
focused on two issues. First, the desirability
of public review and regulation of direct and
indirect ownership and transfers of control of
a gas utility. Second, the desirability of
introducing new rules intended to govern util-
ities and their affiliated interests (the "Af-
filiated Interest:Rules'").

In addressing Phase I matters Dr. Cicchetti
concentrated on the impact of Unicorp's acquis-
ition upon the rates and services provided to

customers by Union Gas. Five key areas of
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regulatory concern were. addressed; Cross-
subsidization, shifting of common costs, weak-
ened credit ratings, 1lack of funds, and the
treatment of non-utility losses.

On the matter of cross-subsidization between
the utility and non-utility affiliates, an in-
dependent board of directors and ongoing regu-
latory review of Union Gas' expenditures during
the rate case will ensure that all expenditures
are just and reasonable.

Regarding the potential for a shifting of com-
mon costs onto the utility, since the utility
and non-utility operations and accounting will
be conducted on a stand alone basis any poten-

tial for abuse in this area is greatly reduced.

With respect to the credit rating of Union Gas,
since bonds will be issued directly by Union
Gas, the wunderlying capital condition of the
holding company will not be evaluated, and ac-
cordingly the weak parent problem would not
increase the cost of capital to the utility.
However, a bond holder may be somewhat reassur-
ed by the strength of the parent and, over
time, the cost of control to the utility may be
reduced. Regarding equity capital, since the
utility will be operated on a stand alone basis
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it will maintain the ébility to issue shares
independently from the holding company, and
accordingly, the strength or weakness of the

- parent 1is not a relevant regulatory concern
because it will have no effect upon the finan-
cial condition of the utility.

A lack of funds for necessary capital expansion
generally results from the wunwillingness of
regulators to grant a sufficiently high rate of
return on the utility's rate base. This prob-
lem 1is not present under current rTegulatory
treatment within Ontario. Further, if a hold-
ing company were to abrogate its responsibility
toward the utility in this regard, the Board
may punish the utility shareholders through its
determination of capitalization ratios and by
awarding a 1lower rate of return on common
equity. The Joint Undertaking regarding divi-
dend payout by the utility will promote Union
Gas's continued financial integrity and will
also ensure that the ratepayers are not forced
to provide funds to cover losses of unregulated
affiliated businesses.

Therefore, given a number of variables such as
the financial strength of Unicorp, an indepen-
dent Union Gas board of directors, the Joint
Undertakings and strong on-going regulation, it
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is antixely that these five concerns will
materialize, and thus the acquisition will ia-
prove the utility's ability to attract capital

and should accordingly be approved by the Board,

In his testimony regarding Phase Il matters,
Dr. Cicchetti emphasized that a pre-approval

hearing designed to examine ex post facto a

transfer of control is neither economically
efficient nor protective of the public inter-
est. Both interests are better served by rely-
ing on an established code of behaviour with
rules designed to regulate affiliated interest
transactions between a utility and its holding
company. This alternative model would remove
the ad hoc and uncertain nature of the current
approacn and would also ensure that the Board
is not put in the position of becoming a parti-

cipant in the sales contract.,

The '"public interest" 1includes two concerns;

economic efficiency and the cost of capital.

The economic efticiency concerins relate to our

market-oriented eéonomy which requires a free
3

exchange of ownership and control of capital

assets, Economic efficiency mnmaximizes the
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return on invested capital by rewarding good
performance through an increase in share value
and an accompanying realization of <capital
gains. '

- This incentive attracts investment capital
which will ensure that the corporation performs
efficiently. Conversely, restrictions on the
free transfer of assets results in economic
inefficiency because it insulates the utility

from market forces.

The cost of capital concerns relate to the gen-
eral public concern which requires that the
economic strength of the utility be protected
thereby ensuring that it continues to provide
service to its customers at a reasonable cost.
Barriers to a transfer of ownership reduce the
liquidity of an investment and thereby adverse-
ly affects the cost of capital to the utility
which in turn impacts upon the price consumers

pay for natural gas.

The regulators shduld not to be concerned with
the change of ownership per se, but rather with
the need to protect the utility from transac-
tions arising from 1its association with a
diversified corporate structure or a holding

company. Essentially, this issue boils down to
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two regulatory concerns. First, ensuring that
utility assets are not stripped for non-utility
purposes and second, ensuring that the utili-
ty's assets are not used to secure investments
in non-utility activities, which would thereby
increase the utility's risk.

These concerns are best protected through an
enactment of rules. Dr. Cicchetti stated that
while '"there is no substitute for strong on-
going regulation, there exists a recognized
need for new rules to address current market
developments and to deal with concerns arising

from diversification and holding companies."

The present legislative situation is an uncer-
tain one. Section 26(2) does not provide for
regulatory treatment of direct acquisitions of
a gas utility. Undertakings, because they are
given on a case-by-case basis, do not establish
a set of firm standards. There are no general
rules which govern the relationship between the
parent and its subsidiaries once the acquisi-

tion is complete.

Further, Section 26 does not deal with the
acquisitions of shares of a holding company
controlling a gas wutility. Accordingly, the

adoption of explicit language was recommended
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for the purpose of providing direction to
potential investors in utilities, to utilities

themselves, and to their affiliated interests.

The proposed code of behaviour (the "Affiliated
Interest Rules") would take the form of a
series of prohibitions applicable to all natur-
al gas distribution utilities in Ontario, and
to their affiliated companies and persons.
However, this code would not apply to the util-
ity's holding company. The rules cover nine
areas of concern; indebtedness, loans and
investments by the utility, loans to directors
and management, regulated activities, acquisi-
tion premium, cost of reorganization contracts
and transactions with affiliated entities, and

capital structure.

Certain matters should not form part of the
general prohibitions and are more appropriately
dealt with through the process of on-going reg-
ulation. Matters falling 1into this <category
include the allocation of management costs,
reorganization cdsts; dividend restrictions,
retained earnings restrictions; capital struc-

ture and other related matters.

Certain 1issues need not be directly addressed
by the Board. Such matters include the
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definition of control, composition of the board
of directors of the utility with the single
qualification that the utility board must con-
sist of a majority of 1independent directors,
head office location, and a change in control.
This latter concern was qualified to the extent
that the affiliated interest rules are put into
effect and a complete notice of acquisition is
filed with the Ontario Energy Board.

Therefore, the proposed legislation would con-
tain four essential considerations. First, the
rules would not operate as a 'barrier" to
either a direct or indirect change in ownership
or control of the utility except 1in special
circumstances. Such special circumstances
could include political concerns such as the
degree of concentration within a particular
industry. Second, a code of behaviour concern-
ing the control and treatment of the utility by
the parent should be introduced. Third, the
prohibitions outlined in the rules should be
appealable to the Ontario Energy  Board.
Fourth, the rulesv should be flexible and on-
going regulation should provide for exceptions
to those rules for special circumstances.

The '"stand alone" principle underscores all the
Affiliated Interest Rules. This principle
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requires that the utility be operated and regu-
lated as a separate economic entity. Accord-
ingly, the holding company owning or control-
ling the utility maintains a debt and equity or
capital structure which is separate from that
of the utility. Similarly, the Board regulates
the utility on the basis of a separate capital
structure and with regard to an independent
evaluation of financial and business risks and
returns. Accordingly, one of the rules provid-
es that the utility may not invest in nor ac-
quire an economic interest in non-related acti-
vities or related competitive activities. How-
ever, this does not imply that the utility
should be prohibited from diversifying. With
respect to the matter of indebtedness, the
rules require that utility assets and earnings
are not used to secure the debt, equity or in-
vestments of non-subsidiary or affiliated com-
panies or persons.

An independent board of directors, which was
defined as being a board composed of a majority
of independent mehbers, is crucial in alleviat-
ing regulatory concerns such as these relating
to capital = structures, dividend payouts,
retained earnings, investments and other

similar problems.
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The matter of enforcement ‘forms an integral
part of these rules. Three examples of enfor-
cement used by regulatory authorities 1in the
state of Wisconsin are the following; fines,
cease and desist order, and denial of unreason-
able expenditure inclusions 1in the utility's
rate base. ‘

Dr. Cicchetti asked to consider if he would add
to his affiliated interest rtules a requirement
that a portion of the utility earnings be re-
tained in the event that the retained earnings
of the utility are insufficient to maintain its
equity at a level enabling the utility to con-
tinue its business operations. In the alterna-
tive it was suggested that the Ontario Energy
Board be granted the power to compel the hold-
ing company to provide additional equity capi-
tal to the utility on terms that are at least
as favourable as it would have obtained in the
market for the purpose of maintaining the util-

ity equity at an appropriate level.

Dr. Cicchetti disagreed with this proposal on
two grounds. First, the maintenance of a rea-
sonable capital structure through a control of
retained earnings and dividend payouts 1is a
responsibility of on-going regulation. Second,
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requiring a holding company to become a provid-
er of equity of last resort runs against the
grain of free-market economic relations requir-
ing that the shareholder remain anonymous and
that his liability be limited. However, he did
agree that the option of allowing the ntility
to go to the equity market directly may be rea-
sonable in circumstances where the holding com-
pany refused to provide funds necessary to the
utility for capital expansion and thereby
brought itself into conflict with its duty to

serve.

It was noted that under the Securities of Util-

ities Act of Wisconsin which is administered by

the Public Service Commission, the regulatory
authority 1is empowered to directly regulate a
‘utility's dividend policy. Chapter 184 of that
Act provides that a utility may not issue se-
curities without the authorization of the reg-
ulator authority. ‘Clause 184.05 sets out the
factors which should be considered by the reg-
ulatory agency in giving its approval. They
include, the charécter of the proposed securi-
ties, the purposes for which they are to be
issued and the terms upon which they are to be
issued. The terms of issuance to -include a
detailed description and statement of value of
the property or services which will be received

as consideration.
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Further, Clause 184.11 provides that wherever
the commission finds the financial condition of
the utility to be impaired it has the power to
order an investigation, hold a hearing, and
ultimately issue an order directing the utility
to cease paying dividends on common stock until
such time as the impairment to 1its financial
condition is repaired. It was argued that this
provision would help prevent management £from
paying out a dividend in excess of what is rea-
sonably required to secure the utility's finan-
cial stability. In response Dr. Cicchetti said
that the existence of responsible management
ensures that this scenario would never occur.
However, he agreed that if such events did
transpire the customers of the utility would

suffer.
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Mr. K. J. Slater

Mr. K. J. Slafer, a Senior Vice President of
Energy Management Associates, Inc. of Atlanta,
Georgia, was retained by Unicorp. He testified
on issues relating to a change of control of a
utility. '

The performance of a utility directly results
from the way in which it is managed and regula-
ted. The role of an owner is twofold. First,
to provide capital and second, to put the util-
ity management in place. Thus, the type of
ownership of a utility does not directly affect
its performance. However, because an owner can
determine the way in which a utility is managed
the type of ownership or control may affect the
utility's performance. The most Dbeneficial
structure of control 1is one which allows a
small cohesive and interested group of people
to substantially influence the direction and
therefore the quality of management. The
owners need not necessarily have utility exper-
ience, as long és the owners have a sound busi-
ness background.
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Mr. J. J. Oliver

Mr. Oliver, a Senior Vice President of Nesbitt
Thomson Bongard Iné., was retained and testi-
fied on behalf of Unicorp. He addressed the
following issues: the cost of capital to Union
Gas, the strehgth of the parent theory, the
prior-approval process,v utility diversifica-
tion, the divident payout rule and the prefer-
red share interlock.

Mr. Oliver indicated that Unicorp's acquisition
of control of Union Enterprises will neither
materially impact upon Union Gas' on-going ab-
ility to raise capital, nor effect its overall
cost of capital or creditworthiness. This 1is
primarily due to the fact that Union Gas will
continue to raise capital in the external mar-
kets in 1its own name. The market considers
three factors to impact upon a change of owner-
ship or control of a utility; a sound regula-
tory environment, undertakings, and to a much
lesser extent the. financial condition and man-
agerial approach of the principal shareholder.
In the present case the Joint Undertakings to
the Lieutenant Governor in Council are a ''sig-
nificant source of comfort'" to the investment
community.
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The strength or weakness of the parent or
grandparent will not adversely influence the
credit rating agencies, analysts or investors.
In fact, a slight advantage may arise from
being controlled by a strong parent if for
example, that parent is willing to participate
in the dividend reinvestment program and there-
by inject additional capital into the utility.

In the event that Union Gas requires additional
equity to undertake <capital expansion, such
funds could easily be raised from three alter-
native sources; additional direct and or indi-
rect purchases of common equity in Union Gas by
Unicorp, and direct access by Union Gas to the
capital markets.

A prior approval requirement'for a transfer of
ownership or control would increase the cost of
capital to the wutility. 'While»the market un-
derstands public policy objectives, Mr. Oliver
said that

the more specific the guidelines
the more readily the market could
accept them ... [however] to the
extent one creates barriers to entry
and creates delays or uncertainties,
then clearly that adds to the cost,
because it potentially removes cer-
tain legitimate inquirers and it dis-
suades others who don't want to: take
on the uncertainty.
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It was asked whether a rule requiring that a
utility not invest in or acquire an economic
interest in a non-related activity without the
consent of the Board, would impact adversely
on the cost of capital to that utility. In
response Mr. Oliver indicated that such a rule
would not affect the cost of capital. However,
if a utility invests in non-utility assets then
the cost of common equity would depend upon the
profitability and significance of the non-regu-

lated activities.

With respect to the dividend payout rule con-
tained in Chapter 184 of the Wisconsin PUC Act,
if such a rule were to be enacted in Ontario it
would not increase the cost of capital to the
utilities, if this policy were implemented in a

liberal manner.

It was contended that the $104,000,000 prefer-
red share obligation from Union Shield Resour-
ces owed to Union Gas would only be protected
pursuént to the undertakings if Union Enter-
prises remains financially sound. Accordingly,
it was asked whether the introduction of a rule
requiring that Union Enterprises and Union
Shield Resources not merge nor amalgamate, nor
materially sell their assets nor go to the mar-

kets for substantial capital would impact
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adversely wupon the cost of capital to Union
Gas. Mr. Oliver indicated that while the cost
of capital to Union Gas would not be increased,
the rule will adversely impact wupon Union
Enterprises' ability to provide equity to Union
Gas.
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Dr. R. W. Waters

Dr. Waters, a professor of Economics and Fin-
ance at the University of Toronto was retained
and testified on behalf of Unicorp. He addres-
sed the following matters: the utility's duty
to serve, the impact of the acquisition upon
the duty to serve, and the desirability of ad-

ditional rules and regulation.

Dr. Waters indicated that as a public utility
Union Gas operates in the public interest and
therefore has privileges and corresponding ob-
ligations. The obligations arise from a duty
to serve which results from the privilege of a
franchise 1licensing the wutility as the sole
distributor of gas within its service area. As
a result of its obligation to serve the util-
ity's continued ability to undertake necessary
expansion is of critical importance and requir-
es that the wutility have continued access to
the capital markets on reasonable terms. Ac -
cordingly, the public interest requires that
the financial integrity of Union Gas be main-
tained. Dr. Waters concluded that the Unicorp
acquisition will not adversely impact upon the
financial 1integrity of Union Gas because the
utility is regulated on a '"stand alone" basis

and because the Joint Undertakings provide

A/29



REPORT OF THE BOARD

adequate assurances regarding the utility's

future financial integrity.

Regarding the issue of whether new rules should
be introduced, Dr. Waters indicated that if "a
regulatory environment does not keep pace with
the practice in the corporate world new prohib-
itions may be required to ensure that the pub-
lic interest continues to be protected. How~
ever, new rules should not be directed towards
regulating the transfer of ownership or control
but towards establishing a code of behaviour
governing the relationship an owner is to have
with the utility. The areas which should be
controlled are disposition of assets and util-
ity financing. Nevertheless, there is a danger
of constraining normal economic activity by
introducing a proliferation of regulations in-

tended to cover unusual circumstances.
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Dr. W. J. Baumol

Dr. Baumol a professor of Economics at Prince-
ton and New York Universities was retained as
an expert witness by Unicorp Canada. He testi-
fied on the following matters: the Joint
Undertakings, the market economy and regula-
tion, takeovers, concentration of ownership,
the regulatory objective of the Board, and the
desirability of rules.

Dr. Baumol indicated that given the Joint
Undertakings and the existing regulatory envi-
ronment in Ontario the indirect acquisition of
“Union Gas by Unicorp does not pose a threat to
the public interest and he accordingly recom-

mended that the Board approve this acquisition.

In a capitalist society, market forces provide
competitive 1incentives which promote greater
economic efficiency. 1In short, the presence of
competitors compels efficiency. Since utili-
ties enjoy a franchise monopoly they do not
face head-on competition and accordingly incen-
tives for efficiency originate from the free
market transfer of ownership of utility shares
through a takeover.
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Takeovers were also perceived to provide neces-
sary economic efficiency incentives to the man-
agement of a regulated firm. The combination
of diversified ownership, regulation and an
absence of head-on competition serves to en-
trench management inefficiency, and only a
takeover can eliminate it. A freely function-
ing market for the transfer of corporate owner-
ship and control coupled with the realization
that shareholders can tender their shares to an
acquirer possessing the power to change an en-
trenched management or management policy acts
as a valuable check on management. For this

reason management seeks to prevent takeovers.

Concentration of ownership is essentially on
anti-trust matter which is not at issue in this
case. Concentration was defined as being re-
lated to two issues. First, the acquisition of
ownership and second, the share of assets in an
industry. The Ontario Energy Board should be
concerned about the concentration of an indus-
try rather than of ownership. It is concentra-
tion within an industry which is detrimental to
the public interest and economic efficiency
because it reduces competition. In the context
of concentration of ownership the 1issues are
different. In this context the focus is upon
preventing economic exploitation of the utility
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through evasion of regulatory restraints. How-
ever, a concentration of ownership is benefi-
cial in merging ownership with control which
has the effect of constraining management to
act efficiently. | |

The concepts ‘'"ownership" and 'control'" were
distinguished. The term '"control" was defined
to technically comprise the ownership of fifty
percent or more of a company's outstanding vot-
ing shares. However, effective control is of-
ten obtained by less than that amount where the
remaining shares are widely dispersed. Control
in this wider context results from the follow-
ing circumstances. Direct control occurs when
an individual or group control a significant
percentage (for example 20 percent) of voting
shares, and act jointly in the exercise of con-
trol. Indirect control occurs under the same
circumstances but is exercised through a hold-
ing company. Accordingly Dr. Baumol indicated
that, '"there is no simple formula for a numeri-
cal threshold, and if any specific number 1is
correct in the 1instance, it is 1likely to be

wrong in another'".

The regulatory objective of the Ontario Energy
Board requires that a franchised utility be
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regulated in a manner which will best serve the
interests of the consuming public. The public
interest requires a maximization of benefits to
consumers of natural gas as well as an adequate
return to shareholders. This later requirement
is particularly important to the wutility's
ability to attract investment capital required

for the expansion of its facilities.

When a utility is controlled by a holding com-
pany, in common with unregulated corporations,
a concern arises that the unregulated corpora-
tions may benefit from this common ownership to
the detriment of the utility. Accordingly, he
recommended that instead of inhibiting the
transfer of ownership through a pre-acquisition
approval hearing, the Board should adopt rules

governing economic relationships between regu-
lated and unregulated affiliated enterprises,
because only rules will prevent future prob-
lems. Such rules would regulate economic rela-
tionships between such entities and would re-
late to purely financial transactions includ-

ing: dividend policy, exchanges and sales.

These rules would not preclude a utility from
diversifying into non-utility but. related
enterprises for two reason. First, affiliated

enterprises create economies of scale which
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benefit society in general. Second, the util-
ity benefits from the unrelated affiliations
because such enterprises add to the utility's
financial 1integrity by reducing some of the
risks to which it is subject.
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Mr. F. M. Edgell

Mr. Edgell, the Senior Vice President of Util-
ity Operations for Union Gas and a Vice-Presi-
dent of Union Enterprises testified on behalf
of Union Gas. He provided an overview of oper-
ations and indicated the importance of capital
expenditures in maintaining the quality of ser-

vice to a utility's customers.

The evidence presented showed that the com-
pany's five year forecast of capital require-
ments, as expressed in millions, will be as
follows: for 1985 $78,906; for 1986 $108,000;
for 1987 $127,640; for 1988 $179,653; and for
1989 $108,099.
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Mr. M, J. O0'Neill

Mr. O'Neill, the Treasurer of Union Gas and
Union Enterprises appeared on behalf of Union
Gas. Testimony given by Mr. O'Neill covered
two areas of concern; the preferred share

interlock, and the Burns Foods transaction.

As a result of the reorganization, Union Gas
sold the non-utility assets to Union Shield
Resources for $200,000,000. Part of the con-
sideration received by Union Gas included a
preferred share issue from Union Shield Resour-
ces for $104,000,000. Under the terms of the
reorganization agreement, Union Shield Resour-
ces is obligated to pay an annual dividend of
$9,000,000 to Union Gas to cover the
$104,000,000 obligation. Union Gas will in
turn dividend the $9,000,000 up to Union Enter-
prises as a special dividend over and above the
$27,000,000 annual dividend. The preferred
shares are redeemable within 10 years. A sink-
ing plan or any other plan for partial redemp-
tion has not been established to support the
$104,000.000 obligation from Union Shield
Resources to Union Gas.

Union Shield Resources expects to pay for the
interlock from income derived from non-utility

investments. Such income would 1include -an
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annual dividend for $1,200,000 from NUMAC to
Union Shield Resources and a cash flow of
$20,000,000 from PreCambrian Resources. In
addition, PreCambrian Resources has access to a
$50,000,000 1line of credit. Capital expendi-
tures are not .planned for either PreCambrian or
NUMAC and accordingly there will not be a drain
on the dividends received by Union Shield
Resources.

It was questioned whether the Burns Foods ac-
quisition 1is self-financing, given the conm-
pany's expected annual cash flow of $20,000,000
and its projected capital expenditure program
of $13,000,000 per year over the next Ffive
years. Union Enterprises' obligation to pay
$10,000,000 annual dividend to Burns Foods will
be sufficient to cover cash shortfalls which
may arise in the early years. However, Union
Enterprises and Burns Foods both have suffi-
cient lines of credit.

The fact that Unicorp as a parent company exhi-
bits weaker financial ratios than Union Gas or
- Union Enterprises, may influence the ability of
Union Gas to raise capital at comparable
rates. However, it was noted that
Mr. O'Neill's financial ratios are based upon
three assumptions which if altered would
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indicate that Unicorp is a stronger parent than
the ratio have represented it to be. First,
the ratios were compiled without the benefit of
Unicorp's most up to date financial projec-
tions. Second, minority interests are not
treated consistently in that they are included
in the preference shares held by Union Enter-
prises while excluded from common equity.
Third, the calculations assume that Burns
Foods, Union Enterprises, and Unicorp pay taxes
at the normal corporate rate of 50 percent. In
fact, Unicorp does not pay taxes and Burns
Foods does so at a rate lower than 50 percent.
Also, to the extent that the market views Union
Gas as raising capital on a stand alone basis,
the financial ratios become completely irrele-

vant.
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Mr. T. E. Kierans~

Mr. Kierans, the President of McLeod Young Weir
Limited, was retained as an expert witness by
Union Gas. Hé testified on the following mat-
ters: the cost of capital, the reorganization
of Union Enterprises, the Settlement Agreement
and the Joint Undertakings, the preferred share
interlock, the advisability of additional rules
and regulation.

Mr. Kierans testified that the reorganization
of Union Gas did not affect the credit rating
of the utility. The two leading Canadian rat-
ing services, Dominion Bond Rating Service and
Canadian Bond Rating Service continued to rate
the securities of Union Gas highly. In fact,
the creation of a pure utility was regarded as
having reduced the risks associated with non-
utility investments and was therefore perceived
positively. Further, the Undertakings given to
the Lieutenant Governor in Council, intended to
ensure the continued strength of Union Gas, and
to protect the dividend and redemption obliga-
tions of Union Shield Resources to Union Gas,
were important in appeasing the concerns of the
financial community.
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The Settlement Agreement and the Joint Under-
takings have impacted positively upon the mar-
ket's perception of Union Gas and will accord-
ingly permit the utility to raise common equity
capital on reasonable terms. Specificaily
there were four positive influences. First, a
positive regulatory environment without addi-
tional controls and procedures. Second, assur-
ances that the financial integrity of Union Gas
will be retained, including the assurance that
Union Gas will have access to internal sources
of capital on terms as reasonable as it may
obtain externally. Third, capital expenditures
will be initiated and implemented thereby en-
suring a high standard of service on an ongoing
basis within the franchise area. Fourth, ex-
isting management will be retained.

The preferred share interlock will not be ad-
versely affected by the Unicorp acquisition for
two reasons. First, the undertakings given by
Union Enterprises at the time of reorganization
ensure that Union Shield Resources will be
capable of meeting annual dividends and future
redemption obligations. Unicorp haé adopted
this wundertaking. Second, the Joint Undertak-
ings further provide for an independent board
of directors at the level of Union Gas and
Union Enterprises and for a commitment to

maintain the preferred share obligation.
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The fact Union Enterprises does not have an
income flow of its own is not relevant to its
financial strength or to its ability to fulfill
this dividend commitment because Enterprises
consists of a very valuable accumulation of
assets.

While takeovers help to remove entrenched man-
agement and thereby promote economic efficiency
there must be sufficient regulatory policies in
place to ensure that the public interest is
protected. This goal 1is accomplished through

- the prohibition of adverse dealing practices
and combinations, and not through the preven-
tion of takeovers. The public interest requir-
es the Ontario Energy Board to examine two in-
terests. First, that of the shareholders to
ensure they are receiving the best possible
consideration for the value of the assets.
Second, that of the consumers to ensure that
the service will continue to be provided at a
reasonable cost.

Because the utility has a duty to serve, the
Ontario Energy Board should ensure that the
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utility's management is not accumulating large
pools of assets to build a larger company by
shifting the burden of that cost to the con-
sumer. It does this by double-leveraging the
company in order to enhance capital extraction
at the risk of increasing the cost of capital
to finance the rate base. Action on behalf of
the Ontario Energy Board in this regard would
not constitute on unwarranted interference with
managerial discretion. This type of example is
an illustration of 'where the rubber meets the
road between management's discretion and the
Board's legitimate concern as to whether some-
thing is economical or appropriate."

Undertakings are necessary to protect the fi-
nancial integrity of the utility. As long as
the required wundertakings are provided the
Board need not inquire into the personality of
the entity acquiring control. The Board does
‘not have the authority to demand undertakings,
but it posses the ongoing power to regulate the
utility and thereby punish. Therefore, it does
not require a ‘formal enforcement mechanism.
Further, an individual making a major invest-
ment is prepared to work within the existing
regulatory environment. If, however,. an inves-
tor does not voluntarily negotiate the under-

takings with either the Board or the Ministry
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of Energy then the purchaser should be given a
""cooling off'" period in order to negotiate such

undertakings.

The wundertakings need not necessarily be en-
shrined into rules of law. This approach 1is
self defeating because strict rules are inflex-
ible and therefore incapable of foreseeing fu-
ture occurrences. Mr. Kierans rejected
Dr. Cicchetti's proposition “that rules reduce
uncertainty in the market place and therefore
impact positively upon the cost of capital. He
said that

"the best security that any investor
has got in this system right now 1is
the embedded series of decisions,
historic decisions, that indicate
what will happen in the future'.

By establishing rules the Board will be esta-
blishing a basis for a new set of decisions.
This process is very upsetting to investors and

may increase the cost of capital to the utility.

Mr. Kierans was particularly against a rule
intended to control a utility's dividend poli-
cy. The dividend payout policy of any company
is within the authority of the board of direc-
tors of a company who act upon recommendations
from management. Regarding a dividend policy
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having a '"worst «case" scenario provision he
said that,

to constrain within a market economy
on the basis of the unsupported ass-
essment of the possibility of some-
thing developing 1is a very serious
intrusion on the correctly presumed
abilities and good faith of manage-
ment and the Board of Directors.

While the introduction of a formalized monitor-
ing process will not necessarily increase the
cost of capital it should not be introduced for
the following reasons. First, a latent code of
behaviour exists within this jurisdiction and
is understood by the investment community.
Second, an investor is unlikely to '"toy" with
the regulatory environment because this is the
single largest determinant of the quality of a
utility investment. Third, existing close su-
pervision of a wutility's cost of service and
operations constitutes an assurance that the
interests of the consumer will be protected.
Also, the Board may call in the utility on its
own motion and subject it to examination.
Fourth, additional monitoring may impact on the
discretionary judgment of management and
thereby distract it from efficiently managing

the utility. Mr. Kierans said, '"the process is
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working quite well without the importation of a
new set and layer of regulation."
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Dr. G. R. Hall

Dr. Hall, the Vice President of Charles River
Associates of Boston, Massachusettes, and a
former Commissioner of the U.S. Federal Energy
Regulatory Commission was retained as an expert
witness by Union Gas. He addressed the follow-
ing matters: the role of regulation, the ad-
vantages and disadvantages of a holding company
structure, the utility's obligation to serve,
and the advisability of rules and additional
regulation.

He testified that a utility is granted an ex-
clusive franchise to serve within a geographic
region, which creates a monopoly market free
from competition. Monopoly results from the
fact that in certain industries a simple firm
can supply the market at a lower cost of pro-
duction than can a number of competing firms
serving the same market. This process has been
referred to as an '"economy of scale and
scope'". However, due to the fact that the ser-
vice is considered essential to a certain stan-
dard of 1living the government intervenes
through regulation to control bhoth prices and
entry into such markets.

Dr. Hall described a regulated monopoly as

constituting a social contract between the
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utility and the regulators. Under the social
contract the wutility possess a commitment or
duty to serve present and future customers at
just and reasonable rates. This obligation
requires the utility owner to forego "windfall"
profits but also requires that the cost of ser-
vice to the customers includes a fair return to
the shareholders of the utility. The regulator
possess a corresponding obligation to grant a
rate of return that will permit the utility a
fair chance to earn a compensating return on
the investment.

Ownership of a utility by a diversified holding
company is desirable for two reasons. First,
the holding company structure assists the regu-
lator in distinguishing regulated from nonregu-
lated activities. Second, the holding company
structure permits financing by subsidiaries or
by the holding company and thereby increases
avenues for access to capital.

Four disadvantages: militate against the holding
company structﬁre. First, inter-corporate
dealings that are not at arm's-length will re-
sult in higher prices or a higher than market-
value allocation of cost for goods and services
to the utility. Second, the customers of the
utility may cross-subsidize the unregulated
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corporate affiliates. Third, the ability of
the wutility to access capital on reasonable
terms may be adversely affected by the wrong
type of capital structure. Fourth, the misuse
of the holding company structure may result ‘in
a conflict of interest which can adversely af-
fect the ability of the utility to carry out
its duty to serve. Accordingly, the Board
should ensure that the acquisition of Union Gas
does not adversely affect the ability of the
utility to raise capital on favourable terms.
This requires the regulators to assure that
those managing or controlling the holding com-
pany have, first, adequate resources, and
second, that they do not have a conflict of
interest which may affect their ability to
ensure that the utility adheres to its obliga-

tion to serve.

While in theory the "milking" of a utility can
be controlled, in practice this méy not be pos-
sible because it may involve the regulators in
the '"micromanagement'" of the utility which is
bad public policy, unsupportive of consumers
interests. A more appropriate approach would
ensure that the wutility first, has access to
capital required for expansion and, second, is
adequately protected against conflicts of
interest with the holding company.
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The utility's obligations to serve necessarily
require that the utility undertaké major
investment programs of capital expansion. Such
programs will require the utility to put funds
into capital expansion despite the existence of

higher rate of return from other investments.

The Joint Undertakings provide Union Gas with
adequate financial protection, because they
ensure access to required capital, they guaran-
tee sufficient independence of action regarding
external financing, access to internal financ-
ing on reasonable terms, an independent Board
of Directors, and that the utility will not be
responsible for the financing and debt of affi-
liates. Accordingly, the Board should approve
the present acquisition on the grounds that the
undertakings provide adequate protection to the

Ontario gas consumer.

Due to the fact that the public interest
requires that the Ontario Energy Board closely
examine the impact of a proposed acquisition
upon the utility's ability to meet its obliga-
tion to serve and its ability to maintain
itself in sound financial condition, the pre-
approval review process pursuant to Section
26(2) of the Act should be extended to apply to
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a holding company acquiring over 20 percent of
a utility.

Dr. Hall rejected Dr. Cicchetti's proposal to
introduce a formal set of rules for four reas-
ons. First, rules currently exist and are be-
ing followed. Second, even if rules are intro-
duced a change of ownership should undergo gov-
ernmental review because the public will ex-
press some concern in this regard. Third, a
review will be required to ensure there has
been compliance with the rules. Fourth, each
acquisition will be unique in nature and exten-
uating circumstances will require the investors
to seek waivers. The public interest is best
protected by the regulators through a series of
concerns set out as conditions which must be
fulfilled and, by determining compliance with
such rules through a preliminary review conduc-
ted on a case by case basis.

Regarding the issue of diversification,
Dr. Hall preferred that it take place through
the holding company rather than through the
utility. However, he did not disapprove of
utility diversification per se as long as the
non-utility activities are restricted to subsi-
diaries of the wutility, and the utility is
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adequate protected against non-arm's length
transactions and <cross-subsidization of non-

utility subsidiaries.

The Ontario Energy Board possess the power to
indirectly examine dividend policy through an
investigation and approval of the wutility's
financial integrity. Therefore, it should not
attempt to directly control the dividend policy
of a utility because this responsibility is the

particular concern of management.
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Mr. W. Darcy McKeough

Mr. McKeough, the Chairman of Union Gas and
Union Enterprises appeared on behalf of Union
Gas. He testified on the following matters:
the entrenchment of management, the reorganiza-
tion of Union Enterprises, the utility's duty
to serve, Section 26 (2) and the advisability
of additional regulation, the undertakings, the
common share float and the acquisition of Burns
Foods.

Mr. McKeough testified that management ineffi-
ciency 1is not entrenched by the absence of a
takeover treat. In fact the takeover process
had a short term negative impact on senior man-
agement morale. Management efficiency 1is en-
couraged by the vigilance and interest expres-
sed by both the utility's board of directors
and the regulating authority.

Section 26(2) is intended to provide a mechan-
ism for the review of concentration of owner-
ship within a gas utility. As such, when this
control results indirectly through a holding
company it remains within the spirit of this
provision. Accordingly, the Ontario Energy
Board should review an acquisition of indirect

control to determine whether it is in fact in
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the public interest. Because Section 26(2)
governs holding companies only in spirit it
should be extended and made to apply as far up

the corporate chain as is necessary.

Ownership of a public utility imposes a trust
obligation on fhe directors and a duty to serve
upon the management. The utility must be pre-
pared to undertake capital expansion under
which the pay-back period is uncertain or de-
ferred. Accordingly, the strength and initia-
tive of the parent to undertake such capital
expansion should be a matter of concern within
the context of a pre-acquisition review, and
provides the reason for examining the back-
ground and credentials of those acquiring con-
trol of a utility. |

Union Gas will require future capital expendi-
tures to maintain and expand the present stor-
age, transportation and distribution system.
An estimated total Dbetween $78,000,000 to
$179,000,000 will. be required over the next
five years. The expenditures are essential to
Union Gas' ability to service 1its franchised

area.

Due to the size of the capital expenditures
Union Gas must have the ability to raise large
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sums of capital. Its ability to do so will
depend upon the market's perception of the
strength and stability of Union Gas and of its
parent Union Enterprises. Therefore, the fin-
ancial strength of Unicorp is of importance in
determining the wmarket's perception of Union
Gas' financial stability for two Treasons.
First, if Unicorp encounters difficulties in
meeting its preference share dividend require-
ments it may resort to additional debt financ-
ing. Second, if Unicorp finances by increasing
the leverage and risk associated with the de-
bentures and preferred shares of Union Gas then
the utility's capital expenditure programs may
not be undertaken. However, the joint under-

takings adequately address these concerns.

The undertakings are binding and enforceable by
the regulators or by the government through
retroactive legislation. The Ontario Energy
Board may wish to enumerate the undertakings
into a set of policies but should not enshrine
them in the form of legislation or regulations
because rules are inflexible. Also, rules will
require exceptions which wili ultimateiy result
in uncertainty, because legislation invites
courtroom litigation.
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In particular the Ontario Energy Board should
not enact rules governihg dividend policy
because it already possess the power to regu-
late the utility's dividend payout policy in-
directly. In fact, the undertaking placing a
three year restriction on the payment of divi-
dends has had a ''dampening" effect in the mar-
ket. Likewise, the Ontario Energy Board should
not pass a rule governing the issuance of se-
curities ©because such regulation interferes
with management discretion and may restrict the
utility's access to "windows" in the market for
borrowing.

A large concentration of Union Gas shareholders
reside within the franchise area. The majority
of such small shareholders would prefer the
utility to remain widely held as opposed to
being concentrated in the hands of a single
owner,

However, a common equity float is desirable for
a utility for two reasons. First, it ensures
public participation in the utility's owner-
ship. Second, it facilitates the OEB's deter-
mination of rate of return because it presents
the Board with evidence of the price at which
the stock 1is trading. Mr.McKeough said that
this is a long-term goal for Union Gas.
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Regarding the matter  of diversification
Mr. McKeough indicated that the purpose of re-
organizing Union Gas was to separate the util-
ity operations from the non-utility assets for
the purpose of simplifying utility regulation
and to facilitate expansion into non-regulated
areas. Also, Union Enterprises could shelter
taxable expenses which would not have been al-
lowed by the Board as part of the rate base of
‘Union Gas. Nevertheless, Mr. McKeough main-
tained that a utility must be permitted to ex-
pand into non-utility activities of a restric-
ted financial nature. Such additional sources
of income would benefit the utility's custom-
ers. Due to their limited nature such activi-
ties would not complicate the regulatory treat-
ment of the utility.

Burns Foods was purchased by Union Enterprises
because it is a low-risk investment with a high
positive cash flow which will enhance the abil-
ity of Union Enterprises to attract capital on
favourable terms. - It is also hoped that it
will in the future result in an infusion of
common equity capital through the conversion of
the preferred stock. Further, the shareholders
of Burns Foods agreed to accept - preferred
shares rather than cash as consideration for

the sale.
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This acquisition does not unduly concentrate
the voting control of Union Enterprises. The
voting shares issued to Burns Foods represent
less than 20 percent of the total number of
voting shares outstanding in Union Enterprises
and therefore falls within the purview of Sec-
tion 26(2) of the Act. '

The Board of Direcfors of Union Enterprises had
approved the acquisition, but Mr. Eyton and
Mr. Dunford, who were absent, subsequently dis-
sented.
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Mr. R. Martin

Mr. Martin, the President and Chief Executive
Officer of The Consumers' Gas Company appeared
on behalf of Consumers Gas and testified on the
following Phase II issues: The public inter-
est, the holding company structure, the under-
takings and financial integrity of a utility,
the desirability of additional formal rules and
the common share float.

Mr. Martin accepted the existence of Section
26(2) as a fact but was concerned about any
restrictions wupon the free transfer of the
shares of either a utility or of its parent.
The public interest is best protected by provi-
sions other than those found in Section 26 of
the OEB Act. Such provisions include those
found in the Securities Act, the Combines

Investigation Act, and the common 1law. Compe -

tition from other suppliers of energy also acts
as a control on the utility.

The ownership of the utility's shares does not
effect its obligation to serve. This obliga-
tion is implied from its franchise, and if its
owner fails to fulfill the utility's obliga-
tions and duties the franchise may be reviewed

and/or revoked. Further, the experience of the
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Consumers' Gas company has indicated that a
utility can benefit from the presence of a
strong parent company such as Hiram Walker.
Specifically, the strength of the present has
strengthened the financial integrity of Con-
sumers Gas by improving its debt and preferred
share ratings. In addition, because the cost
of capital is directly related to Consumers'
Gas rates ownership by a holding company has

not caused utility rates to increase.

Provided the financial integrity of the utility
is protected, diversification within a utiiity
should not be restricted. Management must be
permitted to maximize the efficient utilization
of assets because utilities within Ontario are
entering a mature cycle of market saturation.
Continued growth is essential for the purposes
of attracting managerial talent and maximizing
profits.

The wundertakings need not be enshrined into
rules of law for the following reasons. First,
such undertakings are taken very seriously by
the regulated industry. Second, the OEB ex-
pressly reviews and rules upon matters relating
to a utility's financial integrity as-a regular

part of the rate hearing process. Further, a
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rule governing the issuance of securities will
impaif the company's ability to finance its
capital requirements in the most flexible man-
ner. Delay reSulting from a pre-approval would
restrict the utility's access to market "win-

dows'".

The public float was created pursuant to an
undertaking given at the time Consumers' Gas
purchased Hiram Walker. As part of the float
common shares were issued at a cost of $14.00
per share plus one warrant. As of April 19,
1985, that value has substantially appreciated
to a total share and warrant value of $30.00.

Mr. Martin favoured the existence of a common
float because it provides three major bene-
fits. First, it 1is an additional source of
common equity to finance capital expansion.
Second, because it is an additional finance
avenue it provides greater flexibility. Third,
it provides a proxy to the OEB for market effi-
ciency. In addition, the common float renders
management responéible to minority shareholders
and thereby provides encouragement to increase

profits.
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Mr. R. Graham

Mr. Graham the President and Chief Executive
Officer of Inter-City Gas, testified on Phase
II matters. He addressed the following 1is-
sues: the extension of Section 26 (2), and the
enforceability of undertakings.

He believed that Section 26(2) was enacted for
practical political reasons and that it is not
required in practice. This section was intend-
ed to cover a concentration of ownership within
the industry rather than a concentration of
ownership within a particular utility. There -
fore, he recommended that Section 26 (2) be
revised to clearly deal with cross-ownership
between utilities. Under this proposal, a pre-
acquisition approval of the Board would be re-
quired only where a gas utility purchases over
20 percent of the voting shares of another gas
utility. Similar transactions as between hold-
ing companies should also be covered through
the mechanism of a "reviewable transaction pro-
vision". Powers of this nature should be ac-
companied by appropriate remedies applicable to
both utilities and to their parents or grand-

parents.

The undertakings are enforceable and binding.

However, a provision should be added to the OEB
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Act which would enable the Supreme Court of
Ontario to direct compliance with an under -
taking under penalty of a contempt citation for
any refusal to comply. Also, undertakings giv-
en by a holding company should be made binding
on any and all successor corporations.
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Mr. H. Andrews

Mr. Andrews the Vice-President of Finance and
Regulatory Affairs of Northern Central Gas tes-
tified on behalf of the utility. He addressed
the following: issues: the holding company
structure, reorganization, the financial
strength of the parent, undertakings, and the
desirability of additional formal rules.

Mr. Andrews indicated that despite Inter-City's
takeover of Northern and Central Gas the util-
ity continues to be operated independently.
Operating decisions are made by the utility's
management who are also responsible for prepar-
ing its operating and capital budgets. In ad-
dition, the timing and type of financing
required by the utility have continued to be
determined by the Vice-President of Finance of
Northern and Central Gas. |

Northern and Central is currently undergoing a
reorganization the purpose of which is to per-
mit the utility to operate on a '"stand alone"
basis. This is a positive step for two rea-
sons. First, it will facilitate the regulatory
process and second, it will assist the utility
in future financing by establishing for it an
independent credit rating.
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The financial position of a parent company does
not affect the credit rating of the utility or
its ability to raise independent financing.

However, a strong parent with a credit rating
superior to that of the utility may advantage
the utility by assisting it to raise capital on
a more favourable basis. The parent may also
provide financing to the utility on a back-to-
back basis. Possibilities such as these pro-
vide for greater flexibility in raising capital.

Undertakings are not necessary to protect the
public interest which is concerned with the
utility's ability to provide reliable service
at reasonable rates. A prudent owner with a
substantial investment will not behave in a
manner which will impair his investment in the
utility. If an owner acts in a non-prudent
manner, contrary to the behaviour prescribed by
the undertakings then the OEB can punish this
behaviour by rewarding a reduced return on rate
base.

Rules and regulations of the nature advocated
by Dr. Cicchetti are not necessary. Such mat-
ters are best left to on-going regulation and
review in the context of rate hearings. If
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however, the OEB adopts an additional layer of
regulation it should not adopt the following
rules. First, loans to affiliates should not
require the pre-approval of the Board. Such
matters may be examined during the rate hedff
ings. Second, -the utility should be capable of
expanding, without prior approval, into related
activities which promote the sale of gas.
Third, the cost of acquiring other small util-
ities should be allowed in rate base. Fourth,
costs of reorganization benefiting the utility
should be 1included in the cost of service.
Fifth, a public utility should not be prohibit-
ed from making loans to its directors because
this is accepted corporate practice.
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Dr. W. T. Cannon

Dr. Cannon, an Associate Professor of Finance
at Queen's University was called by Ontario
Energy Board Counsel to testify on issues ref
lating to Phase I and II matters.

Regarding diversification, he indicated that a
"utility-centred corporate organizafion" should
be permitted to employ its accumulated retained
earnings to diversify into non-regulated acti-
vities provided the regulators impose 1limits
upon dividend payments and the return on capi-
tal to shareholders. Accordingly, regulators
should be concerned with the manner in which
utility diversification occurs and should im-
pose rules or undertakings to ensure that any
potential detriment to the utility is minimized.

Five advantages are derived from diversifica-
tion. First, where diversification takes place
in related activities market and operating ef-
ficiencies result: Second, beneficial syner-
gies may result from a spreading of overhead
expenses., Third, a diversified company may
more readily attract talented management.
Fourth, it could reduce the cost of common-
equity capital to the wutility by providing
profitable outlets for excess capital. Fifth,
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it may promote greater cyclical or seasonal
stability in earnings and may thus provide im-
proved access to sources of financing on more
favourable terms than would otherwise be avail-

able to a pure utility.

The major disadvantage of diversification 1is
that it provides a greater opportunity for
"milking" the utility through non-arms length
transactions and financial arrangements with
non-regulated affiliates. Other disadvantages
include: attracting management not suited to
the long-term conservative operations of a
utility, foregoing capital expansion required
by the wutility in favour of other high-risk-
high-return activities, and finally, diversifi-
cation tends to increase the utility's invest-
ment risk and its cost of capital.

Several "drawbacks" also exist. Most prominent
is the virtual elimination of conservative in-
vestment opportunities available to Canadian
investors, particularly to '"widows and or-
phans'. The demise of low-risk investment op-
portunities will '"effectively truncate this
spectrum of opportunities, diminishing the
breadth and diversity of the Canadian stock
market and depriving many investors, not just
widows and orphans, of those stocks exhibiting
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characteristics ideally suited to their parti-
cular risk preferences and income needs. Over
time this can cause the market to lose some of
its political legitimacy and would negatively

impact upon Canadian "pluralistic capitalism".‘

Dr. Cannon recommended that a utility be per-
mitted to diversify through the holding company
structure rather than through subsidiaries of
the utility. However, existing investments in
what would become prohibited areas should be

"grandfathered'.

Seven reasons favour diversification through

the holding company structure:

i) income and expense flows amongst subsid-
jaries will not be comingled and the util-
ity will be easier to regulate;

ii) greater financing flexibility will result
from dual access to capitalj

iii) the utility may be scrutinized by an inde-
pendent board of directors;

iv) A seperate corporate identity will enhance
managerial responsibility;

v) identification and monitoring of affiliat-

ed transactions will be facilitated;
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vi) financial difficulties experienced by an
affiliate are less likely to impact wupon
the utility's credit rating or impair its
ability to attract capital at reasonable
terms; h

vii) common shares of a utility may become
available and traded on the market (where
the shares are not 100 percent owned by
the holding company).

Economic efficiency advantages derived from
unfettered takeovers are reduced in an environ-
ment of monopoly and regulation. This is main-
ly due to two facts. First, management is not
encouraged to enhance efficiency because cost
savings over the 1long term will benefit the
customers. Second, utility share prices do not
fully reflect management inefficiencies. In
Ontario this theory does not have practical
application for the future because the three

major utilities have already been taken over.

In the absence of rules or undertakings the
strength or weakness of a parent company or
grandparent company will negatively impact upon
the cost of capital to the utility. The nature
of the parent if it is for example, '"expansion-
minded" or aggressive may jeopardize the util-

ity's access to certain segments of the capital
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market. The parent's attitude and intentions
may also influence the effectiveness of regula-
tion, and thereby impair the utility's ability
to fulfill its obligation to serve under the

social contract.

A weak parent may attempt to extract resources
or other undue benefits from the utility and
thereby diminish the utility's financial
strength and credit-worthiness which 1in the
long run, will impact upon the utility's cost
of service. Possible detriments could include
excessive dividend payments, intercorporate
loans and/or guarantees of indebtedness, sale
of wutility assets for the benefit of the
parent, and non arms-length purchases from the
parent.

Although it is financially fully extended, Uni-
corp currently enjoys a strong financial posi-
tion. Further, the Joint Undertakings current-
ly in place will sufficiently protect the fin-
ancial integrity of the utility.

Because the nature, intentions and financial
condition of the parent impact upon the util-
ity, there should be some '"public input" into
the arrangements which are to govern the util-
ity and 1its controlling shareholder. This
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public input should take the form of legisla-
tion which establishes generally applicable
rules. Such rules should be of a nature which
would required only exceptional intervention by
the Ontario Energy Board. -

Rules would provide two advantages; equality of
treatment, and certainty. Also the rules must
be broadly drafted and administered in a flex-
ible manner to ensure equitable treatment on a
case by case basis.

If a set of rules is put into place and the
Board monitors compliance through the rate
hearing process then a '"pre-event'" hearing pro-
cess will constitute an unnecessary impediment
to legitimate takeovers. However, a 'post-
event'" hearing should be held to provide the
Board with an opportunity to effect remedies
where the new owner is found to be incapable or
unwilling to '"live up'" to the required rules.

Dr. Cannon recommended acceptance of Dr.
Cicchetti's affiliated interest rules and pro-
posed that they be extended to include the fol-
lowing six rules.
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i)

S ii)

iii)

iv)

V)

vi)

The utility should be operated on a fully
"'stand-alone basis'" with a separate capi-
tal structure and an independent board of
directors.

Rate base assets should not be sold with-
out the approval of the Ontario Energy
Board.

The OEB should approve all share repur-
chases and all issues of a new class or
series of debt or equity. This provision
should extend to the wutility's parent
where the wutility has guaranteed the in-
debtedness or has a loan with or owns se-
curities of, its parent or of an affiliate.
The OEB should have the power to suspend
dividend payments where the financial in-
tegrity or equity base of the utility is
being threatened. _
Utilities whether or not wholly owned by a
single parent, should be required to pub-
lish and publicly circulate their annual
audited financial statements.

A utility should be required to have a
minimum of 20 percent of voting control
distributed within the Canadian investing
public.
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It was noted that the dividend veto rule should
be used only in exceptional circumstances. It
is not intended to control the utility's divi-
dend payments or its payout ratios. Rather, it
will enable regulators to regulate better the
level and adequacy of the utility's equity cap-
ital base in order to ensure that its financial

integrity is not being threatened.

Dr. Cannon listed ten benefits associated with
having a 20 percent common float.

i) The board of directors would be respons-
ible to a wider ranger of shareholders.

ii) Minority shareholders would have the op-
portunity and incentive to monitor the
activities of management and of the con-
trolling shareholder and be in a better
position to take corrective action.

iii) (i) and (ii) would provide an additional
layer of protection to preferred share-
holders and unsecured bondholders.

iv) It would establish a share price and per-
formance '"track record" for the utility's
shares and a selling price for the shares
where the controlling shareholder sells

his interests.
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V) It would promote managerial efficiency
through the implementation of incentive
compensation programs which are directly
linked to the market's assessment of the
utility's performance. h

vi) It would offer the original shareholders a
choice between shares of a utility and
those of the parent.

vii) It would broaden the range of security
investment options available in the Cana-
dian stock market.

viii)It would result in public relations and
public confidence benefits.

ix) An independent market valuation would aid
the regulators in assessing managerial
efficiency and the utility's risk return
performance.

X) It would reduce the possibility of politi-
cal pressures being brought to bear upon
regulators to give a low rate of return or

equity.

However, Dr. Canhon agreed with Mr. 0'Neill
that the preferred share inter-lock between
Union Gas, Union Enterprises and Union Shield
Resources would preclude the implementation of
a float. Since this is the case, then the OEB
should attempt to rectify the situation, other-
wise the cost of equity capital to Union Gas
may increase.
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Further, Dr. Cannon recommended that Unicorp's
accumulated purchases of Union Enterprise's
voting shares should be limited to 80 percent
until the government has dealt with the OEB's
report on Phase II matters or until the passage
of two years. Also, the preferred share inter-
lock should be grandfathered but under the con-
dition that the parties undertake to re-design
the arrangement so that (a) it is better se-
cured within Union Gas, and (b) it does not
impair the ability of Union Gas to issue common
equity on its own. In conclusion, the Board
should recommend that the Lieutenant Governor
in Council approve the transfer of Union Enter-
prise's shares to Unicorp on the condition that
the rules proposed by Dr. Cicchetti and
Dr. Cannon are enacted as legislation.
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Mr. J. MacNaughton

- Mr. MacNaughton a Director of the 1investment
firm Burns Fry Limited, was retained by Union
Enterprises under instructions from the Ontario
Securities Commission for the purpose of pro-
viding an independent valuation of the Burns
Foods acquisition. The issue which Burns Fry
was asked to resolve was whether Burns Foods
was acquired at a "fair price'. Mr. MacNaughton
appeared at this hearing and gave similar evi-
dence.

In determining whether the purchase price was
financially fair to the shareholders of Union
Enterprises, Burns Fry valued both Burns Foods

and the consideration paid by Union Enterprises.

Six business methodologies were considered and
three were retained as being applicable. The
~primary methodologies considered were: normal-
ized earnings and projected/market value earn-
ings. The discounted cash flow analysis was
considered as a secondary or supporting method-
ology. Based upon this review he «concluded
that the acquisition of all of the shares of
Burns Foods was at a price which is fair to the
shareholders of Enterprises given the value of

the consideration deliver by Enterprises.
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The value of Burns Foods was determined on a
consolidated and on an line by 1line basis. On
the basis of the normalized earnings approach
for the earnings were as follows; 1980,
$11,300,000; 1981 $14,400,000§ 1982
$14,400,000; 1983 $14,000,000; 1984 $9,400,000
and the expected earnings for 1985 are
$10,400,000. An average for the period between
1981 to 1985 shows that normalized earnings
were $12,500,000. Thus, on a normalized earn-
ings approach Burns Foods is worth $172,000,000
to $192,000,000.

It was noted that if factors such as strikes,
and a $13,500,000 pension fund overpayment are
not taken into account then the normalized
earnings for the period between 1980 and 1984
would be as follows; 1980 $13,200,000; 1981
$14,400,000; 1982 $9,600,000; 1983 $11,600,000
and 1984 $7,100,000. If $14,400,000 in 1984
earnings were used, notwithstanding a 30 per-
cent acquisition premium and a 10.9 percent to
11.6 percent capitalization rate, then the nor-
malized total value of Burns Foods would be in
the range of $92,000,000 to $101,000,000.

It was also indicated that because the normali-
zation approach to earnings uses market

capitalization multiples and applies them to
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normalized earnings there is a double countiﬁg
tendency in this valuation- method.
Mr. MacNaughton contended that it is appropri-
ate to normalize earnings and to use market
multiples. He did ‘however note that there is
some overlap in the market multiples used be-
cause they attempt>to reflect that Burns Foods
has some values that are not perfectly reflect-
ed in its earnings statement. Further, he in-
dicated that in his opinion the range of values
flowing from the projected earnings approach
reflect the more appropriate value of the Burns
Foods acquisition.

Under the perspective earnings approach, com-
parable the shares of Canadian food processing
companies traded at approximately 10.9 to 11.6
times their earnings. These capitalization
factors produced a range of values that Burns
Foods would have traded in the public market
during the first quarter of fiscal and calendar
1985 for $106,000,000 to $116,000,000 when a
30 percent acquisition premium and $7,000,000
in redundant assets are taken into account.
Therefore, on the projected earnings approach
the value of Burns Foods was $144,300,000 to
$158,000,000.
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The value of the consideration provided by
Enterprises was determined to be 11.75 to 12.65
for the convertible securities and 12.25 and
13.25 for the retractable shares. Thus, the
securities offered by Union Enterprises for
Burns Foods were worth in the range between
$117,500,000 and $130,300,000.
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Dr. J. Baldwin

Dr. Baldwin an Associate Professor of Economics
at Queen's University was retained by Ontario
Energy Board Counsel. He addressed the follow-
ing 1issues: pre-acquisition approval, the so-
cial contract, rules, and a compulsory market
float.

Dr. Baldwin argued in favour of a pre-acquisi-
tion approval on the basis of a perceived need
to screen owners of the utility. The identity
of the owner may be important for public policy
reasons (concentration of the market, foreign
ownership or extra-provincial ownership for
example) as the owner may not be a suitable
partner in the social contract. The hearing
would not be mandatory and would apply only to
transfers of ownership of the parent company.
It would not go back to the owner of the hold-
ing company. Hearings may have costs and may
not solve all problems but they do represent an
important option for review.

The market for corporate control is not neces-
sarily more important in regulated industries.
Efficiency is also enhanced by reason of
effective regulation and competition for

substitutes such as coal and oil. Therefore,
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pre-acquisition approval is not necessarily an
impediment to utility efficiency simply because
it may inhibit some takeover bids.

Historically in Canada, regulation 1is based
upon "implicit agreements' between the industry
and the regulator. Explicit agreements set out
in defined rules are inflexible and often cost-
ly to maintain and enforce. The identity of
the owner of the utility is important because
of the mutual trust needed to maintain implicit
agreements.

Rules or explicit agreements are also import-
ant. However, rules can not deal with all pos-
sible problems, which may arise in regulation.
The prominence of rules in the United States
has occurred for historic reasons. Specific
rules will simplify takeovers, speed up any
review of transfers of ownership which may be
required and make the process more predictable.

Dr. Baldwin supports affiliated interest rules
which regulate the transfer of goods between
affiliates and financial transfers. He is not

in favour of an established set of rules on
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dividend policy because this would be too re-
strictive.

A common float can reduce information costs to
the regulator regarding the equity cost of cap-
ital. It may represent a more acceptable al-
ternative to the regulator comparing the cost
of capital to other industries further afield
or to the imposition of rules restricting the
diversification of holding companies because of
the resulting difficulties in obtaining inform-
ation.
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Mr. T. - R. Close

Mr. Close expressed the concerns of the Chatham
and District Chamber of Commerce regarding the
acquisition of Union Gas by Unicorp. Specifi-
cally, he enumerated the following concerns.
The Chamber of Commerce was opposed to the con-
centration of ownership in the hands of a sin-
gle individual and would prefer to have a util-
ity which 1is widely held. It was concerned
about Unicorp's speculative reputation because
the continued existence of Union Gas is essen-
tial to the economic and social well being of
the Chatham community. The Settlement Agree-
ment and the Joint Undertakings were judged to
be ineffectual in protecting the utility from
problems relating to ownership and management.
Mr. Close concluded by suggesting to the Board
that it consider recommending the introduction
of retroactive 1legislation requiring that the
20 percent rule of Section 26(2), which he in-
terpreted on an absolute restriction be strict-
ly enforced.
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Messrs. D and N. McGeachy

Mr. D. McGeachy and Mr. N. McGeachy indicated
that as minority shareholders representing the
McGeachy Charitable Foundation they believed
that they were treated unfairly. They said
that while major institutions were able to ob-
tain cash for their shares, individual share-
holders were required to accept non-voting pre-
ferred shares. Also, Unicorp's reputation as
compared to that enjoyed by the management of
Union Gas will cause a serious down-grading of
the utility's investment rating which will re-
sult in a higher cost for capital. They added
that single ownership concentration within a
utility, whether it occurs directly or indi-
rectly, is not advisable because it effectively
prohibits the small investor from investing in

conservative low risk enterprises.
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Mr. and Mrs. Nichol

Mr. and Mrs. Nichol appeared as minority share-
holders of Union Enterprises and testified on
their own behalf. Generally, they opposed the
Unicorp acquisition of Union Enterprises, for
two reasons. First, the offer made to the mi-
nority shareholders of Union Enterprises was
financially inadequate and unfair. Second, a
utility should not become part of a conglomer-
ate because it is thus exposed to the risk of
having 1its capital wused to fund non-utility
activities.
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Mr. and Mrs. LaBombarde

Mr. and Mrs. LaBombarde appeared as minority
shareholders of Union Enterprises and testified
on their own behalf. They opposed the'Unicofp
acquisition on several grounds. First, the
$12.50 price offered for the Union Enterprises
shares was financially unfair. Also, a take-
over offer should have been made for all
shares. Second, dividends to be paid should
not have been frozen for a three year period.
Third, Unicorp's managerial philosophy is not
compatible with operating a utility. Fourth,
the 20 percent ownership rule in Section 26 (2)
should be enforced as on absolute restriction
on ownership. Fifth, Union Gas should not be
permitted to diversify into non-utility activi-
ties.
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Mr. T. A. Cline

Mr. Cline represented the Regional Municipality
of Haldimand-Norfolk and The Corporation of the
City of Chatham. He addressed issues relating
to Section 26 (2) and the enforceability of
undertakings.

Mr. Cline submitted that the 20 percent rule
under Section 26(2) should be strictly enforced
as an absolute restriction upon ownership. In
the alternative he argued that where an exemp -
tion is sought it should be provided by the
Ontario Energy Board pursuant to a public hear-
ing and not by the Lieutenant Governor in Coun-
cil. As a further alternative Mr. Cline sug -
gested that the Ministry of Energy be notified
of a change in control pursuant to which the
Minister would give 60 days notice and invite
submissions from the public.

He also expressed two concerns regarding the
efficacy of the undertakings. First, he ques -
tioned the diligence of the Lieutenant Governor
in Council in enforcing the undertakings.
Second, he believed the OEB was powerless to
monitor them.
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Mr. C. M. Tatham

Mr. Tatham submitted representations on behalf
of the County of Oxford.

At a meeting held on March 1, 1985 the repre-
sentatives from seven southwestern Ontario
Municipalities passed a resolution to the ef-
fect that a single shareholder should not be
allowed to control more than 20 percent of the
common shares of a utility. This resolution
was passed for the following reasons. First, a
franchise is a privilege granted to a utility
by the customers of the municipality through
their elected representatives. Second, the
customers through their representatives should
have a say in the rates charged and the per-
centage of shares owned by a single shareholder.
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Mr. A. Kimpe

Mr. Kimpe appeared on his own behalf and indi-
cated that as a landowner leasing storage to
Union Gas he felt that he had not received just
and fair compensation from the management of
Union Gas.

Mr. Kimpe concluded that the conduct of Union
Gas management could only change and improve
with Unicorp's help and that they should be
given an opportunity to prove themselves in
this regard. Accordingly, he submitted, the
Board should recommend that the Unicorp acqui-
sition be approved.
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Mr. S. Kawalec

Mr. Kawalec represented the opinions of certain
intermediate and small volume industrial cus-
tomers of Union Gas. Two concerns were expres-
sed. First, the effect of the takeover upon
rates. Second, the manner in which utilities
should be owned and operated.

The holding company structure is difficult to
monitor and regulate. Undertakings can only
expose further loopholes and additional 1legis-
lative rules and regulations regarding holding
companies are not economically practical. How-
ever, additional rules and regulations regard-
ing ownership and diversification should be
imposed upon the activities of utilities.

Regarding diversification, Mr. Kawalec indicat-
ed that while his clients would prefer the
utility not to diversify, particularly into
higher risk enterprises, if such diversifica-
tion does occur it should do so only with the
permission of the Board. Further, where diver-
sification into non-related -enterprises has
otherwise occurred such interests should be
sold. He noted that customer relations would
improve if utilities were restricted to utility
activities. He said that his clients 'only
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want straightforward, down the centre gas ser-
vice. Surely, this is the original concept of
monopoly gas utility ... how far we have stray-
ed."
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Mr. J. R. Connacher

Mr. Connacher, the Chairman and Chief Executive
Officer of Gordon Capital appeared pursuant to
a subpoena. He addressed matters relating to
Gordon Capital's role in the Unicorp takeover
of Union Enterprises.

Mr. Connacher indicated that Mr. Mann and
Mr. Leech solicited the services of Gordon
Capital because it enjoys the reputation of a
firm dealing in 1large blocks of stock. Ini-
tially the company was instructed to purchase
shares in Union Enterprises and when Gordon
Capital had succeeded in obtaining approximate-
ly 200,000 shares, they were instructed to un-
dertake a takeover bid.

During the course of the takeover Gordon Capi-
tal undertook to persuade shareholders of Union
Enterprises to tender their shares. Institu-
tions, banks and trust companies were encour-
aged to buy Union Enterprises' shares and to
trade them in exchange for Unicorp preferred
shares. The Unicorp preferred shares carried a
rate of return of 12 percent as compared to a
8.5 to 9 percent rate of return available for
other preferred shares trading on the market.

Also, the preferred shares offered by Unicorp
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in exchange for Union Enterprises common shares
were, due to tax advantages, very attractive to
institutional investors.

Because they seem an attractive investment, 'a
substantial number of Unicorp preferred share
are currently owned by a loosely related group
of companies associated with the Hees Interna-
tional Corporation. Representations were made
to institutions outside this group. However,
these other corporations were not prepared to
act. The Hees International group of companies
are significant purchasers of preferred shares,
averaging $400,000,000 to $500,000,000 annual-
1y, and consequently were prepared to invest in
Unicorp preferred shares.

Gordon Capital was successful in obtaining an
average price of $12.50 in cash for the shares
that it sold on behalf of its clients. The
same price was available to individual share-
holders because the <closing stock price for
Union Enterprises: shares was above $12.00 for
39 out of 48 trading days. However,
Mr. Connacher agreed with Mr. Kierans that if
all outstanding shares in Union Enterprises had
been tendered for example, on February 1, 1985
when the stock was trading at $12.50, there

would be insufficient purchasing power in the
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market to purchase all shares at that price.
Therefore, to the extent that a noninstitution-
al shareholder dealt with a recognized broker-
age firm who had knowledge of how the market
functions he would have been entitled to the
$12.50 price.
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Mr. T. Eyton

Mr. Eyton, the President and Chief Executive
Officer of Brascan Limited also appeared per-
suant to a subpoena. He addressed the follow-
ing issues: the sale of shares in Union Enter-
prises held by the Great Lakes Group, and the
reasons behind the decision to purchase Unicorp

preferred shares.

Mr. Eyton indicated that in 1980 Brascan pur-
chased shares in Union Gas and subsequently
transferred them to the Great Lakes Power group
of companies. This investment constitutes less
than 10 percent of the total holdings of the
Great Lakes Group and is thus only a portfolio
investment. The presence in 1980 of Darcy
McKeough as the newly appointed Chief Executive
Officer induced Brascan to make this invest-
ment. At no time did Brascan desire to in-
crease its holdings in Union Enterprises beyond
the 20 percent limit.

The Great Lakes Group decided to dispose of its
shares in Union Enterprises for the following
general reasons. First, the Great Lakes Group
had informed the Union management of its desire
to sell for the past two years. Second, the
reorganization of Union Enterprises lacked
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managerial talent to successfully diversify.
Third, the Unicorp share exchange offer satis-
fied the Great Lakes Group's criteria of plac-
ing the Union Enterprises shares with investors
of their choice and of involvement with a re-
sponsible group.

The decision to exchange the shares held by the
Great Lakes Group was made for the following

specific reasons:

i) the Unicorp shares provided éreater down-
side protection as compared against the
uninflated market value of the Union
Enterprises shares;

ii) Unicorp's management had a proven track
record and had displayed a commitment
which was backed by a substantial invest-
ment ;

iii) Unicorp shares offered greater security of
dividend and capital because Unicorp has a
superior long term financial commitment to
maintain the Union Enterprises common
share dividend;

iv) Unicorp preferred shares offered a superi-
or dividend yield to maturity in relation
to other comparable securities, had an
added right of retraction of the principal

at seven years,;

A/97




REPORT OF THE BOARD

v) the warrants offered a risk free equity
feature to participate in Unicorp's growth;

vi) the fixed rate dividend available on
Unicorp shares provided an opportunity to
match its asset - liability attributes at
an attractive spread.

Since the shares are non-voting they do not
provide the Great Lakes Group with any in-
fluence over Unicorp's affairs. In addition,
there does not exist a collateral agreement or
understanding with Unicorp regarding the
Unicorp shares, and the Great Lakes Group never
had an option to acquire Canada Trust shares or
any other Unicorp investment positions.
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Mr. J. Cockwell

Mr. Cockwell, the Executive Vice President and
Chief Operating Officer of Brascan Limited,
also appeared pursuant to a subpoena. He ad-
dressed the following matters: the Edper/
Brascan Group holdings of Unicorp preferred
shares, and the preferred share interlock be-
tween Union Shield Resources, Union Enterprises

and Union Gas.

Mr. Cockwell described transactions for Unicorp
preferred shares entered into by the Edper/
Brascan Group of companies. All such transac-
tions were undertaken by these companies in the
normal course of business and were based exclu-
sively on the individual investment needs of
each company. Due regard was also given to the
investment and tax merits afforded by the
Unicorp securities. Because Unicorp enjoys an
established track record, it can obtain financ-
ing, and therefore its preferred shares cannot
be described as !'"junk bonds'". Further, the
Burns Foods purchase made additional blocks

readily available to interested investors.

The Edper/Brascan Group possess special exper-
tise in the preferred shares market, and this

expertise has been transmitted to this group of
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companies. Nonetheless, investments within the
Edper/Brascan Group are made on a strictly in-
dividual Dbasis. However, Gordon Capital who
acts on behalf of the individual companies is
familiar with the investment needs of the group.

Mr. Cockwell believed that the preferred share
interlock should have been set up by borrowing
in the utility the full amount of
$233,000,000. This would have restored the
utility's full equity base and would have left
the money in the utility for its use. A trans-
action of this nature would create a "ring
fence" around the utility because the only re-
course of the lending bank would be to the pre-
ferred share income. In this way the only ob -
ligation of the wutility would be to pay the
interest on the loan which could presumably be
covered from its preferred share income. It
was also suggested that if the parent had.guar-
anteed the loan to the utility the bank would
have recourse to the parent. This would pro-
vide additional protection to the utility.
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Mr. Paul Reichmann

Mr. Reichmann, the Senior Executive Vice Presi-
dent and director of Olympia § York Development
Limited filed an affidavit with the Board. He
addressed the following matters: the role of
Ontario 499977 and the decision to invest in
Unicorp preferred shares.

He explained that Ontario 499977 invests in
marketable securities as a nominee for Olympia
& York. This company currently holds approxi-
mately 2,000,000 preferred shares in Unicorp.
The shares were purchased by Gordon Capital on
the last day of the takeover bid at prices up
to $12.50 per share.

This investment decision was based on the mer-
its of the Unicorp securities and on tax rea-
sons. Mr. Reichmann had no contact or discus-
sions with the Edper/Brascan group of companies
regarding this transaction. By reason of a
prior holding of shares in Royal Trustco Limit-
ed, Olympia § York also owns 2,140,300 Class A
voting shares and 1,496,968 Class II preferred
shares series one, in Trilon Financial Corpora-
tion through a subsidiary of Olympia §& York,
namely, the Olympia § York Holdings Corpora-
tion. Through an investment in England Olympia
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& York also has an investment interest in Tri-
zec Corporation Limited. Mr. Reichman does not
consider the Olympia § York group of companies
to be connected to the Edper/Brascan group of

companies as a result of these investments.
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Appendix B. MAPS OF THE OPERATING AREAS OF
THE THREE MAJOR NATURAL GAS

UTILITIES
1. Union Gas Limited
2. The Consumers' Gas Company Ltd.
3. Northern and Central Gas Corporation

Limited




Union Gas pipeline system

E
Primary and Secondary gas trans-
mission and storage pipelines

x

Major compressor stations

+
Gas storage fields

Portion of transmission facilities of
TransCanada PipeLines Limited, The
Consumers’ Gas Company, Great
Lakes Gas Transmission Company
Ltd. and Panhandle Eastern Pipe
Line Company
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Appendix C. CORPORATE ORGANIZATION STRUCTURE

Unicorp Canada Corporation
Union Enterprises Ltd.

Hiram-Walker Resources Ltd.
Inter-City Gas Corporation

T & N DN -
e & e e

Hees International Corporation




OWICORP CAMADA CORPORATION

BUBS IDIARIES
AND ASSOCIATED COMPANIES

(PERCENTAGE VOTINMG IWTEREST)

UICORP CANADA CORPORATION

wholly owned subsidiaries
Unicorp Holdings (U.S.) Inc. (1)
U.F.C. Boldings Inc. (2)

Canadian Jamieson
Developments Limited (3)

D.S.R. Holdings Limited (4)

!
Gf.2l

UNICORP RESOURCES L1D.

wholly owned subsidaries

Shelter Hydrocarbons Inc. (5)
Killucan Resources Inc. (6)

Embassy Resources, Inc. (7)

65.6%
1

48.5%

UNION ENTERPRISES
LTD.

UNICORP AMERICAN CORPORATION

wholly owned subsidiaries

IIT Missouri Corporation (8)
IIT Realty Corporation (9)
11T sandpipgr Corporation (10)
IIT Florida Corporation (11)
Prudential Holding Corporation (12)
Pleasure Island Corporation (13)
Brightside Corporation (14)
V.1. Properties Corporation (15)

Turabo Estates, Inc. (16)

3.4% ()

CITYFED
PIRANCIAL CORP.

(*) 8.2% voting interest calculated on a fully diluted basis.

See accompanying footnotes for a description of wholly owned




%001
‘G171 9NISS3ID0¥d
301K V1438V

YosS
‘047 008 DV ¥V

%001

"ONI S30HNOS3Y GIIINS

%001
Q31111 (OKIVLINO)
SINVHNVIS3Y S AVENNN

%001

‘ONI SG003 ONVWOAV 13

_

%001

ONI NVIHBRYIINHD

% 001
QILINT ANVINOD
NIOVHIIN 8@ AT WMVYO

%00}

Q3107 SUINIVA LSIBIMONS

%004
adLimn

SIV3IN Q3SS3H0 NVIGVNVD|

_

_

%001
Q311NN S00034 (O3IVLS

%t 0
‘a1 svo
® 10 Jvme

NYINEWYI3Nd

% 06
Q3N SINAYIS 000

%001
a3nimn

ANVINOD TYNOILYN 1100S

% 00

‘017 S1V3IM SNUNG

% 00}
QILINN SIINVO NTvd

% 0L
G171 S00034 VHENVD

]

% 001
‘G147 SIDUN0S 3
Q13IHS  NOINN

_

[

|

% 001
Q34INI0 SQ004 SNNNB

%001
Q31iM1T SYD NOINN

‘047 SISIHAYILNI NOINN




19800/

| e | peatuTT |
| epeue) | | pe3TuTT | _ Ruedwod | | pe3TUTT |
_mcﬂuwwcﬂmcm_ _wu:wEuww>cH_ _ umcﬁuwxumz — |sbeio3s sen| _ PO3TUTT | ~ “ouT
_ sepuop | | *9°0'v _ | .sasunsuop | | ussunoaz | | 3sdebos | | exs31ZRD |
%007 | %007 | | %007 | 280G | sT°6v | %001 |
| | _ | | |
_ | _ _ | |esavurT | |
| P _ | | pe3mwiT | | | pe3twtt | | |Tpe3Twil | | |saedotressa| | | “oul _
| sbutptoH | _ | K3teoy | _ |uotsstusuear| | | ‘sep puv| | | sey | | |‘Aueduod ses|
| sepuop | _ | 1sa3UNSUO) | _ | seo exebein| | |TT0 serav| | |ie3emispun| | |sousimeT 3|
_ | _ | [ T _ _ _
%007 | _ %007 | | %007 | | %0071 | | =001 | | %001 |
!
_
_ _
_ ‘a1 ANVAWOD |
| Sv9 ,SYAWNSNOD FHI |
| _ | pe3TUTT | |pa3TWTT S3I0M|
[ _ Aueduon _ _ ] Emuscoow_
| | 110 swon| | -2 Tem-we TH |
| _
358 | %007 | 00T
_ |
| |
| _
| pe3TUTT SuUTT odid | _ | *paT 110 |
| tetoutaoadisjur | | P31 seoinossy | | swon- 19y TeM|
| wwxﬁmz weitH |
£33 %001




HLLVYY/

_wwuq ownwso_ uotT3rI0dIO) Aueduo)

9p paoN np sut ad1d sen badriuuim
A01d zeH o7 uotdueyp 193e915
*0D P (PI¥T uIs3saM ‘PIT
sen (eqo3TuER) suteld) (*0°€)
puetsI S9T31TT3N S9T3TTIAN S9T3TTT3N
%00T 19ANODUBA 201 O0I 201
€6 %00T 00T : %00T
QILINIT NOILVIOdY0D k174
SYD IVYEINID ANV NYIHLION ‘P31 ‘P11
| suedoid S9T3TTIAN
_ sebia 901
287 | 287 _ _
| T %001
‘P31 sed ‘P31 sed ‘PII , ‘P33T suoqied *OUI 23gand
©T1300S 901 JOTMSUNIg DDOI| |S90anosay 9HDI| |-0apAH uetpeue)d| |A3TD-I83uUIl 2ZEH
%0S %00T %001 %00T %67V

_ uotjeirodio) ses K3To-I923ul _

%8¢

| PS3TWTT S3USWISSAUI DOIW |

%0¢

_ Auedwo) 3snig Teijus) _

$T°G¥

%€ ¥8°¢2¢

USTTH pieuos] uayo) uaqnay°*H




* Public companies.
** On a fully-diluted basis.
#** Direct and indirect on a fully-diluted basis.
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REPORT OF THE BOARD

Appendix D. UNDERTAKINGS AND ORDERS IN
"COUNCIL

When there has been a change in the ownership
or control of one of the three major Ontario
natural gas wutilities, undertakings have been
offered to the Lieutenant Governor with the
purpose of assuring continued service to the
utilty's customers. The text of these under-
takings is given here together with the accom-

panying Order in Council.

1. Newco, relating to the takeover of
Northern and Central Gas Corporation
Limited (August 15, 1975)........... ee...D/3

2. Hiram Walker - Consumers Home Ltd.,
upon reorganization (April 21, 1981).....D/11

3. Inter-City Gas Corporation, etc., and
Northern and Central Gas Corporation
Limited (January 18, 1985)........... ....D/19

4., Union Gas Limited and Union
Enterprises Ltd. on reorganization
(December 14, 1984) . ... vuvunnnn vee...D/27

5. Unicorp Canada Corporation and
“ Union Enterprises Ltd. following the
takeover (1985)............. et ...D/33
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UNDERTAKING OF NEWCO LTD.

As provided for in Order-in-Council No. 2116/75,
Newco Ltd. hereby undertakes to the Lieutenant Governor in
Council of Ontario on its own behalf and on behalf of Norcen
Energy Resources Limited ("Norcen"), a cdmpany to be formed
by the amalgamation of Newco Ltd. and Canadian Industrial
Gas & 0il Ltd. ("Cigol"), that so long as Norcen and its
successors have a sufficient number of the outstanding voting
shares of Northern and Central Gas Corporation Limited to |
enable the former to exercise corporate control over Northern
and Central Gas Corporation Limited, and so long as the latter
company, itself or through an affiliate or subsidiary, shall
carry on the business of distributing natural gas in Ontario,
Norcen will,

(i) review annually with the Minister of
Energy, with such detail as he may
reasonably require, the present and future
gas supply position of Northern and
Central Gas Corporation Limited;

(ii) provide timely prior notification to the
Lieutenant Governor in Council of any
development or occurrence (of which
Norcen has knowledge or information)
following which: control of Norcen (and
indirectly therefore control of Northern
and Central Gas Corporation Limited)
could be acquired by any person or
corporation distributing natural gas in
Ontario;

(iii) Newco Ltd. will cause Norcen, upon its
incorporation, to apply for and use its
best efforts to obtain, and if granted to
keep current, an exemption from the
requirement to obtain approval to issue
equity capital under the Alberta Gas
Utilities Act similar to that now held
by Cigol;
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(iv)

cause such portion of the earnings of
Northern and Central Gas Corporation
Limited to be retained as is appropriate
for retention by a gas distribution
utility, and to the extent that such
retained earnings are not sufficient to
maintain the equity af Northern and Central
Gas Corporation Limited at a level sufficient
to enable Northern and Central Gas Cor-
poration Limited to carry on its business
of distributing gas in Ontario, Norcen
will provide additional equity capital

‘sufficient for that purpose, on terms at

least as favourable as Northern and Central
Gas Corporation Limited could have obtained
itself directly from the market if the
reorganization had not occurred; and, in
the event an exemption is not obtained

by Norcen from the Public Utilities Board

of Alberta, in respect of the requirement,
under the Alberta Gas Utilities Act,
(mentioned in subclause (iii) for prior
approval to issue capital, and Norcen is
unable to obtain approval under that Act

to supply such additional equity to Northern
and Central Gas Corporation Limited, and is
otherwise unable to supply such equity,
Norcen agrees and undertakes to permit
Northern and Central Gas Corporation Limited
itself to raise equity from other sources

‘including the issue of shares to the public,

(v)

D/4

if required to carry on such business;

Norcen will repay in each of the calendar
years 1980 to 1999 inclusive an amount
equal to 5% of the original principal
amount of the demand promissory note to be
issued by it to Northern -and Central Gas
Corporation Limited pursuant to the provisions
of the scheme of arrangement dated December
11, 1974 by Northern and Central Gas
Corporation Limited pursuant to section

193 of The Business Corporations Act,
provided that all payments of principal of
the said promissory note, whether made at
the option of Norcen or as a result of a
demand for payment by Northern and Central
Gas Corporation Limited, will be applied in
satisfaction of the payments due hereunder
as they fall due.




IN WITNESS WHEREOF Newco Ltd. has executed this
undertaking under its corporate seal at Toronto, Ontario

on the 15th day of August, 1975.

NEWCO LTD.

per: /lg a ML&"

~President

e L 25

Director

D/5



f | 0.C. 2116/75

Ontano

Executive Council

Copy of an Order-in-Council approved by Her
Honour the Lieutenant Governor, dated the 30th day of
July, A.D. 1975. |

Thg Committee of Council have had under
consideration the report of the Honourable the Minister
of Energy, wherein he states that,

WHEREAS Newco Limited.applied to the Ontarilo
Energy Board for leave to be granted by the Lieutenant
Governor in Council, pursuant to section 26(2) of The
Ontario Energy Boérd Act, tdvenable Newco Limited to
acquire all of the outstanding voting shares of Northern
and Central Gas Corporation Limited, and the Ontario
Energy Board, after a hearing, in its Report and Opinion,
recommending that such leave be granted, subject to the
terms and conditions hereinafter mentioned'iﬁ paragraph 4;

AND WHEREAS, after consideration of the saild
Report and Opinion, the Minister of Energy initiated
discussions with Newco Limited pursuant to which Newco
Limited agreed, upon the leave applled fpr being granted,
to give the sevefal undertakings hereinafter mengioned in
paragraph B; ‘

The Honourable the Minister of Energy recomnends
that, effective on and after July 31, 1975, leave be granted

to Newco Limited, pursuant to section 26(2) of The Oatario
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shares of Northern and Central Gas Corporation Limited,

A. As recommended by The Ontario Energy Board,

subject to the following.terms and conditions

that th> acquisition be, _

(a) carried out in accordance with the scheme
of arrangement, dated December 11, 1974,
pursuant to section 193 of The Business
Corporation Act, for the purpose of
carrying out the amalgamation agreement
of the same date between Newco Ltd. and
Canadian Industrial Gas & 01l Ltd. ("Cigol"),
without any modification or alteration
of either unless it shall have been
consented to by the Lieutenant Governor
in Couhcil; anad

(b) made no later than December 31, 1975, or,
1f the amalgaﬁation is not then completed,
by such laéer.date'as shall have been
consented to by the Lieutenant Governor
in Council;

And_upon Newco Ltd., pfoviding to the Lieutenant

Governor in Council the undertakings set out

below with an assurance satisfactory to the

Licutenant Governor in Council that such undertalkings

shall be performed by Newco Ltd., or Norcen

Energy Rescurces Limited ("Norcen"), namely,

(e) so.lohg as Norcén ahd its successors have

‘a sufficlent number of the outstanding

voting shares of Northern and Central Gas



to exercise corporate control over Northern
and Central Gas Corporation Limited, and sc
long as the latter Company, itself or
through an affiliate. or subsidiary, shall
carry on the bﬁsiness of distributing
natural gas in Ontario, Norcen will,

(1) review annually with the Minister
of Energy, with such detaill as he
may reasonably require, the present
and future gas supply position of
Northern and Central Gas Corporation
Limited;

(11) provide timely prior notification
to the Lieutenant Governor in
-Councill of any development or
occurrence (of which Norcen has
knowledge or 1nformation2 following
which control of Norcen (and indirectly
therefore control of Northern and
Central Grs Corporation Limited)
could he pequired by any perzon or
corporation distributing naturail
gas in Ontario;

(111) Newco Ltd. will cause Norcen, upon
its incorporation, to apply for and
use its best effcrts to obtain, and
if granted to keep current, an
exemption from the requirement to
obtain approval to issue equity
capital under the Alberta Gas
Utilitles Act similar to that now

"held by Cigol; ‘

(1v) cause such portion of the earnings of
Northern and Central Gas Ccrporation
Limited to be retzined as 1s approriate
for retention by a gas distribution
utility, and to the extent that such
retained earnings are not sufficient tc
maintain the equity of Northern and
Central Grs Corporation Limited at a
level sufiicient to enable Northern aund
Central Gas Corporation Limited to carry
on its business of distributing gas in
Ontario, Norcen will provide additional
eguity capital sufficient for that



purpose, on terms at least as favourable
as Northern and Central Gas Curporation
Limited could have obtained itself
directly from the market if the
reorganization had not occurred; and, in
the event an exemption is not obtalned
by Norcen from the Public Utllities
Board of Alberta, in respect of the
requirement, under the Alberta Gas
Utilities Act, (mentioned in subclause
(i11) for prior approval to issue
capital, and Norcen is unable to obtain
approval under that Act to supply such
additional equity to Northern and
Central Gas Corporation Limited, and 1is
otherwise unable to supply such equity,
Norcen agrees and undertakes to permit
Northern and Central Gas Corporation
Limited itself to raise equity from
other sources including the issue of
shares to the public, if required to
carry on such business;

(v) Norcen will repay in each of the calendar
years 1980 to 1999 inclusive an amount
equal to 5% of the original principal
amount of the .demand promissory note to
be issued by it to Northern and Central
Gas Corporation Limited pursuant to the
provisions of the said scheme of
arrangement, provided that all payments
of principal of the said promissory note,
whether made at the option of horcen or
as a result of a demand for payment by
Northern and Central Gas Corporation
Limited, will be applied in satisfaction
of the payments due hereunder as they
fall due.,

The Committee of Council concur in the
recommendation of the Honourable the Minister of Energy

and advise that the same be acted on.

Certified,

O € Nk
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HIRAM WALKER RESOURCES LTD.

TO: ' THE LIEUTENANT GOVERNOR IN COUNCIL FOR THE
PROVINCE OF ONTARIO

WHEREAS Hiram Walker-Consumers Home Ltd. (the
"Corporation") has proposed to its shareholders a reorgani-
zation whereby a holding company will be established which
will own shares of subsidiary companies carrying on the
utility business, the distilled spirits business and the

0il and gas explorétion business; and

WHEREAS the said reorganization will be
accomplished by an arrangement pursuant to The Business
Corporations Act whereby shareholders of the Corporation
(with the exception of the holders of the Group 1
Preference Shares) will by automatic share exchange receive .
substantially identical shares of Hiram Walker Resourceé

Ltd. ("HWR"), whlch is presently a sub51d1ary of the
Corporation, and HWR will become the owner of all of the

issued shares of the Corporatioh except the said Group 1

Preference Shares; and

WHEREAS it is a condition of the reorganization
that the Lieutenant Governor in Council shall have given
its permission to the above-mentioned exchange of shares

pursuant to or exempted the parties from compliance with
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the provisions of The Ontario Energy Board Act (the "Act")
without imposing any term or condition which in the opinion
of the directors of the Corporation, would be unduly
detrimental to the interest of the cbrporation or its

shareholders; and

WHEREAS in order to induce the Lieutenant
Governor in Council to so grant its permission or exempt
the parties from compliance with the Act, HVR has agreed
to give certain undertakings to the Lieutenant
Governor in Council.

NOW THEREFORE HWR hereby undertakes that so long
as HWR and its successors have a sufficient number of the
outstanding voting shares of the. Corporation to exercise -
control over, the Corporation, and so long as the Corporation,
itself or through an affiliate or subsidiary, shall carry on

the business of distributing natural gas in Ontario, HWR will

(a) provide timely notification to the Lieutenant
Governor in Council of any development or
occurrence (of which HWR has knowledge) which
could reasonably result in the acquisition by
any person of such number of any class of
shares of HWR which, together with sharesl
already held by such person or by such pefson_

and an associate or'associates of such person
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(b)

(c)

will in the aggregate exceed 20 per cent
of the shares outstanding of that class
(other than a mortgage or charge to secure
a loan or indebtedness or to secure any
bond, debenture or other evidence of
indebtedness), the words "person" and
"associate" to have the meaning prescribed

by The Ontario Energy Board Act;

cause to be provided to the Corporation an
additional $189 million of equity through
the subscription of HWR or a third party
or third parties for additional common
shares of the Corporation, such additional
equity to be provided to the Corporation

prior to September 30, 1981;

cause to be retained in the Corporation such
portion of the earnings of the Corporation as
may be appropriate from time to time for
retention by a gas distribution utility, and

to the extent that, at any time, such retained
earnings are not sufficient to maintain the
equity of the Corporation at a level appropriate
for a gas distribution utility company to

provide, within a reasonable length of time,
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(4)

(e)

additional equity capital sufficient for that
purpose, either directly or from other sources,
including the issue of shares to the public,'
provided that a reasonable raté of return on
equity capital be allowed. For the purposes

of this undertaking, HWR shall be bound by a
determination of the Ontario Energy Board
(thev"Board”) of an appropriate level of equity
capital up to the level which the Board found
to be appropriate for the purposes of the
Corporation's rate hearing held in the fall of
1980, as set forth in the Board's reasons for

decision dated January 30, 1981;

cause the board of directors of the Corporation
to be comprised of a majority of directors who
are independent of HWR and are representative

of the commuhities in which the utility business
is carried on provided that the term "represen-
tative" as used herein shall not be confined to
persons who are elected or appointed officials

of local government or agencies thereof; and

not permit or direct the Corporation to borrow

for or guaranteé the obligations of HWR or
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other subsidiaries of HWR.

DATED this 21st day of April, 1981.

HIRAM WALKER RESOURCES LTD.

by:

Lo Plvicie

President and Chief
Executive Officer
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Order in Council

Ontario
‘Executive Council

On the recommendation of the undersigned, the Lieutenant Governor, by and with the advice and
concurrence of the Executive Council, orders that

the appended Regulation be made under the Ontario Energy Board

Act.

y , 7 ,/1
/Z} / ; //. / _
; . Lo Vs ' £
Recommended L 4//L4/L/’(' Concurre g A~
7

Minister of Energy Chairman :

Approved and Ordered May 14, 1981 .
Date E;gutendht Governor
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REGULATION TO AMEND
REGULATION 626 OF REVISED REGULATIONS OF ONTARIOQO, 1970
MADE UNDER THE
ONTARIO ENERGY BOARD ACT

1. Regulation 626 of Revised Regulations of Ontario,

1970 is amended by adding thereto the following section:

5c. Hiram Walker Resources Ltd. is exempted
from the operation of or compliance with
subsection 26(2) of the Act in respect
of the acquisition by way of share
exchange of all of the outstanding 7-1/2
per cent voting preference shares, 9 per
cent convertible preference shares and
common shares of Hiram Walker-Consumers
Home Ltd. pursuant to an arrangement
made under the provisions of the
Business Corporations Act between Hiram
Walker-Consumers Home Ltd. and its
shareholders dated the fifteenth day of
December, 1980.
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UNDERTAKINGS

TO: THE LIEUTENANT GOVERNOR IN COUNCIL OF

THE PROVINCE OF ONTARIO

WHEREAS Inter-City Gas Corporation, ICG Resources Ltd. and
Vigas Propane Ltd. (herein together referred to as "Inter-City")
by £h agreement dated October 30, 1984 have agreed to buyAand
Norcen Energy Resources Limited ("Norcen") has agreed ﬁo sell
all of the common shares of Northern and Central Gas Corporation

Limited ("Northern");

AND WHEREAS, as part of the said transaction, Northern will
transfer to Inter-City Gas Corporation an unsecured demand note
issued by Norcen payabie fo Northern on which there is currently
outstanding approximately $47 million, receiving in return an
identical promissory note (the "Inter-City Note") issued by

Inter-City Gas Corporation.and payable to Northern;

AND WHEREAS the said transaction cannot be conclucded with-
out first obtaining the leave pf the Lieutenant Governor in

Council pursuant to Section 26 of the Ontario Energy Board Act;

AND WHEREAS pursuant to the said Act, the Ontario Energy
Board has, following a public hearing, submitted to the
Lieutenant Governor in Council its report and opinion dated

January 16, 1985;



AND WHEREAS the Board's opinion is that with the provision
of a bank guarantee of the Inter-City Note and certain under-
takings by Inter-City, the transaction will meet the test of

the public interest and would be recommended for approval:

NOW THEREFORE with a view to persuading the Lieutenant
Governor in Council to grant the leave necessary under
Section 26 of the Ontario Energy Board Act to enable the said
transaction to be concluded, the undersigned do hereby jointly
and severally undertake and agree as follows, for so long as
Inter-City and its successors have a sufficient number of the
outstahding voting shares of Northern to enable Inter-City to
exercise corporate control over Northern, and for so long as
Northern, itself or throﬁgh a corporation over which it
exercises corporate control, shall carry on the business of

distributing natural gas in Ontario:

1. Inter-City and Northern will cause such portion
of the current and future earnings of Northern
to be retained in Northern as is from time to
time appropriate for retention by a gas dis-
tribution utility regulated by the Ontario Energy
Board, and to the extent that such retained
earnings are not sufficient to maitain the eguity
of Northern at a level from time to time deemed
appropriate for Northern by the Ontario Energy
Board, Inter-City will provide additional eguity
capital sufficient for that purpose, on terms at
least as favourable as Northern could itself
obtain directly from the market; and, in the
event Inter-City is unable or unwilling to supply
such equity, Inter-City agrees and undertakes to
permit Northern itself to raise equity from other
sources including the issuance of shares to the
public.
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Northern will not pay dividends, or redeem,
purchase or otherwise reduce or affect the
amount or level of shareholders' equity of
Northern, except in accordance with a divi-
dend or distribution policy consistent with
applicable business corporations statutes,
trust indentures and Ontario Energy Board
findings as to appropriate levels of equity
of Northern.

Northern shall not borrow for, make loans or
advances to, guarantee the obligations of or
otherwise assume or become responsible for
the obligations of Inter-City or any body
directly or indirectly owned or controlled
by Inter-City, without the prior consent of
the Minister of Energy of Ontario.

The undersigned shall give timely notice to
the Lieutenant Governor in Council of any
occurrence (including, without limitation,
any known, proposed or intended sale, dis-
position or transfer of shares of Northern
or Inter-City) known to them which could
result in any person acquiring such number
of voting shares of Northern or Inter-City
which, together with shares held by such
person and by an associate or associates

of such person, will in the aggregate exceed
20% of the voting shares outstanding of
Northern or Inter-City (using, for the pur-
pose of this Undertaking, the definitions
provided in the Ontario Energy Board Act).

None of the costs of or incidental to the
said transaction will be borne by Northern
or included in the utility cost-of-service
calculations of Northern or Inter-City Gas
Corporation. :

Northern's head office and main operating
office shall be maintained in Ontario.

Northern will maintain on its Board of
Directors at least two residents of its
franchise area who at the time of their
election or appointment have no pecuniary
interest in Inter-City consolidated and.
no business connection with Inter-City
consolidated, Northern, or any other
natural gas distribution or transmission
company .
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10.

Inter-City and Northern shall make reason-
able efforts to accomplish a restructuring
of Northern such that there will result a
corporation whose assets, liabilities and
activities relate only to the regulated
natural gas distribution business in
Ontario. '

Inter-City will pay the principal on the
Inter-City Note in instalments or $1,672,000
on December 31, 1988 and $4,148,000 on
December 31 in each year 1989 to 1999 inclu-
sive, or on such accelerated basis as the
parties thereto may agree upon.

Inter-City shall, without expense to Northern,
forthwith arrange a guarantee by a Canadian
chartered bank of the Inter-City Note, the same
to be maintained in force for so long as the
Inter-City Note is held directly or indirectly
by the corporation which operates the regulated
natural gas distribution business in ontario
presently operated by Northern.

IN WITNESS WHEREOF the undersigned have respectively

caused these presents to be executed this 18th day of

January

1985.

INTER-CITY GAS CORPORATION

= S ot v

ICG RESOURCES LTD.

4 T e
Per ) :

VIGAS PRCPANE LTD.
< L=

Per

NORTHERN AND CENTRAL GAS
CORPORATION LIMITED

Per ZQé%Zii;4z¢¢¢//

i P Preee cletf -




bz Order in Council

Ontano
E xecutive Council

On the recommendation of the undersigned, the Lieutenant Governor, by and with the advice and
concurrence of the Executive Council, orders that

WHEREAS Inter-City Gas Corporation, ICG Resources Ltd. and
Vigas Propane Ltd. (herein together referred to as "Inter-City")
by an agreement dated October 30, 1984 have agreed to buy and
Norcen Energy Resources Limited ("Norcen") has agreed to sell
all of the common shares of Northern and Central Gas Corporation
Limited ("Northern"); ‘

AND WHEREAS, as part of the said transaction, Northern will
transfer to Inter-City Gas Corporation an unsecured demand note
issued by Norcen payable to Northern on which there is currently
outstanding approximately $47 million, receiving in return an
identical promissory note (the "Inter-City Note") issued by
Inter-City Gas Corporation and payable to Northern;

AND WHEREAS, as part of the said transaction, Inter-City
Gas Corporation will issue to Norcen as fully paid 110,000 First
Preference Shares 8% Series A (the "Preference Shares") having a
redemption value of $700 each, whereupon Norcen will own in
excess of 20% of the voting First Preference Shares of Inter-
City:

AND WHEREAS the said transaction cannot be concluded without
first obtaining the leave of the Lieutenant Governor in Council
pursuant to Section 26 of the Ontario Energy Board Act;

AND WHEREAS pursuant to the said Act, the Ontario Energy
Boaréd has, following a public hearing, submitted to the
Lieutenant Governor in Council its report and opinion dated
January 16, 1985;

AND WHEREAS the Board's opinion is that with the provision
of a bank guarantee of the Inter-City Note and certain under-
takings by Inter-City, the transaction will meet the test of
the public interest and would be recommended for approval;

AND WHEREAS Inter-City and Northern have jointly and
severally undertaken and agreed as follows, for so long as Inter-
City and its successors have a sufficient number of the
outstanding voting shares of Northern to enable Inter-City to
exercise corporate control over Northern, and for so long as
Northern, itself or through a corporation over which it exer-
cises corporate control, shall carry on the business of
distributing natural gas in Ontario: '
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Infer-City and Northern will cause such portion
of the current and future earnings of Northern
to be retained in Northern as is from time to
time appropriate for retention by a gas dis-
tribution utility regulated by the Ontario
Energy Board, and to the extent that such
retained earnings are not sufficient to maintain
the equity of Northern at a level from time to
time deemed appropriate for Northern by the
Oontario Energy Board, Inter-City will provide
additional equity capital sufficient for that
purpose, on terms at least as favourable as
Northern could itself obtain directly from the
market: and, in the event Inter-City is unable
or unwilling to supply such equity, Inter-City
agrees and undertakes to permit Northern itself
to raise equity from other sources including
the issuance of shares to the public.

Northern will not pay dividends, or redeem,
purchase or otherwise reduce or affect the
amount or level of shareholders' equity of
Northern, except in accordance with a divi-
dend or distribution policy consistent with
applicable business corporations statutes,
trust indentures and Ontario Energy Board
findings as to appropriate levels of equity
of Northern.

Northern shall not borrow feor, make loans or
advances to, guarantee the obligations of or
otherwise assume or become responsible for
the obligations of Inter-City or any body
directly or indirectly owned or controlled
bv Inter-City, without the prior consent oZf
the Minister of Energy of Ontario.

The undersignec shall give timely notice to
the Lieutenant Governor in Council of any
occurrence (including, without limitation,
any known, proposed or intended sale, dis-
position or transfer of shares of Northern or
Inter-City) known to them which could result
in any person acguiring such number of voting
shares of Northern or Inter-City which, ‘
together with shares held by such person and
by an associate or associates of such person,
will in the aggregate exceed 20% of the
voting shares outstanding of Northern or
Inter-City (using, for the purpose of this
Undertaking, the definitions provided in the
Ontario Energy Board Act).



5. None of the costs of or incidental to the
said transaction will be borne by Northern
or included in the utility cost-of-service
calculations of Northern or Inter-City Gas
Corporation.

6. Northern's head office and main operating
office shall be maintained in Ontario.

7. Northern will maintain on its Board of
Directors at least two residents of its
franchise area who at the time of their
election or appointment have no pecuniary
interest in Inter-City consolidated and no
business connection with Inter-City con-
solidated, Northern, or any other natural
gas distribution or transmission company.

8. Inter-City and Northern shall make reason-
able efforts to accomplish a restructuring
of Northern such that there will result a
corporation whose assets, liabilities and
activities relate only to the regulated
natural gas distribution business in Ontario.

9. Inter-City will pay the principal on the
Inter-City Note in instalments of $1,672,000
on December 31, 1988 and $4,148,000 on
December 31 in each year 1989 to 1999 inclu-
sive, or on such accelerated basis as the
parties thereto may agree upon.

10. Inter-City shall, without expense to Northern,
forthwith arrange a guarantee by a Canadian
chartered bank of the Inter-City Note, the
same to be maintained in force for so long as
the Inter-City Note is held directly or
Indirectly by the corporation which operates
the regulated natural gas distribution busi-
ness 1n Ontario presently operated by Northern.

NOW THEREFORE leave is hereby granted pursuant to
Section 26 of the Ontario Energy Board Act:

a) to the acguisition by Inter-City of all of the
outstanding common shares of Northern; and
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b) to the acquisition by Norcen of all of the
Preference Shares;

both as contemplated by the said Agreement dated October 30,
1984.

Recomende/ c %«&75 XY,

Minister of Energy ~ Ch&irman

/

Approved and Ordered January 24, 1985

Gy

Date Eigg:enpnt Governor
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EXHIBIT "A"

TO: The Honourable The Lieutenant Governor in Council,
under the Ontario Energy Board Act, concerning the
Reorganization of Union Gas Limited and
creation of Union Enterprises Ltd.

UNDERTAKINGS

The Applicants in this Petition, Union Gas Limited and Union

Enterprises Ltd., do hereby undertake:

1. Indebtedness, Guarantees, Etc.

The Applicants undertake that Union Gas Limited, as constituted
following the Reorganization, will not become responsible for the
indebtedness for borrowed money of Union Enterprises Ltd.; Union Shield
Resources Ltd., or any other corporation which is an "affiliate" of Union
Cas Limited (as defined in The Business Corporations Act, 1982 as from time
to time amended or re-enacted), save for corporations which may be (i)
subsidiaries of Union Gas Limited and (ii) "distributors", "producers",
"storage companies" or "transmitters'" (all as defined in the Ontario Energy
Board Act, as from time to time amended or re-enacted) or otherwise subject
to regulation under the said Act, in;each case without the prior consent of
the Lieutenant Governor in Council or the Ontario Energy Board, as may be

appropriate in the circumstances.
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undertake

(1)

(i1)

(iii)

Fquity of Union Gas Limited

After giving effect to the Reorganization, the Applicants

as follows:

that the portion of the current and future earnings of Union Gas
Limited as is appropriate to its regulated utility operations

will be retained in Union Gas Limited;

that Union Gas Limited will not pay dividends, or otherwise
redeem, purchase, reduce or affect the amount or level of
shareholders' equity of Union Gas Limited, except in accordance
with a dividend or distribution policy consistent with applicable
business corporations statutes and trust indentures and other

borrowing instruments applicable to Union Gas Limited; and

that the Applicants will make reasonable efforts to retain in
Union Gas Limited a level or amount of shareholders' equity
appropriate to the regulated utility operations of Union Cas
Limited, subject to being granted a competitive and appropriaté
rate of return on shareholders' equity and the components thereof
consistent with the utility-capital requirements of Union Gas

Limited.

If the Shareholders' equity of Union Gas Limited should fall below the

levels or amounts determined by reference to the undertakings given in this
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section 2, then Union Enterprises Ltd. will make reasonable efforts to
provide or cause to be provided to Union Gas Limited, directly or
indirectly, additional shareholders' equity to attain the levels or amounts
required, subject in each case to prevailing caﬁital market conditiéns and
the ability of Union Enterprises Ltd. and/or Union Gas Limited to raise

equity capital on a competitive and capital-market related basis.

3. Change or Potential Change of Control

Given that, by reason of the Reorganization, the Applicant Union
Enterprises Ltd. will not be subject to subsection 26(2) of the Ontario
Energv Board Act, the Applicants herein undertake that the Applicants, and
each of them,“Qill give timely notice to the Lieutenant Governor in Council
of any occurrence (including, without limitation, any known, proposed or
intended sale, disposition or transfer of shares of Union Gas Limited or
Union Enterprises Ltd.) known to them which would result in any person
acquiring such number of shares of Union Gas Limited or Union Enterprises
which, together with shares held by such person and by associate or
associates of such person, will in the aggregate exceed 207% of the shares
outstanding of that class of Union Gas Limited or Union Enterprises Ltd.
(usiﬁg, for the purpose of this Undeftaking, the definitions provided in

the Ontario Energv Board Act as from time to time amended or re-enacted).

4, Costs of Reorganization

The Applicants undertake that Union Gas Limited will not include
any of the costs of the Reorganization in the utility cost-of-service

calculations.
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5. Management Costs

The Applicants undertake that the shared or joint costs of

management, and other associated general admnistration and overhead costs,

of Union Gas Limited, Union Enterprises Ltd., Uﬁion Shield Resources Ltd.

and other corporations which directly or indirectly are part of the Union

Group of corporations, will be allocated fairly among such corporations.

MADE on December 14, 1984,

UNION GAS LIMITED

Chairman, President and
Chief Exec

By:

1dent Finance
,Bbrporate Development
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Chairman, President and
Chief Executive Officer

By: Y4 cl/s
Treasu




Order in Council

Ontano

E xecutive Council

On the recommendation of the undersigned, the Lieutenant Governor, by and with the advice and
concurrence of the Executive Council, orders that

the appended Regulation be made under the Ontario Energy Board

Act.

—

/. o
// .
~
Recommende €oncurred

Minister of Energy “ " Chairman

Approved and Ordered_ December 20, 1984

Date /L_._,ieutenant Governor
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: REGULATION TO AMEND
REGULATION 700 OF REVISED REGULATIONS OF ONTARIO, 1980
MADE UNDER THE
ONTARIO ENERGY BOARD ACT

1. Regulation 700 of . Revised Regulations of Ontario, 1980,
as amended by section 1 of Ontario Regulation 330/81, section 1
of Ontario Regulation 805/82 and section 1 of Ontario
Regulation 820/82, is further amended by adding thereto the
following section:

5d.-(1) Union Gas Limited is exempted from the
operation of or compliance with subsection
26(1) of the Act in respect of the
amalgamation of Union Gas Limited and UNG
(Subco) Limited pursuant to a scheme and
plan of arrangement under the Business
Corporations Act, 1982 between Union Gas
Limited, Union Enterprises Ltd., Union
Shield Resources Ltd., UNG (Subco) Limited
and their respective shareholders.

(2) Union Enterprises Ltd. is exempted from the
operation of or compliance with subsection
26(2) of the Act in respect of its
acquisition by way of share exchange of all
of the outstanding common shares of Union
Gas Limited pursuant to the scheme and plan
of arrangement referred to in subsection

(1).
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SCEZDULE 6

UNDERTAKING

TO: The Honourable Lieutenant Governor in Council

Unicorp Canada Corporation ("Unicorp”") and Urnion
Enterprises Ltd. ("Enterprises”) hereby undertake that if

and so long as:

(i) Unicorp controls Enterprises; and

(ii) Enterprises controls Union Gas Limited
("Gas"); and

(iii) Gas remains a utility subject to regu-
lation under the Ontario Energy Board
Act as from time to time amended, re-
enacted or subs+ituted (the "OEB Act")

then Urnicorp will vote its shares of Enterprises ancd Interprises

will vote its shares of Gas to accomplish the fcllowing:

1. Defirnition of Control

Fér the purposes of this unaertaking "control"
shall mean the right directly or indirectly to elect a
majority of the directors of a corporation whether by
ownership of shares, contract or otherwise and "controlled"

shall have a similar meaning.
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2. Indebtedness of Gas

Gas will not become‘responsible for the indebtedness

of Unicorp, Enterprises, Union Shield Resources Ltd. ("Resources").

Burns Foods Limited or any other "affiliate" (as defined in

the Business Corporations Act (the "OBC Aci"n of Gas, except
for subsicdiaries of Gas that are subject to regulation under
the OEB Act, without the prior consent of the Ontario Energy

Board.

3. Loans ané Investments by Gas

Gas shall not borrow for, make loans or advances
to, guarantee the obligations of or otherwise assume or be-
come responsible for the obligations of Unicorp, Enterprises,
Resources, Burns Fcods Limited or any other affiliate of Gas,
except for subsidiaries of Gas that are subject to regulation
under the OEB Act, without the prior consent of the Ontario

Energy Board.

4. Financing of Gas

For three years from the date hereof, Gas will not
increase its aggregate common.share cash dividend beyond
$27,000,000 per annum (plus an appropriate amount to reflect
any additional common eguity investment in Gas) plus an amount

equal to the dividend received by Gas in respect of its holding
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of preference shares of Resources. Nor will Gas otherwise
reduce shareholders' eguity by way of redemption or purchase
of comnon shares for cancellztion if the effect would be to
reduce the shareholders' eguity of Gas below that used to
determine rates in the most recently decided Gas rate case

before the Ontario Energy Board from time to time.

Unicorp, Enterprises and Gas will cause such portion
of the current and future earnings of Gas to be retained in
Gas as is from time to time appropriate for retention by a
gas distribution utility regulated by the Ontario Energy
Board, and to the extent that such retained earnings are not
or are expected not to be sufficient to maintain the ecuity
of Gas (for this purpose, eguity shall include both common
and preferred shares) at a level from time to time deemed
appropriate for Gas by the Ontario Energy Board, Gas will
be permitted to raise eguity at the times and in the manner
considered prudent by its Board of Directors. If Enterprises
orAUnicorp through Enterprises wish to provide Gas with ad-
ditional egquity capital, they may only do so on terms at
least as favourable to Gas as Gas could itself obtain

directly in the capital markets.

Unicorp through Enterprises, or Enterprises may

provide financing to Gas but only on terms no less favourable
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to Gas as Gas could itself obtain directly in the capital
markets. In the event Unicorp or Enterprises is unable
or unwilling to supply such financing, Enterprises and
Unicorp agree and undertake to permit Gas itself to‘;aise
financing from other sources, including the issuance of

securities to the public.

5. Regulated Activities

2ll current and future regulated utility activities
under the control of Unicorp or Enterprises and governed by
the OEB Act will be maintained in Gas or a subsidiary thereof

unless the Ontarioc Energy Board otherwise determines.

6. Chance of Control

The Ministry of Energy will be notified of any

potentizl change of control of Enterprises or Unicorp.

7. Board of Gas

Members of the Board of Directors of Gas shall

consist of:
(a) eight directors (the "Unrelated Directors")

nominated by those directors of Enterprises

elected by the shareholders of Enterprises
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(b)

(c)

other than Unicorp. The Unrelated Directors
shall consist of persons who are not officers,
3irectcrs or employees cf and who have nc
pecuniary interest in Unicorp, Enterpriées,
any corporation controlled by either of them,
any affiliate of either of them or any utility
company (other than Gas) governed by the OEB
Act (other than the ownership of shares of any
such corporation representing less than one-half
of 1% of the outstanding shares of any class
of any such corporation). Not more than two
of the Unrelated Directors may be officers or

emplovees of Gas:

five directors (the "Joint Directors”) nominated
by the Board of Directors of Enterprises. Not
more than two of the Joint Directors may be
officers, directors or employees of Unicorp,
Enterprises or any corporation contfolled by
either of them or any affiliate of either of

them (other than Gas); and
two directors (the "Other Directors") nominated

by Unicorp who may be officers or employees of

Unicorp.

n/27



Enterprises undertakes to vote its shares of Gas to
elect as directors of Gas the persons nominated as above, and
Unicorp widertakes to voite its shares in Enterprises tc cause

Enterprises to so vote its shares in Gas.

The Directors of Gas shall have all the usual powers
of directors under the OBC Act, provided all transactions
between Gas or any corporation controlled by Gas on the one
hand and Unicorp, Enterprisés or any corporation controlled by
either of them or any affiliate of either (other than Gas or
anv corporation controlled by Gas) on the other hand shall be

subject to the approval of a majority of the Unrelated Directors.

At least 40 percent of the directors of Gas shall be

resident in the franchise area of Gas.

If it is determined that the efficient management
of Gas would be best served by a Board of Directors of a dif-
ferent size, the respective number of Unrelated Directors,
Joint Directors and Unicorp Directors shall be increased or
decreased proportionately as the case may be, provided that
in no event shall Unrelated Directors constitute less than

51% of the directors of Gas.
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B. Acguisition Premium

No part of the premium arising on the acguisition
of shares of Enterprises ny Unicorp shall be added to the

rate base of Gas.

9. Head Office

The head office of Gas and all appropriate head

office operations will be maintained in the City of Chatham.

10. Undertakings of Enterprises

The undertakings previously agreed to by Enterprises
in its Petition to The Honourable Lieutenant Governor in

Council dated December 14, 1984 are hereby adopted by Unicorp.

DATED this day of April, 1985.
UNION ENTERPRISES LTD. UNICORP CANADA CORPORATION
Per: Per:
c/s c/s
Per: ‘ Per:
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