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1.0 INTRODUCTION 

Q. PLEASE DESCRIBE YOUR QUALIFICATIONS AND EXPERIENCE. 

A. Laurence Booth is a professor of finance and finance area co-ordinator in the Rotman 

School of Management at the University of Toronto, where he holds the CIT Chair in 

Structured Finance. Professor Booth, either alone or with the late Professor M. K. Berkowitz, 

has previously filed testimony with this Board in hearings involving Ontario Hydro, Union 

Gas, Centra Gas Ontario and EGDI, as well as the generic hearing in 2003 to review the 

Board’s ROE adjustment mechanism and the recent Ontario Electric Disco technical 

conference. A detailed resume has been filed previously with the Board. If needed, Professor 

Booth’s current CV can be downloaded from his web site.1  

Q. PLEASE DISCUSS HOW YOUR TESTIMONY IS ORGANISED AND THE 
ISSUES THAT YOU DEAL WITH. 

 

A.      The Vulnerable Energy Consumers Coalition (VECC) and the Consumers Council of 

Canada (CCC) have asked me to provide an independent commentary on issue #3.1 on the 

issues list. This is 

   

I understand that this issue was placed on the Issues list for this EB-2007-0605/0615 

Proceeding on Incentive Regulation for Enbridge Gas Distribution Inc. (EGDI) and Union Gas 

Limited (Union), by the School Energy Coalition (SEC).  

Although weather risk has come up on the issues list, as far as I am aware there is no evidence 

sponsored by any of the utilities. Instead what information there is has come from partial 

reproduction by EGDI and Union Gas of information requests from other hearings. I don’t 

                                                      

1  http://www.rotman.utoronto.ca/~booth. 
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regard weather risk as an important issue, in the sense that it is a temporary and diversifiable 

risk, and mainly important due to covenant restrictions specific to the debt of certain utilities. 

However, the judgment of other regulators is that it does affect the short term business risk of a 

utility and the appropriate common equity ratio. Further it is EGDI’s most important risk factor 

as indicated by the major Canadian bond rater, DBRS. For these reasons it is important that 

there be a full evidentiary record. This record should be lead by testimony from the gas utilities 

themselves; below I highlight some of the key areas that should be examined. 

  

Q.  IF AN APPLICATION WERE MADE TO TRANSFER THE WEATHER RISK 
TO RATEPAYERS, WHAT WOULD BE THE CONSIDERATIONS THAT THE 
BOARD SHOULD HAVE THE APPLICANTS ADDRESS? 

A.  The main considerations should be as follows: 

• Is weather risk a fully diversifiable risk for utility investors or should it affect 
the allowed ROE? 

• Does weather risk affect a utility’s capital structure? 

• What are the major covenants in a utility’s bond indenture and how does 
weather risk affect a utility’s financial flexibility if at all? 

• How have different Canadian regulators treated the effect of weather risk? Have 
they adjusted the utility ROE or common equity ratio or neither? 

• Is there a difference between Bond holder and shareholder interest in weather 
risk?  

 

Q. WERE THESE FACTORS A CONSDERATION IN THE RECENT EB-2006-
0034 APPLICATION BY EGDI?  

A. In the recent EGDI application  (EB-2006-0034), EGDI sought a 3% increase in its 

common equity ratio partly based on market access problems brought on by warmer weather. 

There is thus evidence that one Ontario gas utility felt that weather risk was material, so I will 

use information from this hearing to indicate the areas that might the Board might wish to 
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examine. For example, in Appendix A I attach the EGDI supplementary evidence that details 

how weather variability affected EGDI’s interest coverage ratio and its access to the medium 

term note (MTN) market. The critical passage is the last paragraph where EGDI states 

 

Clearly, at the time EGDI felt that the impact of warmer weather in shutting the company out 

of the MTN market was serious. I have seldom seen a company claim that its financial integrity 

was at stake and that immediate meaningful action is necessary. If EGDI’s evidence is taken at 

face value weather risk is a serious risk confronting Ontario gas utilities. Further if this risk is 

as serious as EGDI claimed at the time, then removing that risk should materially lower the risk 

borne by EGDI’s investors.  

 

Q. DO YOU BELIEVE THAT WEATHER RISK IS A SERIOUS 
BUSINESS/FINANCIAL RISK? 

A. Not directly. Weather risk has two important dimensions in terms of the financial 

integrity of a gas distribution utility. The first is that some utilities are held accountable for the 

volume variances caused by weather. This is the case for both Union Gas and EGDI. It is not 
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the case for two other large gas LDCs in Canada, since both Gaz Metro and Terasen Gas Inc. 

(TGI) have comprehensive deferral accounts that pass both the price, as well as volume 

variances, onto consumers. 

 It is important that the forecast weather on which the utility’s rates are based is accurate. At 

Appendix B is an excerpt from evidence in EB-2006-0034, where EGDI points out that warmer 

weather has reduced EGDI’s EBIT by $107 million since 1993. I have no expertise in assessing 

whether this statement is true or not, but it indicates the importance of correctly forecasting 

“normal” weather. If the true “normal” weather is warmer than that used to set rates, then 

EGDI, Union Gas or any other gas distribution utility will under-earn, since volumes will 

consistently be below forecast. However, volume forecasts are based on many other variables 

than weather.  

Of more importance to my evidence is the second impact of weather on utility risk. 

In Appendix B is EGDI’s evidence that the average absolute impact of weather variances on 

EBIT has been $35 million with annual swings of up to +/- $70 million. These are large annual 

variances and the question is whether or not EGDI should be rewarded for bearing this risk and 

conversely if this risk is transferred to ratepayers should any reduction in risk to EGDI, or 

Union Gas, result in a material loss of ROE premium or reduction in the allowed common 

equity ratio. 

 

Q. DO YOU BELIEVE THAT BEARING WEATHER RISK DESERVES A 
PREMIUM TO THE ROE? 

A. No. I have repeatedly stated for as long as I can remember that weather risk is the 

ultimate example of a fully diversifiable risk. Harry Markowitz won the Nobel prize for 

developing the principles behind modern portfolio theory (MPT). MPT looks at risk from the 

point of an investor holding a diversified portfolio of securities and has become the major 

paradigm in finance as institutions, like mutual funds, pension funds etc, have come to 

dominate the capital market. Risk is then measured as the contribution of any security to a 



 6

diversified portfolio and this risk is measured by the beta coefficient, where what is critical is 

the correlation between the security’s return and the market.  

That part of a security’s return variability that is correlated with the general market movement 

is called systematic risk and can not be removed by forming a diversified portfolio. 

Consequently the investor demands a risk premium for bearing this type of risk. Conversely 

that part of a security’s return variability that is uncorrelated with general market movements is 

called unsystematic risk and can be completely removed by holding a diversified portfolio. 

Since unsystematic risk can be completely removed the investor does not require a risk 

premium for bearing this risk. 

Weather risk is a prime example of diversifiable risk, since weather fluctuations across the 

country show little correlation with general economic activity or stock market behaviour, while 

weather fluctuations in Ontario are extremely unlikely to be correlated with any diversified 

global or North American portfolio. Over the last twenty years various “factor models” have 

been advanced as competitors to the Capital Asset Pricing model (CAPM), which comes out of 

MPT. Common factors are size, momentum, price to book etc, but I have yet to ever see 

anyone suggest weather as a risk factor.  For this reason I have consistently argued that no gas 

utility deserves a premium to the ROE for bearing weather risk.  

Further in looking at the adjustment mechanisms that have been used for setting the allowed 

ROE for different utilities across Canada, I see no evidence that the BCUC, for example, has 

set a lower allowed ROE for Terasen Gas Inc (TGI) due to the existence of its comprehensive 

weather deferral account.   

 

Q. DOES WEATHER AFFECT THE UTILITY’S CAPITAL STRUCTURE? 

A. Not necessarily or generally, it is very much a utility specific factor. In EGDI’s case the 

impact of weather was a significant factor in their request to increase their common equity ratio 

from 35% to 38%, so EGDI’s evidence in EB-2006-0034 indicates that EGDI felt it was a 
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significant factor in determining their capital structure. As the excerpt from EB-2006-0034 in 

Appendix B indicates EGDI justified its requested capital structure change in part on the need 

for a 0.20 cushion over the 2.0 interest coverage ratio (ICR) included in its bond indenture. 

Given the variability of up to $70 million caused by weather fluctuations, EGDI argued that a 

higher ICR was needed in order to allow the company to access the MTN market, otherwise its 

financial integrity was imperilled and all sorts of bad things would happen, such as bond 

downgrades etc.  

The basic argument is a straightforward one. The ICR is determined as the company’s earnings 

before interest and tax or EBIT divided by its interest or 

I
EBITICR =  

If the utility has to have an ICR of 2.0 to issue debt, then the more variability in EBIT the 

greater the probability that random weather fluctuation will cause the EBIT to drop far enough 

so that the ICR is below 2.0 and the utility is shut out of the bond market. Ipso facto the greater 

the weather variability, or risk, the higher the required cushion in the ICR needed over the 

“critical” value of 2.0.  

This cushion in the ICR can then be created either by a higher allowed ROE or higher common 

equity ratio. In the past EGDI and its forerunner companies have argued for a higher ROE and 

a higher common equity ratio to compensate for this weather risk. However, since no financial 

expert that I am aware of is willing to argue that weather risk deserves a premium to the ROE, 

all that is left is a higher common equity ratio, as requested by EGDI in EB-2006-0034. Hence 

weather risk can affect the capital structure of some utilities depending on their covenant 

provisions in their debt and their need for financial flexibility. 
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Q. DO YOU COMPLETELY ACCEPT THIS ARGUMENT? 

A. Not completely. As I pointed out in EB-2006-0034 the effects of weather fluctuation 

and declining interest rates2 are both temporary phenomena. In the case of weather, unless the 

normalisation is inaccurate, the utility can finance its operations with short term debt until the 

warmer weather passes and we are back to normal; that is warmer weather should be as likely 

to be followed by colder weather and vice versa. It is striking that in EB-2006-0034 the EGDI 

evidence was not supported by expert financial opinion, simply evidence by the company. 

Further DBRS also did not accept EGDI’s evidence, as the following passage indicates,3 

 

 

 

It is clear that as far as the bond rater, is concerned EGDI’s financial “metrics” remained 

consistent with its current “A” rating and that the technical issue of market access did not affect 

                                                      

2 Declining interest rates also squeeze the ICR due to the slow rollover of embedded debt costs. 
3 DBRS bond rating July 2007. 
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the credit worthiness or financial integrity of EGDI. Further the MTN market access problem 

evident at the time of EB-2206-0034 in December 2006 disappeared by March 2007.   

However, this is not to say that weather risk is not important, it is. As DBRS also points out on 

page 2 of the same report. 

 

If a utility has extensive exposure to weather risk then it can repeatedly be shut out of the bond 

market forcing it to rely on short term bank debt or other sources of finance. That is, what 

weather can do is reduce the financial flexibility of the utility and deny it the opportunity of 

financing with its preferred instruments. To this extent weather risk can affect a utility in 

reducing its financial flexibility. Conversely, removing this source of risk allows the utility to 

finance with more debt, since it removes the need for this “cushion” of the 2.0 ICR needed to 

access the MTN market. As the ratepayers bear the weather risk through variance or deferral 

accounts, the utility can use more debt and lower the cost of capital resulting in marginally 

lower rates.   

The BCUC has accepted this line of reasoning for Terasen Gas Inc (TGI), which is allowed a 

comprehensive revenue stabilizing adjustment mechanism (RSAM), where all weather related 

risks are folded into a deferral account and passed on to rate payers. Until recently the BCUC 

then only allowed TGI a 33% common equity ratio despite TGI being generally regarded as 
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slightly riskier than EGDI and similar to Union Gas, both at the time allowed 35% common 

equity with a premium ROE allowed for Union.  

At Appendix C are my full IR answers to EGDI information requests one of which is referred 

to in answer to SEC IR #24 in this hearing. The BCUC decided that TGI deserved a 35-38% 

common equity ratio and allowed the lower end as a result of TGI’s comprehensive weather 

deferral account that passes weather risk on to ratepayers. As the IR answer goes on to show 

the BCUC viewed the use of the deferral account “to be a short term business risk mitigant, 

which is not available to TGI’s comparators.” The comparators of course were primarily Union 

Gas and EGDI as are referenced elsewhere in the IR answer. 

From this it is clear that both EGDI and the BCUC have viewed weather risk as affecting the 

appropriate common equity ratio. In EGDI’s view, recent warmer weather has in part justified 

their requested increase in the common equity ratio, whereas for the BCUC it has justified their 

setting TGI’s allowed common equity ratio 0-3% lower than it would otherwise have been. On 

this basis the allowed common equity ratio for Union Gas and EGDI should be reduced by at 

least 0-3% if the weather risk is transferred to ratepayers. I say at least, since at the time of the 

BCUC decision both Union Gas and EGDI were allowed 35% common equity, since then these 

have both increased to 36%. In the case of Union Gas this was as the result of a negotiated 

settlement, whereas for EGDI it may have been in part due to the EGDI claim that weather was 

imperilling its financial integrity. Either way using the BCUC judgment as a guide would 

indicate allowed common equity ratios of 32-35%, should weather risk be transferred to 

ratepayers as a result of more comprehensive deferral accounts. 

 

Q. SO DOES THE REMOVAL OF WEATHER RISK ALLOW THE FIRM TO 

CARRY MORE DEBT? 

A. Not always; it depends on the type of debt the firm issues. EGDI has a very specific 

indenture provision that means that it has to have an ICR of 2.0 before it can issue unsecured 

MTNs. In contrast other utilities with other types of debt outstanding have different indenture 
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provisions. As a result, the effect of the transfer of weather risk to ratepayers depends on the 

structure of the particular bond indenture and the type of debt issued by the utility. 

Consider, for example, the problem individuals face in financing a house purchase. Normally 

we go to the bank or other institution and sign a mortgage, where the bank has first claim on 

our house should we fail to make any principal and interest payments. In this way the risk to 

the bank is reduced and they will allow us to borrow up to 75% on a standard mortgage or 95% 

on a high ratio mortgage. However, suppose the same individual went to the bank and refused 

to sign a mortgage, but instead wanted the same amount of money as an unsecured “signature” 

loan. Clearly from the bank’s perspective this is a riskier loan and the bank would probably still 

make a loan, but tighten its credit standards and impose other conditions. 

Loan markets for companies work in the same way with the qualification that their assets are 

generally more specific and less easily resold than residential homes. In Appendix D is some 

brief covenant information on the debt issues of Union Gas, EGDI and Gaz Metro. Three 

features are important: Gaz Metro indirectly finances with mortgage bonds, which as the 

prospectus indicates have looser covenants allowing Gaz Metro more financial flexibility; 

Union Gas finances with unsecured MTNs but indicates that the ICR covenant will not apply 

after July 2006 to new debt allowing Union Gas more flexibility; EGDI still has the ability to 

finance with first mortgage bonds, but chooses to finance with MTNs that continue to have this 

2.0 ICR covenant restriction. 

Clearly the transfer of weather risk has a different impact on the financial flexibility of these 

three utilities since the covenant restrictions are different. I have long argued that using MTNs 

has restricted the financial flexibility of gas LDCs simply because of the 2.0 ICR. This 

restriction does not affect mortgage bond financing and is not in the indenture provisions of 

many other utilities, such as Hydro One and TransCanada Pipelines. In essence utilities like 

EGDI have voluntarily switched to a form of financing where the covenant restrictions are 

higher and then tried to use these tighter covenants to justify higher allowed ROEs or common 

equity ratios.   
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Q. WHAT ARE YOUR RECOMMENDATIONS? 

A. Since other regulatory commissions have viewed the transfer of weather risk to 

ratepayers as a reduction in risk to the utility, requiring a decrease in the common equity ratio, 

in my judgment the utilities should be required to lead comprehensive evidence on this, so that 

there is a complete evidentiary record for the Board to fully consider the matter.
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Appendix A: EGDI Evidence on Equity Thickness 
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Appendix B: EGDI Evidence on Effect of Weather on EBIT 

  



 17

 



 18

Appendix C: EB-2006-0034 IR Responses of Dr Booth 
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Appendix D EXTRACTS FROM COVENANT PROVISIONS OF GAS 

UTILITY DEBT ISSUES 

Gaz Metro July 5, 2006  
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Union Gas July 2006 Short form Prospectus 
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Enbridge Gas Distribution Inc February 14, 2006 Short form prospectus 

 

 


